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PREFACE 


The  purpose  of  this  book  is  to  provide  an  introduction  to  economics 
for  university  students  and  general  readers.  This  purpose  involves  a 
statement  both  of  orthodox  economic  principles  and  of  modern  economic 
developments.  The  contemporary  generation  of  economists  have  extended 
the  science  beyond  the  boundaries  reached  by  earlier  economists,  and  it 
is  proper  that  these  extensions  should  be  integrated  with  the  main  body 
of  traditional  economic  thought. 

Although  many  new  tendencies  are  included  in  such  an  undertak¬ 
ing,  nevertheless  there  is  no  intent  to  discard  or  to  slight  the  great 
contributions  made  by  classical  and  neo-classical  economists.  Their  con¬ 
tributions  are  the  foundations  upon  which  must  be  built  whatever  addi¬ 
tions  and  extensions  modern  growth  may  require.  Our  heritage  of 
economic  thought,  in  spite  of  many  errors  and  fallacies,  offers  the  most 
reliable  basis  from  which  to  project  whatever  is  new  and  worthwhile  in 
contemporary  economic  thought. 

The  task  of  merging  new  with  old  viewpoints  affords  many  problems 
for  dispute  among  economists.  In  a  purely  critical  treatise,  to  be  read 
only  by  economists,  it  would  be  appropriate  to  argue  each  disputed 
point.  But  in  an  introductory  text  book  in  economics,  this  controversial 
treatment  could  only  lead  to  confusion  and  bewilderment  among  stu¬ 
dents.  Accordingly,  the  plan  of  the  writer  has  been  to  state  as  clearly 
and  coherently  as  possible  the  content  of  economics  when  the  newer 
developments  are  integrated  with  the  older  traditions  of  the  science, 
without  complicating  the  study  by  technical  controversy  over  disputed 
issues. 

A  survey  of  economic  science  at  the  present  time  reveals  a  vast  fund 
of  research  in  particular  problems,  and  a  literature  of  countless  mono¬ 
graphs,  technical  articles,  special  volumes,  and  scientific  reports.  This 
fund  of  material  has  never  found  its  way  into  the  main  body  of  economic 
theory.  The  textbooks  state  the  classical  principles  of  economics.  The 
monographs  and  technical  articles  state  the  findings  of  current  research. 
Between  the  two  lies  a  chasm.  But  this  separation  is  neither  necessary 
nor  desirable.  The  bodies  of  thought  should  be  brought  together;  they 
should  be  cast  into  a  unified  whole. 

No  attempt  has  been  made  to  build  an  entirely  new  system  of  economic 
thought.  System  building  has  had  its  part  to  play  in  the  past,  but  for 
the  present  study  the  creation  of  some  new  system  of  thought  has 
seemed  unnecessary.  It  has  seemed  sufficient  to  endeavor  simply  to 
integrate  the  many  separate  branches  of  economic  investigation,  and  to 
unify  the  growing  content  of  the  science.  It  has  been  assumed  that  the 
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subject  matter  and  the  points  of  view  possess  a  fundamental  solidarity 
and  unity. 

The  task  of  sifting  the  material  of  modern  research  through  one  mind 
involves  a  very  wide  field  of  study,  and  the  writer  can  scarcely  claim 
to  have  absorbed  completely  the  research  in  all  fields.  In  spite  of 
inevitable  limitations,  however,  it  is  hoped  that  the  main  content  of  the 
new  material  has  been  assimilated,  and  made  a  part  of  the  treatment. 

As  the  title  implies,  the  book  deals  with  problems  as  well  as  with 
principles  of  economics.  The  problems  are  not  merely  “cases,”  such  as 
are  employed  where  the  so-called  “case  method”  is  in  vogue.  Rather, 
they  are  actual  economic  issues  of  national  or  international  concern. 
They  are  basic  public  problems  of  the  present  age. 

Some  of  the  salient  features  of  the  new  material  and  of  the  new 
approach  to  the  subject  may  be  formulated  as  follows : 

1.  The  presentation  of  the  historical  background  of  economic  society 
has  been  influenced  by  the  trend  of  the  newer  historical  and  anthropo¬ 
logical  research. 

2.  Quantitative  methods  supplement  qualitative,  and  necessitate  the 
frequent  use  of  statistical  measurement. 

3.  A  factual  and  descriptive  content  is  read  into  the  theories  and 
principles. 

4.  The  relationship  between  a  more  or  less  constant  human  equip¬ 
ment  of  emotions,  capacities,  etc.,  and  a  highly  variable  economic  culture 
is  emphasized.  The  psychological  presuppositions  are  brought  into  line 
with  modern  psychology.  The  method  of  treatment  does  not  lead  into 
a  theoretical  analysis  of  psychological  terms,  but  depends  upon  an 
account  of  how  human  nature  reacts  to  its  economic  environment. 
Economic  behaviorism  seeks  to  discover  exactly  what  men  do  under  the 
stimulus  of  given  economic  circumstances. 

5.  Institutional  growths  rather  than  immutable  motives,  inexorable 
laws,  and  a  fixed  social  order,  are  looked  upon  as  governing  factors  in 
the  economic  conduct  of  communities. 

6.  A  frank  ethical  concern  for  welfare  and  well-being  is  adhered 
to,  instead  of  an  assumed  but  futile  neutrality  on  the  ethical  implication 
of  all  questions. 

7.  The  “money  economy,”  and  the  relations  between  pecuniary  and 
technological  performance  constitute  threads  of  analysis  running 
through  all  phases  of  the  subject.  Economic  institutions  reflect  the 
“state  of  the  money  arts”  as  well  as  the  “state  of  the  industrial  arts.” 

8.  The  tentative  nature  of  generalizations  is  stressed,  rather  than 
the  finality  of  dogmatic  laws.  Principles  are  regarded  as  hypotheses 
or  inferences,  to  be  tested  by  experimental  and  statistical  science. 

In  a  treatise  where  current  statistical  data  play  so  important  a  part, 
the  permanence  of  the  work  presents  a  peculiar  problem.  Data  which 
are  now  up  to  date  may  be  considered  out  of  date  five  or  ten  years 
hence.  The  writer  of  a  text  in  pure  theory  faces  no  danger  that  charts 
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and  figures  will  become  out  of  date,  because  lie  makes  no  use  of  them, 
or  at  most  does  so  sparingly.  But  in  a  quantitative  treatment,  revision 
of  material  is  more  necessary.  Recent  data  are  more  desired  than 
remote  data.  But  although  data  may  change  and  statistics  may  require 
revision,  nevertheless,  the  fundamental  thing  is  the  whole  approach  to 
the  science  which  underlies  all  data  and  statistics.  The  method,  the 
content,  the  body  of  principles,  are  the  aspects  of  the  treatment  which 
have  permanent  value.  However  temporary  some  of  the  data  may  be, 
it  is  the  significance  of  the  data,  of  the  method  of  using  it  for  develop¬ 
ing  the  science  of  economics,  and  of  the  meaning  which  it  supplies  for 
the  theories  of  economics,  which  has  the  qualities  of  permanence. 

At  present,  economics  is  flooded  with  the  piecemeal  literature  of  the 
many  sided  developments  of  the  science.  Out  of  this  inchoate  mass,  a 
synthesis  has  been  made.  The  new  has  been  consolidated  with  the  old. 
Widely  diffused  data  have  been  assembled  and  interpreted.  The  presen¬ 
tation  has  endeavored  to  keep  the  style,  the  outline,  and  the  selection 
of  material,  in  a  form  suited  to  place  modern  economics  within  the 
reach  of  the  student  and  the  general  reader.  The  purpose  has  been  to 
make  the  introduction  to  economics  teachable  and  understandable,  as 
well  as  comprehensive  and  fundamental. 

The  writer  wishes  to  express  deep  appreciation  of  suggestions  and 
criticisms  made  by  all  those  who  have  taken  an  interest  in  the  prepara¬ 
tion  of  the  volume.  He  is  indebted  particularly  to  Dr.  U.  G.  Weatherly 
of  Indiana  University  for  suggestions  on  some  of  the  more  important 
chapters  of  the  work.  Professor  Seba  Eldridge  of  the  University  of 
Kansas  has  read  the  entire  manuscript,  and  has  offered  invaluable 
criticisms  of  form  and  content  at  every  stage  of  the  treatment.  My  wife 
has  collaborated  on  the  entire  work,  and  has  been  my  main  reliance  in 
securing  clarity  of  thought  and  expression. 

Lionel  D.  Edie. 

January  3,  1926. 
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By 

Wesley  C.  Mitchell 

Director  of  Research,  National  Bureau  of  Economic  Research 

Economics  started  with  the  discussion  of  practical  problems,  such 
as  lending  at  interest,  just  prices,  abuses  of  coinage,  the  international 
how  of  the  precious  metals,  labor  policy,  and  poor  relief.  By  the 
Physiocrats  and  Adam  Smith  these  miscellaneous  discussions  were  given 
a  measure  of  unity  and  system.  Kicardo  pressed  further  in  the  same 
direction.  In  his  hands  political  economy  became  a  “science,”  com¬ 
posed  of  “laws”  arrived  at  mainly  by  “deduction,”  but  supposedly 
capable  in  large  part  of  “inductive  verification,”  and  certainly  ap¬ 
plicable  to  the  guidance  of  policy.  The  first  text  book  of  economics, 
published  by  James  Mill  in  1821,  pushed  this  view  of  the  subject  to 
extremes,  demonstrated  its  theorems  in  a  manner  reminiscent  of  geom¬ 
etry,  and  scarcely  mentioned  practical  applications,  though  the  author 
was  a  radical  reformer  who  thought  science  should  be  utilitarian.  Mill’s 
more  famous  son  shared  most  of  his  father’s  conceptions,  but  when  his 
turn  came  in  1848  to  write  a  book  on  economics,  he  deemed  it  wise  to 
combine  the  discussion  of  theory  and  practice.  His  treatise  lived  up 
to  its  title:  “Principles  of  Political  Economy  with  some  of  their  Appli¬ 
cations  to  Social  Philosophy.”  Later  text  books  and  treatises  have 
oscillated  between  the  models  set  by  the  two  Mills.  Among  the  recent 
introductions  to  economics  there  are  books  as  rigidly  confined  to  “pure 
theory”  as  James  Mill’s  Elements,  and  books  which  lay  even  heavier 
emphasis  upon  practical  applications  than  did  John  Stuart  Mill’s 
Principles. 

Since  1848,  the  subject  itself  has  become  more  difficult  to  introduce 
to  laymen  on  either  plan.  The  parent  stock  of  classical  political  econ¬ 
omy  has  split  into  several  types  of  theory  which  no  two  experts  classify 
alike.  Marginal  analysis,  neo-classicism,  the  psychological  school, 
pecuniary  logic,  institutional  theory,  welfare  economics  are  some  of  the 
names  given  to  some  of  the  recognizable  types.  While  the  differences 
which  set  off  these  varieties  are  primarily  differences  concerning  the 
relative  importance  of  problems  or  methods,  it  is  hard  to  find  a  corps 
of  doctrines  which  can  be  presented  to  the  public  as  accepted  by  all 
authorities.  The  wider  his  intellectual  sympathies,  the  more  does  the 
writer  of  a  new  text  feel  that  he  is  making,  tacitly  or  explicitly,  invidi¬ 
ous  choices  among  the  types  of  theory  which  are  candidates  for  rec¬ 
ognition. 
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Nor  can  economic  theory  in  any  form  claim  to  represent  economic 
science  as  confidently  as  it  could  in  the  days  of  James  or  John  Stuart 
Mill.  Much  of  the  best  constructive  work  done  by  contemporary  econo¬ 
mists  is  concerned  with  practical  problems.  Corporation  finance,  mar¬ 
keting,  taxation,  labor  problems,  business  cycles,  farm  economics,  con¬ 
servation,  transportation,  social  insurance — one  might  make  a  long  list 
of  topics  in  which  the  increasing  thousands  of  professional  economists 
are  “specializing.”  Of  course  “specializing”  might  mean  the  applica¬ 
tion  of  certain  established  laws  to  numberless  special  cases.  A  classical 
economist  of  Ricardo’s  generation  would  have  taken  that  meaning  for 
granted.  But  few  of  our  specialists  find  ready-made  theories  which  they 
can  apply  to  their  problems.  One  who  reads  monographs  usually  gets 
the  impression  that  their  writers  have  made  slight  use  of  economic  theory. 
On  the  contrary,  one  often  has  an  uneasy  feeling  that  the  conclusions  of 
the  monographs  call  for  revisions  in  the  theoretical  treatises. 

Both  the  experimenting  with  various  types  of  economic  theory  and 
the  intensive  study  of  practical  problems  without  much  heed  to  received 
doctrine  are  signs  of  intellectual  vigor.  They  are  incidents  in  that  great 
process  of  trial  and  error  by  which  mankind  is  slowly  acquiring  knowl¬ 
edge  of  itself.  But  progress,  even  scientific  progress,  is  attended  by 
confusion.  No  economist  can  keep  abreast  of  the  times.  The  specialists 
themselves  need  to  be  introduced  to  the  subject  afresh  at  intervals  which 
grow  shorter  as  progress  in  other  fields  than  their  own  becomes  more 
rapid.  And  the  very  circumstances  which  make  it  difficult  to  write  a 
good  introduction  to  economics  make  the  need  of  a  good  introduction 
more  pressing. 

Professor  Edie’s  effort  to  supply  this  need  should  be  particularly 
helpful,  because  he  has  tried  to  present  economics,  neither  as  a  body  of 
abstract  principles,  nor  as  a  series  of  separate  problems,  but  as  a  grow¬ 
ing  body  of  organized  knowledge  about  one  aspect  of  human  behavior. 
The  world  he  observes  and  analyzes  is  the  world  in  which  we  are  living 
together,  cooperating  and  competing  with  each  other.  To  make  his 
observations  accurate  he  relies  largely  upon  statistics.  To  guide  his 
analysis  he  draws  upon  the  results  of  much  monographic  work  as  well 
as  upon  the  varied  stores  of  economic  theory.  There  is  no  suggestion 
of  a  finished  state  either  in  economic  science  or  in  economic  institutions. 
Professor  Edie  shows  us  how  to  acquire  knowledge  rather  than  what  to 
believe. 

Divergent  as  are  the  ideals  of  what  an  introduction  to  economics 
should  offer,  I  think  that  Professor  Edie’s  work  will  commend  itself  to 
a  wide  public.  I  am  sure  that  every  teacher  who  adopts  this  book  will 
learn  much  from  it  himself,  and  that  every  layman  who  reads  it  will  find 
that  economics,  even  in  its  present  stage,  makes  life  more  intelligible  and 
more  interesting. 
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INTRODUCTION 

The  Scope  of  Economics. — Economics  deals  with  three  major  classes 
of  problems:  physical,  pecuniary,  and  social.  The  physical  problems 
have  to  do  with  the  producing,  exchanging,  and  consuming  of  tangible 
commodities;  the  pecuniary,  with  the  gaining  and  spending  of  money 
incomes;  the  social,  with  the  making  of  both  tangible  commodities  and 
money  incomes  contribute  most  to  human  welfare.  The  physical  and 
pecuniary  aspects  of  the  subject  are  preliminary  to  the  most  vital  aspect, 
the  human  consequences.  The  supreme  test  of  material  production  and 
of  monetary  gain  must  be  the  human  test. 

From  the  physical  standpoint,  economics  may  be  defined  as  the  science 
which  deals  with  the  wealth-producing  and  wealth-using  activities  of 
man.  Economics  studies  the  production  of  concrete  goods  and  the 
rendering  of  definite  services.  It  investigates  the  conditions  governing 
the  growing  of  wheat,  the  manufacturing  of  flour,  the  baking  of  bread, 
the  mining  of  coal  and  iron,  the  transportation  of  copper  and  steel,  the 
construction  of  bridges  and  buildings.  Likewise,  economics  studies  the 
consumption  of  tangible  goods,  of  food,  clothing,  automobiles,  houses. 
In  both  production  and  consumption,  economics  analyzes  man’s  struggle 
with  nature.  Nature  contains  certain  resources.  Man  attempts  to  ap¬ 
propriate  these  resources  for  his  own  sustenance  and  enjoyment.  He 
wrests  raw  materials  from  nature,  fabricates  them,  transports  them, 
consumes  them.  From  start  to  finish  he  deals  with  things,  goods,  prod¬ 
ucts.  Economic  endeavor  aims  to  make  nature  contribute  the  largest 
possible  amount  of  goods  to  the  satisfaction  of  human  wants. 

From  the  pecuniary  standpoint,  economics  may  be  defined  as  the 
science  which  deals  with  the  “ money-making ”  and  “money-spending” 
activities  of  men.  These  activities  move  in  terms  of  prices.  Economics 
is  a  study  of  human  behavior  from  the  standpoint  of  price.  All  business 
is  a  series  of  contracts  of  purchase  and  sale  in  which  prices  are  quoted 
and  paid,  and  money  passed  from  hand  to  hand.  The  grower  of  wheat 
cares  for  the  physical  product  only  in  so  far  as  it  will  sell  for  a  good 
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price  and  bring  him  a  money  return.  The  laborer  turns  out  product 
only  because  of  the  money  wage  which  he  receives.  The  manufacturer 
maintains  output  because  thereby  he  hopes  to  make  money  profits.  The 
consumer  obtains  commodities  only  by  the  spending  of  money.  From 
beginning  to  end,  the  winning  and  using  of  dollars  is  the  guiding  feature 
of  economic  life.  Economic  endeavor  aims  to  obtain  the  maximum 
number  of  dollars  of  gain  from  every  transaction.  The  arts  of  pecuniary 
gain  direct  the  arts  of  physical  production. 

From  the  social  standpoint,  economics  may  be  defined  as  the  science 
which  deals  with  making  material  product  and  pecuniary  advantage 
contribute  most  to  human  welfare.  Economics  cannot  restrict  itself  to 
a  cold  and  indifferent  analysis.  Not  that  economics  should  be  merely 
sentimentalism,  but  that  it  should  be  a  truly  human  science.  A  strict 
neutrality  on  the  ethical  import  of  economic  analysis  cannot  possibly 
be  maintained,  for  every  step  in  economic  analysis  carries  an  ethical 
implication.  If  ethical  implications  are  inevitable,  everything  is  to  be 
gained  by  being  frank  and  outspoken  about  them.  The  ethical  assump¬ 
tion,  in  the  broadest  sense,  which  permeates  economics  is  that  both 
product  and  money  should  be  organized  to  yield  the  best  kind  of  life  to 
the  community.  Every  economic  institution  must  subject  itself  to  the 
test  of  whether  it  results  in  a  clear  social  gain. 

To  condense  our  threefold  conception  of  the  scope  of  economics,  we 
may  say  that  economics  is  the  science  which  deals  with  the  wealth-get¬ 
ting  and  wealth-using,  the  money-getting  and  the  money-spending ,  and 
the  welfare-promoting  activities  of  man. 

All  three  of  these  phases  of  economics  rest  upon  the  mental  experi¬ 
ences  of  men.  They  have  a  common  basis  in  the  psychological  reactions 
which  accompany  them.  This  psychological  basis  has  commonly  been 
expressed  as  a  relationship  between  two  great  factors,  namely,  wants 
and  efforts.  Economic  wants  are  the  driving  incentives  to  activity. 
They  are  the  objectives  which  lure  men  on  to  sustained  productive  effort. 
The  satisfaction  of  wants  is  the  culmination  of  the  economic  process. 
The  subjective  gratification  derived  from  meeting  wants  induces  men  to 
engage  in  productive  enterprise.  In  order  to  satisfy  these  wants,  we 
find  it  necessary  to  labor  and  toil.  Some  of  this  effort  is  enjoyable  for 
its  own  sake,  much  of  it  is  not  enjoyable  under  present  conditions.  Most 
of  modern  work  would  never  be  done  for  its  own  sake.  The  bulk  of 
effort  would  never  be  undertaken  for  the  joy  of  the  effort  itself.  There 
must  be  some  strong  ulterior  reward  to  pull  men  into  sustained  toil. 
This  ulterior  reward  is  the  satisfaction  of  wants.  By  labor,  men  seek  to 
gratify  their  desires.  The  economic  process  is  a  subjective  balance  be¬ 
tween  wants  and  the  means  of  meeting  those  wants,  between  the  dis¬ 
agreeableness  of  toil  and  the  agreeableness  of  gratifying  one’s  desires, 
between  the  pains  of  labor  and  effort  and  the  pleasures  of  consumption. 
This  subjective  relation  between  ulterior  reward  in  the  form  of  want 
satisfaction,  and  the  effort  required  to  gain  ulterior  reward,  pervades 
all  elements  of  economics. 
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Wealth  and  Economic  Goods. — Only  a  limited  fraction  of  the 

physical  universe  can  be  called  economic  goods.  The  essential  char¬ 
acteristics  of  economic  goods  are  scarcity  and  utility. 

Utility  is  the  capacity  to  satisfy  a  human  want.  Before  a  good  be¬ 
comes  economic  wealth,  some  one  must  have  a  desire  to  enjoy  it.  The 
utility  of  a  good  is  its  “desirability”  or  “ wantability. ”  Refuse,  barren 
rock,  ice  at  the  north  pole,  obnoxious  weeds,  these  are  not  economic 
goods,  because  they  are  not  wanted,  they  satisfy  no  desire,  they  have  no 
utility. 

But  scarcity  must  be  coupled  with  utility  before  economic  wealth 
exists.  Limitation  of  supply  is  essential.  The  sunshine  and  the  rain, 
the  air  and  the  wind,  the  water  of  the  ocean  and  the  sand  of  the  desert, 
all  of  these  may  have  utility,  but  the  supply  under  ordinary  circum¬ 
stances  is  unlimited.  There  is  no  scarcity,  and  where  there  is  no  scarcity, 
there  is  no  economic  good. 

Such  unlimited  goods  are  to  be  classed  as  free  goods.  Both  economic 
goods  and  free  goods  have  utility,  but  both  do  not  have  scarcity.  The 
scenery  of  the  mountains,  the  beauty  of  the  sky,  the  atmosphere  all 
about  us,  have  utility,  but  until  these  things  have  also  the  quality  of 
scarcity  they  are  not  economic  goods.  They  are  only  f  ree  goods. 

Wealth,  as  technically  used,  is  synonymous  with  economic  goods. 
Wealth  may  be  owned  either  by  private  parties  or  by  the  government. 
Government-owned  oil  lands  or  forests  possess  both  utility  and  scarcity. 
They  are  just  as  much  wealth  as  the  wells  or  forests  of  private  owners. 
The  national  wealth  is  the  aggregate  of  the  economic  goods  owned  by 
individuals  and  by  the  government. 

Often  the  line  between  economic  goods  and  free  goods  is  not  hard  and 
fast.  For  instance,  air  is  said  to  be  a  free  good,  but  this  is  not  true 
under  all  conditions.  A  renter  who  lives  in  the  top  story  of  a  city 
apartment  house  pays  higher  rent  than  the  parties  living  on  the  ground 
floor,  because  the  fresh  air  and  the  sunshine  at  the  top  are  superior. 
In  other  words,  there  is  a  scarcity  of  fresh  air  at  a  particular  time  and 
place,  and  under  those  conditions,  air  becomes  an  economic  good.  Water 
is  plentiful,  but  scarcity  of  water  available  for  home  use  leads  to  the 
installation  of  the  water  meter.  Water  in  the  home  is  an  economic  good 
in  the  modem  city,  but  it  was  not  an  economic  good  for  the  pioneer 
who  dipped  as  much  as  he  pleased  from  an  inexhaustible  spring.  Under 
modern  complexities  of  living,  free  goods  tend  more  and  more  to  pass 
into  the  category  of  economic  goods,  because  they  become  scarce  with 
reference  to  some  particular  time  or  place.  Scarcity  is  not  a  fixed  and 
eternal  quality,  but  a  changing  quality,  reflecting  every  modification  of 
economic  institutions. 

In  popular  thought,  money  is  confused  with  wealth.  A  wealthy 
man  is  one  who  is  supposed  to  be  worth  a  great  deal  of  money.  Our 
multimillionaires  are  measured  by  the  dollar  sign.  Our  ambition  appears 
to  be  to  make  as  much  money  as  possible.  But  it  must  be  obvious  that 
money  is  only  a  means  of  command  over  wealth.  People  strive  with  all 
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their  might  to  gain  money,  because  of  what  the  money  will  buy.  A  man 
would  starve  to  death  if  surrounded  only  by  bank  notes  or  gold  coin. 
Money  is  a  universal  means  of  purchasing  power.  With  it,  one  can 
obtain  wealth.  But  the  money  itself  is  not  the  wealth. 

Although  money  is  not  identical  with  wealth,  nevertheless  economic 
goods  are  distinguishable  from  free  goods  by  the  fact  that  the  former 
can  command  a  money  price  whereas  the  latter  cannot.  Water  becomes 
an  economic  good  just  as  soon  as  one  can  sell  it  to  some  buyer  and 
obtain  money  in  exchange.  The  pecuniary  test  of  economic  wealth  is 
the  ability  of  a  good  to  be  sold  for  money.  And  the  amount  of  the 
wealth,  in  the  pecuniary  sense,  will  be  the  amount  of  money  offered 
for  the  good.  If  a  ton  of  brick  is  worth  $15  and  a  ton  of  platinum  is 
worth  $1,000,000,  the  latter  is  vastly  the  greater  amount  of  pecuniary 
wealth.  From  a  physical  standpoint,  it  is  only  a  ton  of  wealth  in 
either  case.  But  in  the  money  economy,  the  amount  of  money  for  which 
a  good  will  exchange  is  the  measure  of  the  wealth  which  it  represents. 
The  more  money  the  good  can  command  in  exchange  for  itself,  the 
more  wealth  it  represents. 

But  neither  the  view  of  wealth  as  economic  goods  nor  the  view  of 
wealth  as  a  pecuniary  sum  is  an  adequate  conception  of  wealth.  To 
make  it  adequate,  we  must  introduce  the  social  point  of  view.  John 
Ruskin  emphasized  the  fact  that  ‘  ‘  there  is  no  wealth  but  life  ’  ’ ;  and 
distinguished  between  “ wealth”  and  “illth.”  J.  A.  Hobson  declares, 
“Every  piece  of  concrete  wealth  must  be  valued  in  terms  of  the  vital 
costs  of  its  production  and  the  vital  uses  of  its  consumption.  ’  ’ 1  From 
a  social  standpoint,  the  student  who  views  our  skyscrapers,  our  hun¬ 
dreds  of  millions  of  tons  of  coal,  our  hundreds  of  billions  of  dollars 
of  national  wealth,  inquires :  Does  all  this  build  character,  health  and 
happiness?  Wealth  is  not  merely  tons  of  pig  iron  but  social  well  being. 
Wealth  is  not  the  almighty  dollar  but  human  welfare.  The  acid  test 
of  wealth  is  the  human  test,  and  unless  the  output  of  factories  and  mines 
and  the  accumulation  of  gold  and  silver  builds  healthy  and  happy 
laborers  and  wise  and  noble  consumers  there  is  no  wealth  worthy  of  the 
name.  There  is  no  human  wealth  where  dissipation  and  decay  rule,  no 
matter  how  rapidly  the  machines  grind  out  their  product  or  how  tilled 
the  coffers  are  with  money.  Materialistic  and  mercenary  gain  is  vicious 
unless  it  brings  commensurate  social  and  human  gain  to  all  elements 
of  society. 

Production,  Consumption,  Exchange,  Distribution. — The  economic 
process  contains  four  important  links.  These  are,  to  use  the  ordinary 
terminology,  production,  consumption,  exchange,  and  distribution. 

Production  may  be  viewed  either  as  the  making  and  finishing  of 
physical  goods,  or  as  the  manipulation  of  price  relations  with  a  view 
to  making  a  money  gain,  or  as  the  activity  of  the  human  organism  in 
adjusting  itself  to  its  physical  and  social  environment.  That  is  to  say, 
it  may  be  analyzed  from  the  physical,  pecuniary,  or  social  viewpoint. 

i  Work  and  Wealth,  a  Human  Valuation,  p.  10. 
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Running  through  these  viewpoints  is  the  subjective  notion  that  produc¬ 
tion  is  t lie  creation  of  utilities.  That  is,  production  is  the  effort  so  to 
shape  and  control  goods  that  they  may  have  increased  capacity  to  satisfy 
human  wants.  For  a  comprehensive  analysis  of  production,  it  is  neces¬ 
sary  to  take  account  of  all  these  viewpoints.  For  certain  purposes,  one 
viewpoint  will  be  more  essential  than  others.  For  a  study  of  the  physical 
volume  of  production,  it  is  necessary  to  emphasize  the  making  of  goods. 
For  a  study  of  business  and  profit,  it  is  necessary  to  emphasize  the  price 
system  and  the  money  economy.  For  a  study  of  human  welfare,  it  is 
necessary  to  emphasize  the  social  consequences  of  productive  effort. 
For  a  study  of  valire  theory,  it  is  necessary  to  emphasize  the  subjective 
aspect  of  the  creation  of  utilities.  These  various  viewpoints  supplement 
each  other ;  they  do  not  involve  any  inherent  or  intrinsic  contradictions. 
They  are  closely  interrelated.  And  for  a  complete  understanding  of 
the  meaning  of  production,  they  must  be  made  an  integral  part  of 
economic  analysis. 

Consumption  sets  the  schedules  of  production.  Producers  turn  out 
only  what  consumers  desire  to  use  up.  Production  schedules  are  set  by 
consumption  standards.  Everywhere,  producers  are  trying  to  discover 
the  things  which  consumers  want,  and  then  to  provide  those  things,  and 
no  other.  Consumption  may  be  viewed  as  a  physical  process  of  using 
up  tangible  commodities.  It  consists  of  the  destruction  through  use 
of  loaves  of  bread,  of  yards  of  cloth,  of  pairs  of  shoes.  Consumption 
may  also  be  viewed  as  the  spending  of  money  incomes.  The  pattern  of 
consumption  is  set  by  the  amount  of  money  one  has  to  spend  and  how 
one  decides  to  spend  it.  But  consumption  may  also  be  viewed  as  the 
process  of  building  human  personality  and  developing  community  well 
being.  It  may  lead  to  vice,  poison,  and  decay,  or  it  may  lead  to  char¬ 
acter,  health,  and  progress.  Beneath  these  views  of  consumption  stands 
the  subjective  view.  Consumption  is  the  enjoyment  of  the  utilities  which 
have  been  created  in  production.  It  is  the  satisfaction  of  wants  by 
appropriation  of  the  fruits  of  labor  and  effort.  All  of  these  views  are 
essential  for  an  adequate  conception  of  the  meaning  of  consumption. 

But  if  production  is  the  beginning  of  the  economic  process  and  con¬ 
sumption  is  the  end,  there  are  nevertheless  two  intervening  or  connecting 
factors.  Before  production  can  lead  to  consumption,  goods  must,  as  a 
general  rule,  have  been  exchanged  between  individuals,  and  shares  in 
the  product  must  have  been  assigned.  These  are  the  problems  of  ex¬ 
change  and  of  distribution. 

Exchange  deals  with  the  laws  governing  the  ratios  at  which  goods 
of  different  kinds  may  be  traded  for  each  other.  One  man  has  produced 
shoes  whereas  his  neighbor  has  produced  cloth.  Their  problem  is  to 
exchange  shoes  for  cloth.  Throughout  the  economic  system  producers 
are  making  goods  for  others.  The  factory  worker  never  expects  to  wear 
the  specific  pair  of  shoes  he  helps  to  make,  or  the  self  same  yard  of 
cloth  he  helps  to  weave.  The  farmer  of  today  sells  his  wheat  and  buys 
flour  made  from  some  other  farmer’s  wheat.  Each  year  we  have  so 
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many  millions  of  bushels  of  each  of  the  cereals,  so  many  millions  of 
tons  of  coal  and  pig  iron,  so  many  millions  of  pounds  of  sugar,  and 
these  commodities  must  be  exchanged  at  such  rates  as  will  satisfy  the 
wants  of  individuals.  Value  is  this  power  which  a  good  has  to  command 
other  goods  in  exchange  for  itself,  or  the  rate  at  which  it  will  exchange 
for  other  goods.  Value  theory  is  fundamental  in  economics,  because 
it  aims  to  explain  the  exchange  relations  between  goods.  It  explains  the 
process  by  which  all  producers  turn  over  their  output  to  individuals 
who  want  such  commodities,  and  in  return  receive  the  kinds  of  com¬ 
modities  needed  for  their  own  consumption. 

The  values  of  goods  are  expressed  in  prices.  That  is  to  say,  a  bushel 
of  wheat  is  exchanged  for  money,  and  the  money  in  turn  is  exchanged 
for  a  pair  of  shoes.  Prices  are  the  amounts  of  money  for  which  goods 
can  he  exchanged.  This  pecuniary  aspect  of  value  dominates  all  busi¬ 
ness  transactions.  Consequently,  we  find  it  necessary  to  supplement  a 
study  of  physical  exchange  of  goods  with  a.  study  of  pecuniary  exchange. 
The  emphasis  in  this  respect  is  upon  the  part  which  money  plays  in  the 
whole  value  system  of  modern  life.  The  most  significant  part  of  value 
theory  tends  to  be  the  part  which  shows  the  importance  of  money  and 
prices  in  the  whole  wide  universe  of  buying,  selling,  and  exchanging. 

Distribution  deals  with  the  sharing  of  wealth  and  income  by  dif¬ 
ferent  classes  and  individuals.  By  distribution,  we  do  not  mean  market¬ 
ing  of  goods.  Rather,  we  mean  the  dividing  of  the  national  product  so 
that  each  individual  has  a  certain  share.  The  landlord  derives  a  share 
which  we  call  rent.  The  capitalist  derives  a  share  which  we  call 
interest.  The  laborer  derives  a  share  which  we  call  wages.  The  busi¬ 
ness  organizer  or  enterpriser  derives  a  share  which  we  call  profit.  Our 
task  is  to  study  the  forces  governing  the  shares  assignable  to  each  of 
these  factors.  Moreover,  personal  inequalities  of  wealth  and  income 
appear  on  every  side.  The  rich  and  the  poor,  the  leisure  class  and 
the  submerged  tenth,  exist  side  by  side.  Distribution  theory  provides 
an  explanation  of  these  personal  inequalities.  The  subject  may  be 
viewed  in  its  physical,  pecuniary,  social,  or  subjective  aspects,  just  as 
production,  consumption  and  exchange  are  viewed.  Distribution  is  not 
only  a  sharing  of  actual  goods,  but  is  also  a  sharing  of  money  incomes, 
and  a  division  of  opportunity,  leisure,  and  well-being.  In  the  chapters 
dealing  with  distribution,  these  various  aspects  of  the  subject  are 
emphasized. 

A  broad  perspective  of  the  logical  steps  in  economic  analysis  requires 
a  correlation  of  production,  consumption,  exchange,  and  distribution. 
This  time  honored  division  of  the  subject  matter  gives  a  framework  for 
detailed  discussion.  All  phases  of  economic  study  may  be  fitted  into 
these  four  great  categories.  Although  many  new  developments  have 
occurred  in  economics,  nevertheless  none  of  these  is  incompatible  with 
the  four  basic  classifications  of  subject  matter  which  have  been  outlined. 


CHAPTER  II 


THE  HISTORICAL  BACKGROUND  OF  ECONOMIC  SOCIETY 

The  first  step  toward  an  understanding  of  economics  is  to  know 
how  modern  economic  society  has  come  to  be  what  it  is.  In  attempting 
this  task,  the  historian  adopts  the  basic  principle  that  every  invention 
and  every  economic  institution  represents  an  accumulation  of  discoveries 
and  achievements  reaching  back  not  merely  into  the  nineteenth  century 
but  into  the  stone  ages.  The  marvels  of  science  and  machinery  in  the 
twentieth  century  seem  so  far  separated  from  the  crude  tools  of  antiquity 
that  the  temptation  has  commonly  been  to  belittle  the  primitive  material 
cultures  and  to  dismiss  them  as  belonging  to  an  age  of  savagery. 

The  anthropologist  has  demonstrated,  however,  that  instead  of 
marveling  at  the  crudities  of  the  primitive  peoples,  we  should  marvel 
at  the  degree  of  advancement  of  their  mental  capacity  and  of  their 
material  equipment  for  making  a  living.  What  primitive  man  had  to 
contribute  to  the  growth  of  economic  society  is  fully  as  important  as 
what  scientific  man  has  to  contribute  in  the  twentieth  century.  Modern 
attainments  are  but  the  culmination  of  long  lines  of  progress,  and  the 
oxfiginal  pattern  of  economic  culture,  created  by  the  hand  and  brain  of 
prehistoric  man,  has  not  been  lost  but  continues  to  dominate  the  form 
and  design  of  economic  culture  at  the  present  day.  The  cumulative 
aspect  of  economic  evolution  emphasizes  the  importance  of  the  earlier 
stages  of  the  cumulative  process  as  a  key  to  the  understanding  of  the 
modern  stage. 

This  process  of  economic  development  includes  three  broad  phases 
of  growth :  a  technology  of  production,  an  organization  of  methods,  and 
a  standard  of  consumption.  The  dominating  factor  in  this  group  is  the 
technology  of  production,  since  both  organization  of  methods  and  stand¬ 
ards  of  consumption  are  an  outgrowth  of  technology  and  a  means  of 
adaptation  to  it.  Technology  of  production  refers  to  the  kinds  of  tools 
and  implements  which  man  knows  how  to  make,  to  his  skill  of  crafts¬ 
manship  in  the  use  of  tools,  and  to  his  technical  knowledge  of  the  prop¬ 
erties  of  matter  and  of  the  laws  of  applied  science.  The  state  of  these 
industrial  arts  largely  determines  the  kind  of  economic  organization  and 
system  which  prevails  and  the  level  which  the  standard  of  living  and 
consumption  attains.  Everything  in  economic  society  centers  around 
the  state  of  the  industrial  arts ,  around  the  degree  of  advancement  in 
the  technology  of  production.  The  history  of  economic  institutions  runs 
largely  in  terms  of  this  cumulative  development  of  the  applied  science 
of  tools  and  machines. 
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Stages  in  Economic  Evolution. — Many  attempts  have  been  made 
to  classify  economic  history  into  definite  stages.  The  most  common  of 
these  classifications  divides  history  into  five  main  stages:  (1)  the  hunt¬ 
ing  and  fishing,  or  direct  appropriation  stage;  (2)  the  domestication 
of  animals,  or  pastoral  stage;  (3)  the  agricultural  stage  of  settled  com¬ 
munity  life;  (4)  the  stage  of  handicraft  manufacture,  with  growth  of 
towns,  and  limited  growth  of  trade;  (5)  the  industrial  stage  of  machine 
manufacture,  metropolitan  populations,  and  complex  development  of 
commerce.  This  classification,  and  others  which  might  be  cited,  are  not 
without  value.  However,  these  more  or  less  arbitrary  divisions  suffer 
from  the  danger  of  oversimplifying  the  processes  of  history.  History 
can  not  be  cut  up  into  neat  divisions.  It  is  much  truer  to  the  nature  of 
historical  processes  to  adhere  to  the  notion  of  cumulative  growth  of 
economic  society,  with  immense  variety  and  general  defiance  of  hard  and 
fast  uniformity  in  rigid  divisions  and  stages. 

The  technology  of  production,  which  has  already  been  pointed  to  as 
the  central  force  in  economic  evolution,  may  advantageously  be  viewed 
from  this  standpoint  of  cumulative  growth.  Starting  with  a  discovery 
of  the  crudest  form  of  tools,  man  gradually  and  tediously  added  bit 
by  bit  to  his  store  of  practical  knowledge.  His  tool-making  grew  more 
and  more  complex  over  many  centuries  of  time,  and  at  last  attained 
the  most  complex  form  of  all,  the  machine.  Modern  technology  is  a 
machine  technology,  and  dates  approximately  from  the  latter  part  of 
the  eighteenth  century.  The  technology  of  the  tool  takes  its  origin 
from  a  date  roughly  estimated  as  more  than  a  thousand  centuries  ago. 
It  took  mankind  more  than  a  hundred  thousand  years  to  bring  the  tool 
technology  up  to  the  level  of  the  eighteenth  century;  then  the  machine 
technique  usurped  the  field  and  a  little  more  than  two  hundred  years  of 
applied  mechanical  science  have  created  the  modern  machine  economy. 
More  than  ninety-nine  one-hundredths  of  man’s  existence  went  to  build¬ 
ing  up  sufficient  technical  knowledge  to  enable  him  to  invent  the  first 
modern  machines.  Thousands  of  crude  discoveries,  of  progressive  inven¬ 
tions,  of  growing  bits  of  knowledge  about  the  properties  of  matter,  were 
prerequisites  for  the  greater  discoveries  of  applied  science  which  ushered 
in  the  machine  age.  This  stock  of  earlier  knowledge,  handed  down  from 
generation  to  generation,  constituted  the  technological  heritage  of  the 
race,  and  gradually  reached  a  point  which  made  possible  the  release  of 
scientific  imagination  and  inventive  power  which  underlies  modern 
economic  society. 

The  Primitive  Technology  of  Production. — For  upwards  of  three 
hundred  to  four  hundred  thousand  years,  making  a  living  was  on  a 
crude  level  not  far  removed  from  a  mere  animal  existence.  Clubs, 
wooden  spears,  stones  accidentally  shaped  for  easy  cutting  or  for  throw¬ 
ing,  constituted  the  equipment  of  the  race.  Out  of  the  suffering  and 
struggle  of  this  vast  stretch  of  time  evolved  the  first  implement  genuinely 
formed  and  fashioned  by  the  hand  of  man, — the  coup-de-poing ,  or  fist- 
hatchet.  This  flint  stone,  chipped  to  a  crude  cutting  and  scraping  edge, 
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without  handle  or  attachment  of  any  sort,  was  the  first  tool  invented  by 
the  brain  of  man.  Considering  the  meager  background  of  the  primitive 
mind  and  the  difficulties  under  which  the  invention  was  made,  we  must 
rank  the  greatness  of  the  event  as  of  equal  importance  with  the  modern 
discoveries  of  electricity  or  chemistry.  The  achievement  dates  back 
approximately  125,000  years  ago,  and  marks  the  beginning  of  what  are 
known  as  the  Stone  Ages. 

The  ages  of  stone  tools  lasted  in  Europe  until  about  2000  b.c.  The 
last  10,000  years  of  the  period  are  called  the  New  Stone  Ages  in 
recognition  of  certain  marked  advances  over  the  forepart  of  the  period, 
called  the  Old  Stone  Ages,  but  it  is  interesting  to  note  that  the  greater 
part  of  the  ages  of  stone  tools — more  than  nine-tenths  of  the  total 
period — belongs  to  the  Old  Stone  Ages.  During  the  vast  expanse  of 
time  represented  by  this  earlier  part  of  the  period,  achievements  in 
economic  civilization  were  made  which  are  of  fundamental  importance. 
The  broad  significance  of  these  achievements  is  concisely  stated  by  A.  L. 
Ivroeber  as  follows:  “Many  of  the  outlines  of  what  civilization  was  ulti¬ 
mately  to  be  had  been  substantially  blocked  out.  Most  of  the  framework 
was  there,  even  though  but  a  small  fraction  of  its  content  had  yet  been 
entered.  ’  ’ 1 

A  brief  outline  of  the  major  achievements  of  the  Old  Stone  Ages  may 
be  drawn  up  as  follows : — 

1.  Tools.  Kefinement  of  fist-hatchet  through  sharpening  by  pressure 
rather  than  by  chipping.  Invention  of  implements  of  bone,  wood,  rein¬ 
deer-horn  and  stone,  such  as  needles,  scrapers,  knives,  spears,  hammers, 
chisels,  wedges,  harpoons,  throwers,  and  daggers. 

2.  Clothing.  Practice  of  sewing  skins  for  clothing.  Dress  designed 
in  part  for  protection  from  cold,  and  in  part  for  ornament. 

3.  Food.  Improvement  of  diet  by  introduction  of  cooked  meats  and 
of  cooked  wild  vegetation. 

4.  Fire.  Discovery  of  artificial  methods  of  kindling  fire,  and  of  use 
of  fire  for  cooking,  for  protection  from  wild  animals  and  for  relief  from 
cold. 

5.  Homes.  Use  of  caves  and  cliffs  of  river  edges  as  houses. 

6.  Art.  Development  of  high  artistic  skill,  shown  not  merely  in 
drawings  on  cave  walls,  but  in  the  shape  and  design  of  tools,  and  in 
decoration  of  the  weapons  of  hunting,  fishing  and  fighting. 

7.  Skill.  The  definite  fruition  of  the  faculty  of  invention  and  of 
creative  imagination.  The  elaboration  of  the  skill  of  hand  coordinated 
with  brain.  The  close  identification  of  art  with  wrork,  and  the  clear 
connection  of  a  sense  of  symmetry  and  beauty  with  craftsmanship.  The 
accumulation  of  practical  knowledge  of  the  habits  of  animals  and  of 
the  properties  of  matter. 

The  importance  of  these  attainments  is  lost  sight  of  if  we  dismiss 
this  period  as  one  of  fruitless  savagery  and  barbarism.  The  real  mean- 

i  Anthropology,  p.  179. 
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ing  of  the  attainments  is  forcefully  expressed  in  H.  F.  Osborne’s  ob¬ 
servation  that,  “During  this  age,  the  rudiments  of  all  the  modern 
economic  powers  of  man  were  developed.”2  Later  inventions  down 
through  the  brilliant  mechanical  discoveries  of  the  machine  age  are 
properly  to  be  viewed  as  but  an  elaboration  and  a  refinement  of  these 
rudiments.  New  combinations  and  recombinations  of  the  original  basic 
elements  have  been  made,  but  the  astonishing  feature  is  that  so  large  a 
part  of  the  later  complex  technique  is  after  all  merely  an  elaboration  of 
these  rudiments  of  primitive  life. 

With  this  preparation,  a  transition  to  a  more  complex  technology  of 
industry  was  possible.  This  new  and  growing  technology  is  the  dis¬ 
tinguishing  feature  of  the  New  Stone  Ages,  dating  in  Europe  approxi¬ 
mately  from  12,000  to  2,000  years  b.c.  The  main  aspects  of  this  progress 
may  be  briefly  outlined  as  follows: — 

1.  Tools.  Discovery  of  grinding  and  polishing  as  methods  of  sharp¬ 
ening  tools  encouraged  a  great  increase  in  the  variety  of  tools.  In  com¬ 
parison  with  the  stock  in  trade  of  a  modern  hardware  store,  the  list 
of  tools  of  these  New  Stone  Age  men  was  astonishingly  complete. 

2.  Spinning  and  Weaving.  Linen  clothing  supplemented  that  made 
from  the  skins  of  wild  animals.  “Every  house  had  its  loom,”  remarks 
the  anthropologist,3  referring  to  a  typical  village  of  the  period. 

3.  Food.  Improved  cooked  foods  were  introduced  to  the  human  diet 
through  the  making  of  pottery  from  baked  clay. 

4.  Building.  Constructive  and  engineering  skill  was  illustrated  in 
the  lake  villages,  pit-dwellings,  log  huts,  wattle  huts,  fortified  villages, 
gigantic  tombs  and  gallery  chambers,  boats  built  from  hollowed  logs, 
stone  mills  for  grinding  grain,  and  factories  for  the  making  of  stone 
implements. 

5.  Agriculture.  The  most  significant  of  all  attainments  was  the 
domestication  of  animals  and  the  development  of  agriculture.  As  Shot- 
well  observes,  ‘  ‘  The  greatest  social  revolution  of  primitive  mankind  came 
about  when  man,  settling  on  the  soil  instead  of  wandering,  and  so  ac¬ 
cumulating  goods  which  required  foresight,  began  to  calculate  for  a 
future.”4  Farming  and  peace  displaced  hunting,  fishing,  and  pillage. 

6.  Economic  Organization.  Productive  capital  originated  in  the 
necessity  of  saving  and  accumulating  farm  equipment.  Property  took 
form  in  the  ownership  of  fields,  animals,  and  products.  The  act  of 
settling  down  meant  more  peace  and  less  war,  more  production  and  less 
exploitation,  and  by  creating  the  necessity  for  protecting  property  and 
life,  developed  the  authority  and  police  power  contained  in  the  economic 
functions  of  government. 

7.  Division  of  Labor.  Territorial  division  of  labor  resulted  from  local 
specialization  in  flint  mining,  manufacture  of  stone  tools,  cloth-making, 

2  Men  of  the  Old  Stone  Age,  p.  501. 

2  John  M.  Tyler,  The  New  Stone  Age,  p.  83. 

4  James  T.  Sliotwell,  The  History  of  History,  p.  40. 
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pottery  work,  etc.  Occupational  division  of  labor  resulted  from  sepa¬ 
rating  tool-making  and  tool-using,  from  separating  the  duties  of  priests, 
medicine  men,  farmers,  and  chieftains,  and  from  gradually  reserving  for 
women  a  place  in  the  home,  where  they  practiced  the  arts  of  spinning, 
weaving,  and  pottery. 

8.  Barter.  Marvin  states,  “The  New  Stone  Age  trader  must  have 
pushed  the  science  of  barter  to  the  uttermost  limits  short  of  the  inven¬ 
tion  of  a  circulating  medium,  if  indeed  some  crude  form  of  currency  was 
not  already  in  vogue.”  5 

All  of  these  achievements  were  realized  before  written  history  begins. 
In  these  distant  centuries,  the  character  of  economic  civilization  was 
being  shaped.  Prehistoric  man  worked  out  the  architectural  design  of 
modern  economic  institutions. 

The  Significance  of  Prehistoric  Economic  Culture. — Man  today 
brings  to  the  art  of  production  two  primary  forms  of  equipment, — his 
equipment  of  intellectual  capacities,  instincts  and  emotions,  and  his 
equipment  of  technical  knowledge.  It  is  of  central  significance  that 
his  mental  equipment  was  completed  in  the  days  of  primitive  man,  and 
that  the  basic  elements  and  rudiments  of  his  technical  equipment  for 
production  were  also  highly  perfected  in  that  early  period.  There  has 
been  an  increase  in  knowledge  and  training  in  the  last  ten  or  twenty 
thousand  years,  but  no  increase  in  brain  power  or  capacity  of  the  mind. 
The  feelings  and  impulses  of  the  modern  factory  worker  are  fundamen¬ 
tally  the  same  as  those  of  the  primitive  toiler  using  implements  of  stone. 
This  mental  equipment  which  was  completed  in  the  primeval  environ¬ 
ment  of  our  ancestors  is  now  plunged  into  the  humdrum  environment  of 
the  factory  and  the  mill.  The  maladjustment  between  mental  equip¬ 
ment  and  the  rigorous  discipline  of  the  factory  is  manifested  in 
monotony,  fatigue,  unrest,  bitterness,  and  sabotage.  Our  problem  today 
is  how  to  conduct  the  machine  age  with  a  mental  equipment  which  ivas 
originally  suited  to  the  stone  age. 

The  completeness  of  the  basic  elements  and  rudiments  of  man’s 
technical  knowledge  is  equally  important.  The  elements  of  economic 
organization  were  taking  form  around  the  elements  of  the  primitive  pro¬ 
duction  technology.  The  industrial  arts  and  the  economic  arts  were 
taking  distinct  shape  and  pattern,  and  economic  civilization  has  con¬ 
tinued  the  pattern  thus  begun  for  it.6 

This  technological  pattern  derived  its  outlines  from  a  vast  fund  of 
primitive  knowledge  of  the  laws  of  nature  and  the  properties  of  matter. 
For  instance,  in  the  selection  of  wood  and  stone  for  building  or  for  tools, 
or  of  materials  for  weaving,  pottery  and  basket-making,  a  multiplicity 
of  details  of  hardness,  shape,  form,  cut,  tensile  strength,  resistance  of 
material,  abrasion,  friction,  heat,  flexibility  and  design  had  to  be  learned. 
The  hunting  and  the  domestication  of  animals  imply  a  familiarity  with 

6  F.  S.  Marvin,  Progress  of  History,  p.  44. 

6  James  T.  Shotwell,  The  History  of  History,  p.  11. 
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their  habits,  with  their  anatomical  structure,  and  with  the  qualities  of 
their  hides  and  flesh.  Plant  cultivation  proceeds  from  an  acquaintance 
with  elementary  botanical  facts,  and  with  the  nutritional,  medical,  and 
poisonous  qualities  of  individual  plants.  The  elements  of  applied 
mechanics  and  of  physics  were  involved  in  the  primitive  use  of  levers, 
wedges,  inclined  planes,  and  weights.  Motor  habits  and  skills  were 
learned  and  perfected.  Dexterity  of  hand  and  arm  in  weaving,  pottery¬ 
making,  tool-making,  and  the  other  industrial  arts  is  the  essence  of 
advanced  craftsmanship.  The  scope  and  complexity  of  these  primitive 
powers  of  dexterity  are  as  remarkable  as  their  accuracy  and  artistic 
excellence.  In  all  these  respects,  primitive  man  possessed  the  basic 
elements  of  the  technology  of  production  and  revealed  a  surprising 
mastery  of  the  rudiments  of  technical  equipment  for  economic  civi¬ 
lization. 

The  Age  of  Metal  Tools. — The  ages  of  stone  tools  lasted  in  Western 
Europe  until  about  2000  b.c.  But  while  Western  Europe  was  at  this 
stage  of  history,  the  peoples  of  Asia  Minor  and  of  Egypt  were  making 
epochal  extensions  of  the  rudimentary  stone  age  knowledge.  Men  in 
the  Nile  valley  began  to  smelt  and  use  metal  about  4000  b.c.  The 
earliest  implements  of  metal  were  probably  copper  needles.  The  chief 
uses  of  copper  at  first  were  for  ornament,  but  once  its  properties  were 
discovered,  tools  and  weapons  of  the  metal  were  invented  in  wide  variety. 
Copper,  however,  suffered  from  the  defect  that  it  was  too  soft  and  mal¬ 
leable  to  be  a  satisfactory  raw  material  for  tools.  Necessity  and  accident 
combined  to  bring  about  the  discovery  that  in  mixing  copper  ore  and 
tin  in  the  ratio  of  nine  parts  to  one,  bronze,  a  harder  metal,  could  be 
made.  The  technique  of  metallurgy  thus  came  into  use,  and  the  age 
of  metal  technology  expanded  immensely  the  possibilities  of  the  indus¬ 
trial  arts. 

By  about  1300  b.c.,  the  use  of  iron  had  been  discovered  in  Asia 
Minor.  Thereafter,  the  iron  technology  gradually  supplanted  the  bronze 
throughout  the  Orient.  Meantime,  bronze  had  spread  from  its  place 
of  origin  in  the  Eastern  Mediterranean  regions  to  the  European  peoples 
of  the  Western  Mediterranean  regions.  Europe  owed  most  of  its  bronze 
technology  to  knowledge  borrowed  from  the  near  Orient.  When  the 
use  of  iron  was  adopted  in  the  Orient,  it  too  spread  westward  in  the 
thousand  years  b.c.,  and  permeated  the  greater  part  of  Western  Europe. 
The  age  of  metal  tools  thus  extends  from  about  4000  b.c.  in  the  Orient 
and  about  2000  b.c.  in  Western  Europe,  down  to  the  industrial  revo¬ 
lution  of  the  eighteenth  century.  The  metal  age  was  a  continuation  and 
an  amplification  of  the  pragmatic  knowledge  and  of  the  economic  organi¬ 
zation  which  had  been  originated  and  mastered  in  its  rudiments  in  the 
previous  ages  of  stone  tools  and  implements. 

During  the  stretch  of  time  which  covers  the  age  of  metal  tools,  a 
dozen  or  more  great  economic  civilizations  rose  to  brilliance  and  splendor 
and  sank  into  ruin  and  decay.  Beginning  with  the  rise  and  fall  of 
Egypt  and  following  on  to  the  rise  and  fall  of  the  Roman  Empire,  a 
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rhythmic  appearance  and  disappearance  of  great  peoples  is  recorded. 
Within  this  span  of  history  the  stage  of  civilization  was  held  for  a  few 
centuries  by  Babylonia  and  Assyria,  by  Phoenicia,  Palestine,  Persia, 
Crete,  Greece  and  Rome.  Although  these  peoples  disappeared  in  the 
passing  of  centuries,  nevertheless  their  culture  represented  a  most  im¬ 
portant  extension  of  the  more  rudimentary  knowledge  of  previous  ages. 
These  extensions  of  technique  of  economic  life  are  incorporated  in  the 
present  economic  order. 

On  the  technological  side,  a  great  extension  of  tool  making  and  of 
the  metal  trades  grew  out  of  the  use  of  metals  instead  of  stone.  In  the 
city  of  Rome  alone  there  were  as  many  as  eighty  different  trades.  The 
invention  of  the  potter’s  wheel — the  antecedent  of  the  modern  lathe — 
expanded  the  ceramic  arts  to  a  major  industry.  The  adaptation  of 
the  wheel  to  the  axle  revolutionized  land  transportation,  magnified  the 
possibilities  of  travel  and  commerce,  and  effected  new  tactics  of  chariot 
warfare  and  imperial  expansion.  Glass-making,  paper-making,  and 
refinements  in  spinning  and  weaving  were  achieved.  Sea-going  ships, 
with  sails,  or  with  oars  manned  by  galley  slaves,  gave  navigation  an 
unprecedented  expansion,  facilitated  long  distance  communication,  and 
gave  rise  to  naval  warfare.  House  building  on  architectural  lines  and 
by  the  technique  of  masonry  became  regularly  established.  Engineering 
and  surveying  achievements  were  exhibited  in  vast  projects  of  irriga¬ 
tion,  road-building,  and  construction  of  temples,  pyramids  and  tombs. 
Metal  weapons  led  to  an  intensive  cultivation  of  warfare  and  supported 
vast  militaristic  undertakings. 

This  growth  of  technology  was  accompanied  by  a  growth  of  economic 
organization.  As  the  division  of  labor  increased  from  the  use  of  the 
new  tools,  the  exchange  of  goods  between  specialists  increased  and  stimu¬ 
lated  a  wide  increase  in  trade.  For  this  growing  contact  of  peoples, 
communication  and  record  keeping  were  indispensable  and  the  inven¬ 
tion  of  the  alphabet  and  of  writing  was  therefore  of  deepest  importance. 
Exchange  of  goods  demanded  a  medium  of  exchange,  and  resulted  in 
the  use  of  the  metals  as  money.  Money  marked  the  introduction  of  a 
new  price  system  of  exchange,  opened  new  possibilities  of  imperial  taxa¬ 
tion,  facilitated  the  sharpest  inequalities  of  wealth  and  accentuated 
the  luxury,  avarice  and  cruelty  of  the  nobility.  The  expansion  of  com¬ 
merce  led  to  the  creation  of  trade  routes,  connecting  all  peoples  border¬ 
ing  the  Mediterranean,  and  bringing  about  the  interchange  of  tech¬ 
nological  knowledge  between  Oriental  and  European  countries.  This 
diffusion  of  knowledge  has  been  deemed  by  many  authorities  the  most 
potent  cause  of  progress  in  all  phases  of  economic  life. 

The  new  organization  of  labor  rested  upon  the  major  division  of 
society  into  two  great  classes, — nobility  and  slaves.  The  middle  classes 
of  citizens,  artisans  and  freemen  led  a  precarious  existence,  buffeted,  as 
they  were,  between  the  upper  and  the  lower  strata  of  society.  The  slave 
was  the  ancient  substitute  for  machinery.  As  hewers  of  wood,  drawers 
of  water,  oarsmen  for  the  ships,  or  miners  for  metal  digging,  slaves 
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did  the  drudgery  and  the  heavy  work.  Conservative  estimates  put  the 
slaves  of  Greece  at  about  one-third  the  total  population.  In  the  Roman 
order,  the  slaves  outnumbered  the  freemen. 

From  Egypt  to  Rome,  feudalism  in  one  form  or  another  prevailed. 
Under  feudalism,  land  was  the  chief  form  of  property,  and  the  owner¬ 
ship  of  great  landed  estates  was  the  surest  mark  of  nobility  and  wealth. 
Serfs  and  slaves  performed  the  bulk  of  the  labor  on  feudal  estates. 
From  time  to  time  small  scale,  independent  farming  struggled  bravely 
to  establish  itself,  but  always  in  the  course  of  a  little  time  the  grim 
hand  of  a  landed  aristocracy  tended  to  grasp  all  land  worth  grasping. 
On  the  estates,  groups  of  free  artisans  and  of  slave  craftsmen  under¬ 
took  the  skilled  tasks.  Workshops  and  small  factories  appeared  here 
and  there  in  the  higher  levels  of  these  civilizations,  but  the  dominant 
unit  was  the  feudal  household,  cared  for  by  slaves,  serfs,  and  freemen. 
The  crafts  in  Egypt  organized  a  form  of  gild,  and  in  Greece  and  Rome 
craft  gilds  became  of  marked  importance,  foreshadowing  the  perfection 
of  gild  methods  which  appeared  in  Europe  at  the  end  of  the  Middle 
Ages. 

Where  slavery  exists  the  dis-esteem  of  labor  extends  to  the  freemen. 
Toil  is  a  badge  of  inferiority.  Hence  in  these  economic  societies  the 
artisan  and  craft  worker  are  commonly  looked  down  upon.  So  far- 
reaching  has  this  influence  been  that  the  great  speculative  scientists  of 
Greece  and  Rome  and  the  brilliant  classical  metaphysicists  confined  their 
thoughts  to  abstract  science  and  disdained  such  applications  of  science 
to  the  work  of  the  world  as  might  have  improved  the  industrial  arts  or 
brought  about  the  invention  of  machines.  Slavery  enslaved  science. 

These  metal  civilizations  became  more  and  more  urban  as  they  devel¬ 
oped.  Cities  existed  side  by  side  with  feudal  estates.  Several  Greek 
cities  had  a  population  of  from  50,000  to  100,000,  and  Rome  at  its 
height  had  an  estimated  population  of  approximately  1,000,000.  This 
urbanization  of  life  rested  upon  a  great  expansion  of  the  economic  func¬ 
tions  of  government.  The  Pharaohs  of  Egypt  were  the  first  rulers  in 
history  capable  of  holding  together  a  population  of  millions.  Their 
discipline  over  the  100,000  laborers  and  slaves  engaged  in  the  building 
of  the  pyramids  represented  an  unparalleled  extension  of  political  ad¬ 
ministration  and  economic  power.  The  codification  and  administration 
of  laws  gave  a  great  increase  to  the  security  of  property  and  contract. 
Moreover,  army  and  navy  were  used  for  purposes  of  economic  imperial¬ 
ism.  Force  obtained  fresh  supplies  of  slaves,  controlled  trade  routes, 
seized  new  mines  or  estates,  and  exacted  taxes  and  tribute  in  the  form 
of  payments  of  food  or  other  wealth  from  subject  peoples.  Government 
thus  served  the  double  purpose  of  protecting  the  life  and  property  of 
citizens  and  of  exploiting  the  life  and  property  of  foreigners  and  slaves. 

New  economic  wants  and  new  standards  of  consumption  accompanied 
these  phases  of  growth.  These  new  satisfactions  appeared  in  the  fashions 
and  textures  of  clothing,  the  varieties  of  food,  the  structure  and  furnish¬ 
ing  of  houses,  the  modes  of  amusement,  the  appreciation  of  the  fine 
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arts,  and  the  desire  for  higher  education.  The  sharp  division  of  classes 
was  in  part  revealed  in  the  creation  of  a  leisure  class,  the  elaboration 
of  luxury  and  extravagance,  the  multiplication  of  dissipations  and  vices. 
The  series  of  civilizations  involved  represent  much  brilliance  of  con¬ 
sumption  among  the  wealthier  classes,  and  outbursts  of  intellectual  and 
artistic  achievement  which  excite  the  envy  of  moderns. 

However,  in  no  instance  was  the  endeavor  to  maintain  a  higher 
standard  of  consumption  stable  or  permanent,  and  one  reason  lay  in 
the  unfitness  of  a  tool  technology  of  production  for  the  task.  A  con¬ 
tempt  for  applied  science  and  for  manual  labor  blinded  the  great  ab¬ 
stract  scientists  to  mechanical  inventions.  The  metal  civilizations  lacked 
an  adequate  material  foundation  for  permanence.7 

The  Transition  to  the  Machine  Age. — Following  the  disintegration 
of  the  Roman  Empire  by  about  the  fifth  century  a.d.,  there  was  an 
extreme  development  in  Western  Europe  of  the  feudalistic  manor.  This 
institution  was  both  economic  and  political.  The  manor  was  the  eco¬ 
nomic  factor  and  supplied  the  material  foundation  for  the  feudalistic 
or  governmental  factor.  Under  the  manor,  land  was  the  chief  form  of 
property  and  lords  were  the  chief  owners  of  the  land.  The  tillers  of 
the  land  were  in  a  state  of  serfdom,  halfway  between  slavery  and  free¬ 
dom.  The  serfs  had  to  give  a  certain  amount  of  labor  regularly  to  the 
care  of  the  lord’s  land  and  had  to  pay  various  forms  of  tribute  in  goods 
from  their  own  petty  holdings  of  land.  The  tools  of  farming  were 
crude  wooden  plows  constructed  on  an  ancient  model,  sickles,  scythes 
and  rickety  carts.  The  yield  of  wheat  per  acre  was  less  than  one-third 
of  the  yield  today.  The  relatively  few  craftsmen  sought  security  and 
a  living  by  attaching  themselves  to  the  manorial  estates.  There  was 
very  little  travel  or  communication.  The  manor  was  not  entirely  self- 
sufficing,  but  the  small  trade  in  such  articles  as  salt  or  iron  was  of  very 
slight  volume  in  proportion  to  the  total  consumption  of  the  manor.  The 
manor  ivas  a  rural  agricultural  community  characterized  by  isolation, 
localism,  and  stagnation. 

The  manor  depended  upon  protection  which  was  derived  from  feudal¬ 
ism  as  a  system  of  local  government.  The  nobles,  together  with  the 
churches,  took  over  the  economic  functions  of  government  in  the  absence 
of  a  competent  national  sovereignty.  Feudalism  was  a  military-legal 
institution,  under  which  lords,  peasants,  and  craftsmen  bound  them¬ 
selves  together  for  mutual  aid  and  protection.  It  was  an  attempt  at 
security  of  life  and  property  necessitated  by  the  breakdown  of  the 
Roman  administrative  system.  Private  warfare  and  pillage  tended  to 
rage  throughout  Europe,  and  at  best  the  task  of  protection  was  very 
inadequately  met  even  by  feudalistic  local  cooperation. 

The  evolution  of  towns,  interspersing  the  feudalistic  monotony,  began 
in  about  the  eleventh  century.  The  town  economy  owed  its  origin  to 
the  spread  of  commerce  which  followed  upon  the  Crusades  and  the 
contact  with  the  peoples  of  the  East.  Trade  created  the  towns.  “Town 

">  See  A.  P.  Usher,  Industrial  History  of  England,  pp,  27-28. 
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economy  is  the  organization  of  many  villages  and  one  town,  so  as  to 
constitute  a  single  economic  unit.  The  town  was  the  nucleus ;  the  sur¬ 
rounding  territoi'y,  with  a  radius  of  ten  or  twenty  miles  in  which  were 
located  a  score  or  more  of  villages,  constituted  the  rest  of  the  economic 
cell.  ’ ,  8 

These  towns  had  to  win  their  economic  freedom  from  unwilling  lords 
and  churchmen.  In  the  forefront  of  this  struggle  for  freedom  was  the 
new  class  of  specialists, — merchants  engaged  in  domestic  and  foreign 
commerce.  Owing  to  their  importance,  the  merchants  practically  con¬ 
stituted  the  government  of  the  towns  and  provided  security  and  order 
for  the  towns  much  as  the  feudal  lords  did  for  the  country.  Moreover, 
the  need  for  safety  of  trade  routes  and  for  security  of  life  and  property 
in  commerce  required  that  the  merchants  organize  on  a  large  scale  for 
protective  purposes.  In  addition  to  handling  municipal  government 
for  economic  ends,  the  merchants  organized  for  group  action  in  the  form 
of  gilds.  The  essential  privilege  of  the  gild  was  the  monopoly  of  trade 
within  the  town.  This  monopoly  involved  the  minute  and  excessive 
restriction  of  freedom  of  competition,  and  the  creation  of  a  mass  of 
special  privileges,  exclusive  rights,  and  trade  discriminations.  Com¬ 
mercial  organization  further  took  the  form  of  leagues  of  towns,  of  which 
the  most  famous  was  the  Hanseatic  League,  with  its  trade  and  treaties 
influencing  half  the  cities  of  the  continent.  A  fundamental  feature  of 
all  such  leagues  was  the  effort  to  overcome  local  tolls,  tributes,  and  privi¬ 
leges  by  more  comprehensive  and  large  scale  regulations  and  privileges. 
These  great  mercantile  associations  held  as  a  prize  possession  the  most 
important  corporate  franchises  and  trade  charters  that  could  be  obtained. 

The  industrial  side  of  the  town  economy  was  expressed  in  an  inten¬ 
sive  revival  of  craft  manufacturing.  Although  in  many  fundamentals 
the  craft  technology  of  these  towns  was  the  same  as  craft  technology  in 
ancient  towns,  nevertheless  there  was  at  least  one  distinct  and  remark¬ 
able  extension  of  economic  life  in  the  status  created  for  labor  by  the 
organization  of  craft  gilds.  The  status  of  the  new  craftsman  was  one 
of  economic  freedom  under  law.  The  status  of  the  nominally  free  crafts¬ 
man  in  the  earlier  period  had  been  one  of  economic  suppression,  ground 
between  the  upper  and  lower  strata  of  nobles  and  slaves.  The  new 
medieval  craftsmen  constituted  a  genuine  middle  class,  with  the  power 
to  assert  their  liberties  and  enforce  their  rights  to  a  degree  previously 
unknown  in  the  annals  of  labor  history.  They  often  played  a  leading 
part  in  winning  and  maintaining  the  freedom  of  the  towns  and  their 
rights  of  self-government.  The  craft  gilds  were  empowered  by  munici¬ 
pal  charter  or  by  the  crown  to  compel  all  workers  within  the  trade  of  a 
town  to  become  members,  to  serve  a  rigidly  defined  apprenticeship,  to 
observe  religious  days,  and  to  make  goods  of  standard  quality  and  under 
standard  conditions.  Like  the  merchant  gilds,  the  craft  gilds  operated 
upon  principles  of  monopoly,  special  privilege,  and  exclusion  of  out- 

8  N.  S.  B.  Gras,  Introduction  to  Economic  History,  pp.  109-111. 
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siders.  Minute  details  of  wages,  hours,  prices  and  conditions  of  sale 
were  regulated.  Freedom  of  competition,  which  today  is  called  the  life 
of  trade,  was  then  looked  upon  as  the  death  of  trade.  Nothing  was 
more  abhorrent  to  the  mind  of  the  gildsman  than  the  notion  of  freedom 
of  the  worker  to  do  as  he  pleased. 

During  the  fifteenth  century,  the  gild  system  began  to  give  way  to 
new  forces  in  manufacture  and  in  commerce.  Merchant  gilds  were  over¬ 
powered  by  the  strong  hand  of  a  national  government  which  imposed  on 
a  national  scale  restrictions  and  discriminations  that  superseded  in  large 
part  the  gild  autonomy.  Craft  gilds  were  overpowered  by  the  growth 
of  the  “putting-out”  or  “domestic”  system  of  manufacture. 

Under  this  new  system  of  manufacture,  the  domestic  capitalist 
commonly  owned  the  raw  material  and  marketed  the  goods,  but  allowed 
the  worker  to  own  his  own  tools,  and  to  carry  on  spinning  and  weaving 
with  the  aid  of  his  wife  and  children  in  his  own  cottage.  The  majority 
of  workers  owned  some  land  around  their  cottages,  and  devoted  part  of 
their  time  to  agriculture.  Some  groups  of  laborers  worked  in  unsanitary 
homes  and  under  most  uncongenial  surroundings.  In  occasional  in¬ 
stances  workers  were  huddled  together  much  after  the  manner  of  the 
later  factory  system.  Although  domestic  capitalism  resulted  in  a  variety 
of  products,  the  principal  line  was  woolen  goods,  and  this  industry  made 
up  about  two-thirds  of  the  total  exports  of  England  at  the  height  of 
the  system.  The  merchant  capitalists  became  rich  and  powerful,  and 
the  concentration  of  capital  in  their  hands  prepared  them  as  a  class 
for  the  ownership  of  machinery  and  factories  which  came  later  under 
the  factory  system.  Domestic  capitalism  was  a  kind  of  training  school 
for  the  financiering  required  in  factory  capitalism.  As  for  the  laborers, 
they  were  scattered  and  unorganized.  Their  bargaining  power  as  indi¬ 
viduals  was  no  match  for  the  wealthy  capitalists  who  employed  them. 
They  suffered  constant  injustice  and  oppression.  Strong  capitalists  and 
weak  laborers ;  ownership  of  material  divorced  from  work ;  development 
of  a  capitalist  class  of  merchant  manufacturers — these  were  the  leading 
features  of  the  last  stage  of  production  before  the  advent  of  the  machine 
age  and  the  factory  system. 

Closely  interwoven  with  this  change  in  manufacturing  was  a  far- 
reaching  change  in  agriculture.  Agriculture  was  the  main  occupation 
of  the  English  laboring  classes  until  after  the  middle  of  the  eighteenth 
century.  The  serfdom  which  prevailed  under  feudalism  was  gradually 
eliminated  and  by  the  sixteenth  century  was  a  thing  of  the  past  in 
England.  Money  payments  had  displaced  payments  to  lords  in  labor 
and  goods,  and  travel  and  trade  had  brought  freedom  to  the  common 
man  to  go  and  come  and  to  plan  his  life  with  some  degree  of  inde¬ 
pendence.  Labor  became  a  free  peasantry.  At  first  these  peasants 
worked  small  holdings  which  they  rented  or  owned,  but  a  gradual 
process  of  enclosure  evicted  the  peasant  tenant  from  his  land,  and  tended 
to  concentrate  the  lands  in  the  hands  of  a  few  powerful  landlords. 
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The  enclosures  were  made  to  provide  pastures  for  sheep,  and  sheep 
were  grown  because  manufacturing  demanded  wool  for  raw  material. 
A  few  laborers  tending  sheep  cared  for  the  same  acreage  of  soil  as 
formerly  had  given  livelihood  to  many  peasants.  The  supply  of  labor 
thus  released  from  agriculture  sought  to  earn  a  living  by  flocking  into 
the  expanding  manufactures  of  the  period.  Much  suffering  was  felt 
by  the  population  in  making  this  shift,  and  much  rank  injustice  and 
exploitation  entered  into  the  process  of  transformation. 

Sheep  raising  by  no  means  entirely  displaced  crop  growing,  but 
where  it  failed  to  do  so,  a  new  technique  of  crop  growing  strengthened 
the  same  tendency  to  destroy  the  small  land  holdings  of  a  free  peasantry 
and  to  bring  the  land  into  the  hands  of  wealthy  landlords.  If  farms 
could  be  tilled  on  a  fairly  large  scale,  the  landlords  found  that  by  taking 
advantage  of  a  new  technique  of  farming  they  could  make  much  larger 
profits.  This  technique  consisted  of  drainage,  land  fertilization,  crop 
rotation,  fence  building,  planting  of  new  crops  such  as  turnips,  clover 
and  improved  grasses,  and  plant  breeding.  This  new  technique  was 
adopted  very  gradually,  but  it  is  significant,  for  instance,  that  in  the 
space  of  a  century  crop  returns  were  doubled  by  better  cultivation,  and 
the  weight  of  cattle  and  sheep  was  increased  by  half  through  improved 
breeding  and  feeding.  On  the  other  hand,  the  extermination  of  an  in¬ 
dependent  peasantry  was  most  unfortunate,  and  it  is  not  at  all  certain 
that  the  material  gains  offset  the  human  losses.  Broadly  speaking,  the 
system  of  agriculture  had  passed  from  one  of  farming  for  local  sub¬ 
sistence  into  one  of  farming  for  the  profitable  supply  of  a  market,  and 
farm  labor  had  passed  from  a  status  of  independent  peasantry  to  one 
of  hired  Tabor  and  tenantry ,9 

These  great  changes  in  manufacturing  and  agriculture  were  paral¬ 
leled  by  equally  great  changes  in  commerce  and  communication.  From 
the  Crusades  in  the  eleventh  century  to  the  Industrial  Revolution  in 
the  eighteenth  century,  there  occurred  throughout  Europe  an  expansion 
of  commerce  and  of  foreign  contacts  which  had  the  profoundest  in¬ 
fluences  in  disrupting  the  fixity  and  inertia  of  medieval  institutions  and, 
most  important  of  all,  in  preparing  the  way  for  the  basic  changes  of  the 
Industrial  Revolution  itself. 

The  exchange  of  goods  with  the  Orient  demanded  better  trade  routes 
and  gave  the  impetus  to  a  search  for  the  Indies.  Nationalistic  rivalries 
for  supremacy  led  the  Europeans  into  an  era  of  exploration  marked  by 
the  careers  of  Prince  Henry  the  Navigator,  Marco  Polo,  da  Gama, 
Columbus,  Magellan,  and  many  other  romantic  figures.  Towns  devel¬ 
oped  into  cities  from  Genoa  to  Florence  and  from  Antwerp  to  London, 
and  such  rivers  as  the  Rhine  became  busy  arteries  of  commerce.  Coloni¬ 
zation  followed  upon  discovery  and  opened  vast  new  possibilities  for 
trade  and  exploitation.  “A  narrow  local  trade  borne  on  rivers,  through 
inland  seas  and  along  the  coasts  of  the  continent  and  its  adjacent  islands, 

9  See  W.  C.  Abbott,  The  Expansion  of  Europe,  Vol.  II,  p.  346 ;  also  Gilbert 
Slater,  The  Making  of  Modern  England ,  p.  25. 
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has  been  replaced  by  an  oceanic  commerce  radiating  into  all  parts  of 
the  world.”  10 

Commerce  not  only  disintegrated  the  manor  and  the  gild,  but  it 
brought  into  existence  a  new  merchant  class  in  the  political  and  economic 
field,  a  class  of  capitalistic  traders.  To  carry  the  burden  of  risk  and 
investment,  trading  companies  organized  on  the  joint  stock  principle, 
thus  inaugurating  the  modern  era  of  corporate  securities.  The  dis¬ 
coveries  of  precious  metals  in  foreign  lands  gave  Europe  the  materials 
for  coinage  and  currency  at  a  time  when  money  was  necessary  for  the 
maintenance  of  trade.  The  financing  of  trade  called  for  borrowed  funds 
and  evolved  the  use  of  credit,  at  first  conducted  by  Jews  under  contempt 
for  charging  interest,  but  later  legalized  and  conducted  by  merchant 
banks  and  public  banks  that  spread  from  the  Italian  cities  to  London. 
Commerce  thus  created  the  institutions  of  money,  hanking  and  credit. 

Moreover,  commerce  required  an  extension  of  the  powers  of  govern¬ 
ment.  When  royal  absolutism  attempted  to  dictate  to  mercantile  in¬ 
terests,  there  was  a  struggle  for  power  in  which  the  mercantile  interests 
won  a  position  of  respect  and  prestige.  Constitutional  government  un¬ 
derwent  an  evolution  in  the  direction  of  the  rights  of  business  and 
property.  In  addition,  it  became  the  first  interest  and  duty  of  govern¬ 
ment  to  take  positive  steps  to  promote  commerce.  Navigation  acts, 
tariffs,  subsidies,  bounties,  monopolies  and  discriminations  were  used  to 
encourage  the  commerce  of  the  home  country.  One  special  outgrowth 
of  these  tendencies  was  the  economic  doctrine  of  Mercantilism,  which 
justified  a  so-called  favorable  balance  of  trade.  The  balance  of  trade 
was  declared  favorable  only  when  exports  of  goods  exceeded  imports, 
because  the  difference  would  be  settled  by  payments  of  gold  and  silver, 
and  imports  of  these  precious  metals  were  the  form  of  wealth  coveted 
above  all  others.  The  Mercantilists  believed  that  the  only  feature  of 
international  trade  which  was  of  benefit  to  a  country  was  getting  as 
much  gold  as  possible.  This  philosophy  was  in  part  related  to  the 
desire  of  governments  for  a  stock  of  ready  money  wherewith  to  further 
dynastic  ambitions  or  to  conduct  their  recurrent  wars.  Commerce  had 
given  rise  to  new  sources  of  state  revenue  and  taxation,  and  had  facili¬ 
tated  the  development  of  administrative  systems  by  strong  central  and 
nationalistic  governments.  So  dominant  were  these  centralized  powers 
that  the  period  is  often  called  the  period  of  Nationalism.  Nationalism 
and  Mercantilism  were  closely  intertwined,  and  were  outstanding  char¬ 
acteristics  of  the  growth  of  the  economic  functions  of  government. 

During  these  changes,  standards  of  consumption  attained  a  new 
level.  From  Asia  and  America  there  flowed  into  European  markets 
new  foods  and  fabrics  hitherto  unknown  even  to  the  most  extravagant 
of  the  nobility.  These  imports  were  at  first  luxuries  for  the  few,  but 
gradually  many  of  the  products  permeated  the  middle  and  even  the 
lower  classes  and  partook  more  and  more  of  the  nature  of  necessities. 
Silks,  tapestries,  cottons,  furniture,  glass,  pottery,  drugs,  sugar,  potatoes, 

10  W.  R.  Shepherd,  Political  Science  Quarterly ,  1919,  p.  218. 
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tobacco,  fruits, — such  commodities  from  overseas  gave  a  new  variety  to 
taste  and  fashion.  A  new  level  of  economic  wants  had  been  created. 

All  of  these  wants  were  significant  but  in  the  aggregate  they  were 
limited  in  amount  as  compared  with  modern  times.  The  great  limiting 
factor  was  the  lack  of  mechanical  methods  of  production.  Economic  life 
had  about  reached  its  zenith  on  a  technology  of  tools  and  handicraft. 
Ancient  civilizations  had  repeatedly  reached  a  similar  level  of  consump¬ 
tion  and  then  declined.  Eighteenth  century  civilization  was  safeguarded 
from  such  a  fate  by  an  intellectual  revolution. 

The  Industrial  Revolution  was  to  be  a  triumph  of  applied  science. 
The  brilliant  Greek  abstract  scientists  had  scorned  practical  applica¬ 
tions  in  the  form  of  new  mechanical  inventions,  and  the  Greeks,  with  all 
their  intellect,  never  escaped  the  thralldom  of  their  tool  technology. 
Foremost  among  all  the  results  of  the  expansion  of  commerce  was  the 
intellectual  progress  of  the  times.  Owing  to  this  traffic  in  “ideas  even 
more  precious  than  goods,”  the  conservative  bonds  of  the  medieval  mind 
were  burst  asunder.  Medievalism,  drawing  all  its  authority  from  the 
Church  Fathers,  the  Bible,  and  Aristotle,  emphasizing  exclusively  the 
life  to  come,  believing  unqualifiedly  in  supernaturalism,  was  impervious 
to  scientific  technique.  Renaissance  and  Reformation  had  been  phases 
of  a  broadening  outlook.  Geography  had  been  rewritten  by  the  dis¬ 
coverers  and  explorers  of  trade  routes.  Astronomy  had  been  completely 
recast  by  Copernicus,  Kepler,  and  Galileo.  Mathematics,  mechanics,  and 
physics  had  been  placed  on  a  modern  experimental  basis  by  Newton, 
Leibnitz,  Boyle,  and  Napier.  Chemical  science  had  been  founded  with 
the  achievements  of  Priestley,  Lavoisier,  and  Cavendish.  Medical  and 
biological  science  made  great  advances.  Electricity  had  already  been 
the  subject  of  experiment  by  Galvani,  Franklin,  and  Volta.  Roger 
Bacon  in  the  thirteenth  century  and  Francis  Bacon  in  the  later  sixteenth 
and  earlier  seventeenth  centuries  had  definitely  committed  themselves 
to  the  “habit  of  scientific  and  critical  thought.”11  Descartes  with  his 
determination  to  “question  everything,”  Voltaire  with  his  attack  upon 
the  authority  of  church  and  state,  John  Locke  with  his  open  repudiation 
of  the  “divine  right  of  kings,”  Rousseau  with  his  doctrine  of  freedom 
and  the  social  contract,  Montesquieu  with  his  philosophy  of  republican 
government,  the  Royal  Society  of  London  and  the  Academy  of  France 
interesting  themselves  in  all  scientific  progress,  and  not  least  of  all  the 
Physiocrats  opposing  their  doctrines  of  laissez  faire  to  those  of  mer¬ 
cantilism  and  leading  to  the  foundation  of  political  economy  as  a  science, 
as  signalized  in  1776  by  the  publication  of  Adam  Smith’s  Wealth  of 
Nations, — all  these  things  attest  the  birth  of  the  modern  scientific  mind. 
This  attainment  was  both  prerequisite  and  cause  of  the  Industrial  Revo¬ 
lution. 

From  the  thirteenth  century  onward,  a  practical  inventive  tendency 
had  appeared,  manifesting  itself  in  the  compass,  which  enabled  ships  to 
sail  out  of  sight  of  land ;  the  lens,  which  led  to  the  microscope  and  tele- 

11  See  James  Harvey  Robinson,  The  Mind  in  the  Making,  p.  152. 
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scope;  gunpowder,  which  revolutionized  the  art  of  warfare,  and  the  print¬ 
ing  press,  which  fostered  the  spread  of  scientific  and  popular  knowledge. 
People  had  already  become  accustomed  to  inventiveness  before  the  great 
inventions  of  the  machine  age  were  made.  The  significance  of  this 
intellectual  outlook  is  well  stated  by  Barnes  as  follows,  “The  general 
intellectual  conditions  prevailing  in  any  age  determine  the  possible 
degree  of  progress  in  science  and  technology.  The  status  of  science  and 
technology  is  the  basic  factor  creating  the  prevailing  type  of  economic 
institutions.”  12 

The  so-called  Industrial  Revolution  was  not  an  overnight  trans¬ 
formation.  It  had  its  beginnings  in  the  stone  ages,  and  it  reached 
fruition  at  the  end  of  a  thousand  years  of  transition  from  the  end  of 
the  Roman  Empire  to  the  inventions  of  Watt  and  Hargreaves.  The 
great  inventions  in  spinning  and  electricity  were  themselves  almost  a 
hundred  years  apart.  And  even  greater  than  the  inventions  of  that 
hundred  years  have  been  the  continuing  discoveries  of  applied  science 
in  electricity,  chemistry,  engineering,  and  automatic  machinery.  The 
Industrial  Revolution  is  still  going  on,  a  continuous  process  of  discovery 
and  invention.  The  advances  made  since  1890  are  fully  as  revolutionary, 
compared  with  the  century  of  the  steam  engine  and  the  locomotive,  as 
those  wTere  compared  with  the  centuries  of  hand  tools.  The  machine 
economy  now  commands  the  center  of  the  stage  in  the  development  of  a 
technology  of  production  for  the  satisfaction  of  the  economic  wants  of 
man. 
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THE  HISTORICAL  BACKGROUND  OF  ECONOMIC 
SOCIETY  ( Continued ) 

The  first  country  to  experience  the  Industrial  Revolution  was  Eng¬ 
land.  Hence  a  description  of  the  early  mechanical  inventions  has  mainly 
an  English  setting. 

The  Inventions  of  the  Industrial  Revolution. — The  initial  inven¬ 
tions  of  the  Industrial  Revolution  were  made  in  textile  manufacturing. 
The  spinning  jenny  of  James  Hargreaves,  invented  in  1767,  which  origi¬ 
nally  operated  eight  and,  later,  eighty  spindles  instead  of  one ;  the  water 
frame  spinning  machine  of  Richard  Arkwright,  invented  in  1768;  the 
“mule,”  which  combined  the  best  features  of  these  two  inventions,  fin¬ 
ished  by  Samuel  Crompton  in  1779, — these  were  the  first  true  machines. 
They  so  increased  the  efficiency  of  spinning  that  more  yarn  could  be 
made  than  could  be  woven  into  cloth.  To  enable  weaving  capacity  to 
keep  pace  with  this  new  spinning  capacity,  the  power  loom  was  per¬ 
fected  in  1787  by  Edward  Cartwright.  In  1792,  Eli  Whitney  invented 
in  America  the  first  cotton  gin,  increasing  from  one  pound  to  three 
hundred  the  amount  of  cotton  one  man  could  clean  in  a  day.  These 
primary  inventions  revolutionized  first  the  textile  industries  and  later 
all  industries  of  basic  importance  to  society. 

Machinery  could  not  be  hand  driven.  The  harnessing  of  natural 
energy  was  essential.  Taking  advantage  of  earlier  experiments  in 
physics  and  adding  improvements  to  many  earlier  attempts  at  inven¬ 
tion,  James  Watt  in  1769  produced  the  first  successful  steam  engine. 
The  engine  was  first  applied  to  pumping  water  from  coal  mines,  to 
hoisting  coal,  and  to  driving  machinery,  and  in  the  course  of  time  to 
propelling  the  locomotive  and  the  steamboat. 

The  maintenance  of  these  inventions  required  more  iron  for  machine 
construction.  Discovery  of  methods  of  smelting  by  the  use  of  coal  and 
coke  instead  of  charcoal,  and  of  methods  of  producing  malleable  iron  by 
the  so-called  puddling  process,  gave  a  new  impetus  to  the  mining  and 
manufacture  of  metals.  The  machine  age  is  often  termed  the  age  of 
coal  and  iron,  because  these  are  indispensable  materials  in  the  primary 
productive  enterprises.  The  importance  of  these  industries  is  so  great 
that  practically  all  manufacturing  enterprises  are  localized  in  the 
vicinity  of  supplies  of  coal  and  iron. 

The  steam  engine  and  ample  supplies  of  coal  and  iron  were  a 
preparation  for  the  revolution  in  land  and  water  transportation.  In 
1807  Robert  Fulton  drove  his  steamboat  up  the  Hudson  River,  and  in 
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1838  the  first  steamship  crossed  the  Atlantic  by  steam  alone,  in  half  the 
time  required  for  sailing1  vessels.  Engineering  achievements  in  canal  con¬ 
struction  were  widely  applied,  and  by  1830  nearly  all  important  points 
in  England  had  been  linked  together  by  canals.  In  1825  George  Stephen¬ 
son,  taking  advantage  of  many  prior  experiments  and  inventions,  suc¬ 
cessfully  demonstrated  the  railroad  locomotive.  This  opening  of  the 
revolution  in  land  transport  occurred  about  fifty  years  later  than  com¬ 
pletion  of  the  first  great  manufacturing  inventions.  The  railroad,  how¬ 
ever,  did  not  come  into  wide  use  until  about  1860  to  1870,  when  the 
invention  of  telegraphic  communication  made  possible  a  complete  tech¬ 
nique  of  transportation. 

The  Industrial  Revolution  therefore  rested  originally  upon  inven¬ 
tions  in  three  great  fields,- — manufacturing,  power,  .and  transportation. 
Machines,  engines,  and  railroads  were  the  trinity  which  ushered  in  the 
modern  machine  age. 

These  inventions  revolutionized,  in  turn,  the  whole  organization  of 
economic  life.  Machinery  remade  economic  institutions.  Machinery, 
concentrated  in  mills  and  workshops,  created  the  factory  system. 
Machinery  gave  a  strong  incentive  to  ownership  of  buildings,  raw 
materials,  and  mechanical  equipment  by  private  capitalists,  and  thus 
established  modern  capitalism.  Machinery  made  possible  large  scale 
production,  with  ownership  divorced  from  management,  and  personal 
contact  between  employer  and  employee  a  myth  of  the  past.  Machinery 
put  labor  as  individuals  at  the  mercy  of  management,  and  thus  gave 
rise  to  the  major  modern  movements  of  reform,  such  as  unionism,  the 
struggle  for  political  democracy,  and  socialism.  Machinery  caused 
population  to  be  urbanized  and  made  the  masses  of  people,  living  in 
congested  metropolitan  centers,  absolutely  dependent  upon  a  nation-wide 
and  a  world-wide  organization  of  production,  communication,  transpor¬ 
tation  and  commerce.  Machinery  required  the  financing  functions  of 
credit,  banks  and  exchanges,  and  brought  into  universal  usage  the 
modem  price  system.  Machinery  has  created  countless  problems  too 
difficult  for  private  business  to  solve  and  has  therefore  necessitated  the 
assumption  of  elaborate  economic  functions  by  modern  government. 
Each  of  these  illustrations  emphasizes  the  outstanding  fact  that  the 
underlying  force  to  which  all  economic  institutions  have  been  compelled 
to  adapt  themselves  has  been  the  mechanical  inventions  which  produced 
the  Industrial  Revolution. 

The  Economic  Development  of  the  United  States  to  the  Civil 

War. — Although  the  Industiual  Revolution  occurred  first  in  England, 
it  soon  spread  to  other  countries  and  had  taken  effect  in  all  the  leading 
countries  by  the  end  of  the  nineteenth  century.  Once  the  movement 
was  well  under  way,  all  advanced  nations  had  something  original  and 
important  to  contribute  to  the  machine  technique.  England  was  not  the 
only  country  which  made  important  inventions  and  discoveries.  Inven¬ 
tions  and  discoveries  in  applied  science  have  been  a  composite  contribu¬ 
tion  of  many  countries.  The  modern  technology  of  production  is  a 


24 


Introduction 


joint  creation  of  the  industrial  nations.  Each  nation,  it  is  true,  bor¬ 
rowed  much  from  England  in  the  early  stages  of  the  Industrial  Revo¬ 
lution,  but  once  started  each  such  borrower  has  in  turn  had  its  own 
unique  and  important  inventions  and  discoveries  to  contribute  to  the 
pooled  knowledge  of  the  world. 

The  expeinence  of  the  United  States  well  illustrates  how  a  nation 
is  both  a  borrower  from  and  a  contributor  to  this  joint  stock  of  tech¬ 
nology.  The  Americans  did  not  feel  keenly  the  need  of  developing  their 
own  manufactures  until  about  the  period  of  the  War  of  1812.  Prior 
to  this  period  the  people  had  engaged  almost  entirely  in  agriculture 
and  the  trades  closely  connected  with  it.  Such  manufacturing  as  was 
done  rested  upon  the  use  of  hand  tools,  much  as  in  England  before  that 
country  was  affected  by  the  Industrial  Revolution.  The  Americans 
were  content  to  buy  the  bulk  of  the  manufactured  goods  which  they 
required  from  abroad,  giving  in  exchange  exports  of  agricultural 
products. 

The  events  surrounding  the  War  of  1812  stimulated  a  marked  growth 
of  manufacturing  within  the  country.  The  Embargo  and  Non-Inter¬ 
course  Acts  of  1807  and  1809  and  the  War  of  1812  practically  cut  off 
all  foreign  trade  of  the  United  States.  This  stoppage  of  the  foreign 
source  of  manufactured  supplies  created  a  strong  demand  that  the  manu¬ 
factures  formerly  imported  should  be  made  at  home.  Samuel  Slater, 
who  had  previously  worked  in  Arkwright’s  factories  in  England,  recon¬ 
structed  from  memory  the  spinning  jenny.  Francis  C.  Lowell  in  1814, 
after  inspecting  machinery  in  England,  reconstructed  from  memory  the 
power  loom,  and  put  into  operation  a  factory  which  under  one  roof 
performed  the  complete  process  of  converting  cotton  into  cotton  cloth. 
These  machines  had  to  be  built  from  memory  in  each  case  because  Eng¬ 
land,  in  order  to  hold  a  monopoly  of  her  inventions,  prohibited  any  one 
from  carrying  out  of  the  country  plans  or  blue  prints.  The  Industrial 
Revolution  had  to  be  smuggled  from  England  into  the  United  States. 
By  1831  American  factories  were  producing  twenty  yards  of  cloth  per 
head  of  the  whole  population  and  by  1860  more  than  forty-six  yards 
per  head.  Woolen  and  metal  manufactures  underwent  a  corresponding 
growth.  In  1846  Howe  invented  the  sewing  machine,  thus  laying  the 
basis  of  the  ready  made  clothing  industry.  And  in  1861  Mackaye  in¬ 
vented  the  sole-sewing  machine,  thereby  introducing  the  factory  manu¬ 
facture  of  shoes  and  leather  goods. 

This  manufacturing  progress  was  accompanied  by  progress  in  the 
use  of  mechanical  power.  The  steam  engine  was  applied  to  driving 
machinery,  and  the  abundance  of  water  power,  especially  in  New  Eng¬ 
land,  furnished  cheap  energy  for  the  factories. 

Manufacturing  and  power  technique  were  supplemented  by  improve¬ 
ments  of  transportation.  In  the  first  quarter  of  the  nineteenth  century, 
there  was  a  large  increase  of  turnpikes,  toll  roads,  and  bridges,  the  most 
important  road  being  the  famous  Cumberland  route.  There  was  a  keen 
interest  in  the  building  of  canals,  the  most  important  being  the  Erie 
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canal,  completed  in  1825.  There  was  an  expansion  of  river  traffic, 
owing  to  the  use  of  steamboats  following  Fulton’s  invention.  There 
was  a  rapid  growth  of  railroads  following  the  first  line  opened  by  the 
Baltimore  and  Ohio  in  1830.  By  1860  there  were  30,000  miles  of  rail¬ 
road  in  operation,  including  eight  trunk  lines  connecting  the  tide-water 
district  with  the  interior.  Up  to  the  Civil  War,  in  spite  of  the  growth 
of  railroads,  water  transportation  nevertheless  remained  the  dominant 
mode  of  transportation.  The  cost  of  transport  by  rail  was  less  than  one- 
tenth  of  that  by  ordinary  highways,  but  transport  by  water  was  still 
cheaper.  As  late  as  1872,  85  per  cent  of  the  freight  between  New  York 
and  Philadelphia  still  went  by  water.  The  railroad  however  was  coming 
into  its  own,  and  the  census  of  1860  sums  up  the  contemporary  view 
of  the  railroad  by  referring  to  “that  vast  and  connected  system  which 
like  a  web  now  covers  every  portion  of  our  wide  domain  and  supplies 
means  of  locomotion  and  a  market,  almost  at  his  own  door,  for  nearly 
every  citizen  of  the  United  States.”  This  vast  system  welded  together 
the  manufacturing  and  commercial  East,  the  cotton  and  tobacco  grow¬ 
ing  South,  and  the  food  producing  West,  and  in  spite  of  slavery  and 
secession  was  a  powerful  force  in  keeping  the  economic  union  solid 
and  indestructible. 

Closely  interwoven  with  these  developments  of  the  Industrial  Revo¬ 
lution  were  developments  in  communication.  The  experimental  re¬ 
searches  and  studies  in  electricity,  from  the  time  of  William  Gilbert  in 
1600,  and  prosecuted  by  such  men  as  Benjamin  Franklin,  Galvani,  Volta, 
Ampere,  Ohm,  Faraday,  Cavendish  and  Henry,  were  brought  to  a  prac¬ 
tical  focus  in  the  invention  of  the  telegraph  in  1835  by  Samuel  F.  B. 
Morse.  By  1862  San  Francisco  and  Washington  were  united  by  wire, 
and  four  years  later  Cyrus  W.  Field  and  Peter  Cooper  carried  to  suc¬ 
cess  the  first  Atlantic  cable.  The  newspapers,  to  take  advantage  of  this 
new  facility  for  news  gathering,  had  repeatedly  experimented  with  im¬ 
proved  printing  machinery.  In  1845,  R.  M.  Hoe  invented  the  rotary 
press  and  started  the  newspaper  on  its  modern  career.  The  telephone 
was  invented  in  1876  and,  together  with  the  other  means  of  communi¬ 
cation,  became  an  indispensable  part  of  the  expanding  machine  tech¬ 
nology. 

An  Agricultural  Revolution  was  taking  place  simultaneously  with 
the  Industrial  Revolution  in  the  United  States.  Until  about  1830  the 
tools  and  implements  of  farming  were  practically  the  same  as  those 
which  had  been  in  use  4,000  years  earlier.  Hand  sowing  of  grain,  reap¬ 
ing  by  sickle,  scythe  or  cradle,  threshing  by  flail  or  by  the  tramping  of 
horses  or  cattle,  tillage  by  a  crude  cast  iron  plow  and  by  hoe,  were  the 
main  farm  methods  still  in  use.  By  1866  every  one  of  these  operations 
was  done  by  machinery  driven  by  horsepower.  From  1830  on,  there 
was  a  series  of  inventions  of  drills,  planters,  cultivators,  mowing  ma¬ 
chines  and  threshing  machines.  Cyrus  McCormick  patented  the  reaper 
in  1834  and  started  manufacturing  the  new  invention  in  Chicago  in 
1848.  The  chilled  steel  plow  was  perfected  by  James  Oliver  in  the 
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sixties.  Tims  by  the  time  of  the  Civil  War,  agriculture  as  well  as 
industry  had  been  transformed  by  the  inventions  of  the  machine. 

The  Economic  Development  of  the  United  States  Since  the  Civil 
War. — The  decade  of  the  Civil  War  was  a  period  of  transition  when 
these  many  inventions  were  speedily  assimilated  into  the  economic  life 
of  the  country.  “With  the  Civil  War  there  began  a  new  industrial 
era.  ’  ’ 1  Whereas  9  out  of  10  people  lived  on  the  farm  at  the  beginning 
of  the  century,  and  8  out  of  10  lived  on  the  farm  at  the  middle  of  the 
century,  under  the  new  era  less  than  3  out  of  10  live  on  the  farm.  This 
remarkable  shift  of  population  has  been  possible  in  part  from  the  wider 
adoption  of  inventions  made  prior  to  1860  and  in  part  from  continuous 
new  inventions  of  mechanics  and  science. 

(a)  Manufactures.  Since  the  Civil  War  the  United  States  has 
become  the  leading  nation  of  the  world  in  total  volume  of  manufactures. 
Three  factors  in  this  growth  may  be  noted  here :  the  increasing  use  of 
mechanical  equipment,  the  development  of  new  industries,  the  abundance 
of  natural  resources. 

The  American  manufacturer  has  equipped  his  laborers  with  more 
machinery,  more  non-human  energy,  and  more  capital  equipment  gen¬ 
erally  than  has  the  manufacturer  of  other  countries.  It  is  estimated 
that  the  supply  of  this  productive  capital  has  increased  per  wage  earner 
fully  fourfold  since  1860,  and  in  the  same  period  the  supply  of  non¬ 
human  energy  has  increased  nearly  fivefold  per  wage  earner.  More 
mechanical  equipment  and  more  horsepower  per  worker  have  greatly 
increased  the  output  per  worker.  These  causes  have  increased  the 
annual  production  of  pig  iron  per  worker  from  267  to  709  tons.  They 
have  increased  the  production  of  gasoline  per  worker  from  23,000  gallons 
to  71,000  gallons,  and  of  automobiles  from  one  and  one-half  to  four  cars 
per  worker.  From  1860  to  1910  the  mineral  production  per  mining 
employee  more  than  doubled,  and  since  1910  production  has  increased  an 
additional  25  per  cent  in  efficiency.  A  generation  ago  the  bituminous 
coal  miner  produced  two  and  one-half  tons  per  day,  whereas  today,  by 
the  use  of  superior  machinery,  he  produces  more  than  four  tons  per 
day.  This  rmdtiplied  efficiency  of  the  worker  means  that  production 
has  increased  much  faster  than  population.  In  the  22-year  period 
ending  in  1920  the  physical  quantity  of  manufacture  per  capita  of 
the  total  population  rose  39  per  cent.2  The  superior  use  of  mechanical 
equipment  in  production  has  thus  been  a  salient  feature  of  the  phe¬ 
nomenal  development  of  manufacturing  in  the  United  States. 

The  second  factor  in  manufacturing  growth,  namely,  the  develop¬ 
ment  of  new  industries,  has  a  wide  variety  of  illustrations.  The  build¬ 
ing  of  railroads  and  the  making  of  the  new  machinery  early  created 
a  demand  for  steel  to  displace  iron.  The  discovery  by  Sir  Henry  Bes¬ 
semer  in  England  in  1856  of  the  Bessemer  process  of  making  steel  by 
blowing  air  through  molten  pig  iron  made  possible  large  scale  produc- 

1  T.  N.  Carver,  Principles  of  Rural  Economics,  p.  85. 

2  American  Economic  Revie iv,  Supplement,  March,  1923,  p.  131. 
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tion  of  steel  at  a  moderate  price.  One  steel  rail  for  the  railroads  would 
outwear  twenty  old  style  iron  rails.  Later  discoveries  of  the  open 
hearth  process,  of  electric  furnaces,  of  electric  handling  equipment,  of 
coke  for  fuel,  of  chemical  analysis  of  steels,  and  of  new  alloys,  caused  a 
continuous  expansion  of  the  steel  industry.  All  other  main  lines  of 
production  are  dependent  upon  steel  as  a  basic  industry,  and  the  United 
States  has  come  to  lead  the  nations  of  the  world  in  this  basic  branch  of 
manufactures.  Chemical  science  has  occasioned  the  expansion  of  chemi¬ 
cal  manufactures  to  the  point  of  employing  about  a  half  million  wage 
earners.  Electrical  and  mechanical  science  has  made  the  manufacture 
of  electrical  apparatus  and  supplies  an  industry  of  major  importance. 
The  applied  science  and  inventions  underlying  the  petroleum,  rubber, 
and  automobile  industries  have  created  three  lines  of  manufactures  in 
which  American  production  leads  the  world.  The  growth  of  the  meat 
packing  industry  since  1870,  owing  to  refrigeration,  machine  methods 
of  manufacture,  and  utilization  of  by-products,  has  made  it  first  in  value 
of  product  among  American  industries.  Without  enumerating  other 
new  industries,  we  may  note  one  manufacturing  principle  which  runs 
through  all  of  them  and  which  characterizes  American  manufacturing  in 
impressive  fashion.  This  principle  is  the  use  of  automatic  machinery. 
The  automatic  machine,  involving  standardization,  repetitive  processes, 
and  quantity  production,  is  the  master  stroke  of  American  manufactur¬ 
ing  genius. 

A  third  leading  factor  in  American  manufactures  has  been  the  coun¬ 
try’s  abundance  of  natural  resources.  The  raw  materials  of  manufac¬ 
turing  are  derived  mainly  from  agricultural  industries  and  from  mineral 
deposits.  The  agriculture  of  the  United  States  is  noted  for  the  wide 
variety  of  its  products  and  for  a  volume  of  output  which  in  major  lines 
is  not  only  adequate  for  home  industries  but  offers  a  surplus  for  export. 
The  main  minerals  used  in  manufacturing,  namely,  coal,  iron,  and 
copper,  are  found  in  the  United  States  in  greater  abundance  than  in 
any  other  industrial  country.  Every  phase  of  manufacturing  progress 
has  been  stimulated  and  supported  by  the  richness  of  American  natural 
resources.  This  very  richness  has  been  a  strong  temptation  to  wasteful 
exploitation,  but  in  recent  decades,  the  idea  of  conservation  of  natural 
resources  has  taken  a  firm  hold  on  the  American  mind.  Proper  con¬ 
servation  of  resources  would  insure  a  permanent  wealth  of  raw  materials 
and  would  thus  be  of  paramount  importance  to  the  future  prosperity 
of  American  economic  life. 

(b)  Power.  Only  a  half  century  ago,  the  total  horsepower  used  to 
drive  manufacturing  machinery  was  two  million.  Today  it  is  more  than 
thirty  million.  Of  this  vast  amount  of  harnessed  power,  about  two- 
thirds  is  steam  power,  about  one-fifth  electric  power,  and  the  remainder 
power  derived  from  water  or  from  the  internal  combustion  engine.  The 
invention  of  the  dynamo  to  convert  mechanical  energy  into  electric,  the 
central  power  station  to  distribute  the  energy  for  power  and  light,  and 
the  electric  motor  for  the  driving  of  machinery,  represents  a  tendency 
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toward  tlie  gradual  displacement  of  the  age  of  steam  by  the  age  of 
electricity.  The  invention  of  the  internal  combustion  engine  led  to  the 
automobile,  the  aeroplane,  the  submarine,  and  the  oil-driven  ocean  liner. 
The  utilization  of  hydroelectric  power  has  already  established  itself, 
but  the  potential  resources  of  this  form  of  energy  are  as  yet  barely 
touched.  The  modern  tendency  is  toward  the  creation  of  power  zones, 
with  central  stations  near  water  power  or  near  coal  mines,  and  with 
the  energy  conducted  by  wires  over  a  radius  of  hundreds  of  miles. 
Scientists  are  of  the  opinion  that,  whereas  the  past  has  been  an  age 
of  coal  and  steam,  the  future  will  be  more  and  more  an  age  of  elec¬ 
tricity  and  petroleum. 

(c)  Transportation.  Transportation  has  been  of  more  importance 
to  the  United  States  than  to  most  other  countries  because  of  the  vast 
distances  which  must  be  united  within  the  nation’s  borders.  As  early 
as  1869,  a  transcontinental  line  was  completed  by  the  joining  of  the 
Union  Pacific  and  Central  Pacific  roads.  Railroad  expansion  in  the 
United  States  was  aided  by  enormous  grants  of  State  and  Federal  public 
lands.  The  railroads  have  received  approximately  155,000,000  acres 
of  such  land,  an  area  four  times  the  size  of  the  New  England  states. 
Under  this  stimulus,  the  railroad  mileage  of  the  United  States  increased 
from  30,000  miles  in  1860  to  253,000  miles  in  1920.  All  other  countries 
of  the  world  combined  had  only  440,000  miles  in  the  latter  year.  “Pro¬ 
portionately  to  population,”  says  Ripley,  “the  United  States  is  about 
six  times  as  well  equipped  with  railroads  as  Europe.”  3 

Railroad  transportation  has  been  supplemented  by  a  growing  net¬ 
work  of  electric  and  water  lines,  and  motor  highways.  The  congestion 
of  population  in  cities  has  necessitated  the  cheap  transportation  pro¬ 
vided  by  electric  railways  and  interurban  lines.  Water  routes  have 
been  expanded  by  canal  construction,  of  which  the  most  noted  is  the 
Panama  Canal,  by  improved  rivers  and  harbors,  by  traffic  on  the  Great 
Lakes,  and  by  coastwise  navigation.  Motor  trucks  and  busses,  and  all 
forms  of  the  automobile  have  multiplied  transportation  facilities  im¬ 
mensely.  The  necessities  of  the  World  War  caused  the  construction 
of  a  merchant  marine  second  in  tonnage  only  to  that  of  England.  Post¬ 
war  experience  indicates  that  this  full  tonnage  cannot  be  operated  profit¬ 
ably  on  a  permanent  basis  by  the  United  States.  Nevertheless  since 
the  war  the  United  States  has  carried  about  40  per  cent  of  her  foreign 
commerce  in  American  ships  as  compared  with  barely  10  per  cent  before 
the  war. 

(d)  Communication.  After  1866  transoceanic  cables  were  laid  to 
insure  quick  intercontinental  communication.  Marconi’s  perfection  of 
wireless  telegraphy  in  1896,  and  the  triumph  of  laboratory  research 
in  the  radio  telephone  have  immensely  expanded  the  possibilities  of 
quick  exchange  of  intelligence.  Alexander  Graham  Bell  invented  the 
telephone  in  1876,  and  by  1923  the  United  States  had  15,000,000  tele¬ 
phones  in  use.  The  aeroplane  has  come  into  use  as  a  means  for  quick 

a  Railroads ,  Rates  and  Regulation,  p.  35. 
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transportation  of  the  mails.  One  indication  of  the  importance  of  these 
means  of  communication  is  the  fact  that  all  of  them  are  classed  as 
public  utilities.  They  are  not  merely  a  source  of  convenience  or  com¬ 
fort,  but  are  essential  to  the  very  existence  of  large  scale  business  and 
the  complex  economic  system  of  today.  A  strike  of  telephone  or  tele¬ 
graph  operators  would  be  as  disastrous  for  the  country  as  a  strike  of 
the  railroad  workers  themselves. 

(e)  Agriculture.  To  feed  the  population  in  1860,  it  was  necessary 
that  80  per  cent  of  the  people  live  and  work  on  the  farms  of  the  United 
States.  To  feed  the  population  in  1925,  it  is  necessary  that  only  30 
per  cent  of  the  people  live  and  work  on  the  farms.  The  great  increase 
in  the  efficiency  of  farm  labor  was  accomplished  by  the  increased  use 
of  farm  machinery  and  by  the  application  of  scientific  methods  to  farm¬ 
ing.  The  value  of  farm  machinery  per  acre  increased  about  sevenfold 
between  1850  and  1890.  Modern  machinery  includes  such  devices  as 
tractors,  automobiles,  trucks,  engines,  telephones,  and  improved  tools  of 
all  kinds.  Other  improvements  in  scientific  methods  were  due  largely  to 
research  in  biology  and  chemistry.  Biological  research  made  effective 
the  application  of  the  laws  of  heredity  to  plant  and  animal  breeding 
and  created  greatly  improved  stocks  of  plants  and  animals.  Chemical 
research,  drawing  upon  Liebig’s  researches  in  Germany  in  the  chemistry 
of  animal  and  vegetable  life  and  upon  the  studies  of  many  other  scientists 
in  Europe  and  America,  pointed  the  way  to  the  improvement  of  soils  by 
the  use  of  artificial  fertilizers,  by  drainage,  and  by  irrigation.  Much 
of  this  research  was  the  result  of  special  university  laboratories  and  of 
government  experiment  stations.  The  tendency  has  been  in  recent  years 
toward  more  intensive  farming,  toward  better  care  of  each  acre  of  land, 
toward  increasing  the  product  per  acre  of  land  rather  than  toward 
making  each  laborer  scatter  his  effort  over  more  and  more  acres. 

While  farm  efficiency  has  been  increasing  in  this  manner,  the  develop¬ 
ment  of  the  western  frontier  has  also  been  accomplished.  The  settle¬ 
ment  of  the  Far  West  was  a  most  important  feature  of  our  industrial 
growth.  The  Homestead  Act  of  1862  opened  the  public  lands  to  free 
settlement.  Between  1860  and  1890,  there  were  2,511,000  new  farms 
taken  up,  an  acreage  equal  to  one-fourth  of  the  total  land  area  of  the 
country.  The  frontier,  with  its  free  land  and  free  opportunity,  made 
for  economic  equality,  self-reliance,  and  democracy.  In  analyzing  this 
period,  Becker  declares,  “The  United  States  has  always  had,  until  very 
recently,  more  land  than  it  could  use  and  fewer  people  than  it  needed, 
and  this  is  not  only  the  fundamental  economic  difference  between  the 
United  States  and  European  countries,  but  it  is  a  condition  which  has 
had  more  influence  than  any  other  in  determining  the  course  of  Ameri¬ 
can  history.”4  With  the  passing  of  the  frontier  in  the  last  decade  of 
the  nineteenth  century,  a  new  relationship  between  industry  and  agricul¬ 
ture  became  evident.  The  growing  population,  finding  no  outlet  on  the 
frontier,  was  congested  in  the  cities.  Labor  troubles  became  more  in- 

4  Carl  Becker,  The  United  States  an  Experiment  in  Democracy,  pp.  15G,  312. 
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tense,  and  the  sharp  inequalities  of  income  and  opportunity  developed 
the  class  alignments  of  labor  and  capital.  The  United  States  is  not  yet 
as  completely  industrialized  as  many  countries  of  Europe,  but,  with  the 
passing  of  the  American  frontier,  the  significant  fact  is  the  speed  with 
which  it  is  becoming  so.5 

(f)  Labor.  The  passing  of  slavery  meant  the  coming  of  a  new  labor 
problem.  The  negro  today  makes  up  10  per  cent  of  the  total  popu¬ 
lation,  but  in  some  southern  states  he  makes  up  a  majority  of  the 
population.  Southern  agriculture  is  organized  around  the  labor  per¬ 
formed  by  the  negro  population.  Within  the  last  two  decades  there  has 
been  a  marked  drift  of  negro  labor  from  farms  to  factories  and  mines, 
where  unskilled  work  is  required.  This  drift  has  especially  been  marked 
by  an  exodus  of  negro  labor  into  northern  cities,  to  meet  an  unskilled 
labor  shortage  created  by  restriction  of  immigration.  Formerly  a 
southern  problem,  the  negro  is  becoming  more  and  more  a  northern 
problem,  and  the  appearance  of  race  riots  and  racial  antagonisms  in 
northern  industrial  communities  is  a  sign  of  this  shifting  locus  of  the 
negro  economic  issue. 

Labor  history  has  been  influenced  at  every  turn  of  events  by  immi¬ 
gration.  Since  1820,  approximately  36,000,000  immigrants  have  come 
to  the  United  States.  The  foreign-born  white  population  is  now  about 
14  per  cent  of  the  total  population.  Immigrant  labor  aided  the  opening 
up  of  the  resources  of  the  country  by  supplying  us  with  an  unskilled 
labor  element.  But  accompanying  this  benefit  wras  one  handicap  which 
immigration  imposed  upon  American  labor.  The  huge  inflow  of  labor 
supply  tended  to  depress  wages  and  to  make  difficult  the  struggle  of 
labor  organization  to  raise  its  standards  of  living.  Alien  labor  was 
cheap  labor,  and  menaced  the  existence  of  American  standards.  Grad¬ 
ually  the  public  mind  came  to  believe  in  defense  from  the  immigrant 
horde  by  passing  laws  to  select  the  best  and  to  reject  the  worst.  Within 
the  last  decade,  this  idea  has  been  carried  much  farther  than  ever 
before,  and  the  selection  has  become  so  exacting  that  it  has  resulted  in 
rigid  restriction.  The  Restriction  Law  of  1924  limits  immigration  from 
any  one  country  to  2  per  cent  of  the  foreign  born  of  that  nationality 
living  in  this  country  according  to  the  census  of  1890.  This  provision 
not  only  limits  the  total  amount  of  immigration,  but  also  serves  to  insure 
that  the  bulk  of  the  immigrants  admitted  come  from  the  countries  of 
northern  and  western  Europe.  The  chief  economic  effect  of  such  re¬ 
striction  is  to  maintain  a  scarcity  of  common  labor  and  therefore  to 
keep  wage  scales  higher  than  they  otherwise  wmuld  be. 

The  movement  of  organized  labor  has  come  into  greatest  prominence 
since  the  passing  of  the  frontier.  The  American  Federation  of  Labor 
represents  labor’s  greatest  power  matched  against  the  power  of  organ¬ 
ized  capital.  The  recurrence  of  strikes  is  a  menace  to  the  safety  and 
welfare  of  the  public,  and  the  problem  of  maintaining  industrial  peace 

6  See  Frederick  J.  Turner,  The  Significance  of  the  Frontier  in  American  History. 
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has  become  just  as  important  as  the  problem  of  maintaining  inter¬ 
national  peace. 

(g)  Population.  There  has  been  a  remarkable  growth  of  total  popu¬ 
lation  in  the  United  States.  From  5,308,483  in  1800  the  population  in¬ 
creased  to  31,443,321  in  1860  and  105,710,620  in  1920.  The  density  of 
population  per  squai'e  mile  increased  from  6.12  in  1800  to  10.57  in 
i860  and  35.78  in  1920.  The  present  increase  of  population  is  at  the 
rate  of  more  than  1,500,000  each  year. 

The  distribution  of  this  population  is  as  important  as  its  total 
numbers.  Practically  the  entire  increase  of  population  since  1900  has 
gone  into  the  cities,  with  the  result  that  less  than  30  per  cent  of  the 
people  live  on  farms.  The  density  of  this  population  varies  from  .7 
per  square  mile  in  Nevada  to  566.4  per  square  mile  in  Rhode  Island. 
Around  such  cities  as  Boston,  Chicago  and  New  York  there  are  extensive 
Suburban  districts  and  outlying  towns  and  farm  areas.  These  metro¬ 
politan  groupings  are  vast  industrial  units.  Marketing,  transportation, 
banking,  manufacturing,  all  head  up  in  the  great  cities.  The  outlying 
regions  feed  certain  products  into  the  cities  and  receive  in  return  cer¬ 
tain  manufactured  articles.  The  metropolis  is  the  nucleus  of  this  dis¬ 
tribution  of  population,  and  interdependence  of  parts  is  the  key  to  the 
entire  system. 

(h)  Finance.  Whereas  in  the  early  part  of  the  nineteenth  century 
banking  was  done  with  the  actual  capital  owned  by  the  bank  and  by 
issues  of  bank  notes,  at  present  banking  is  done  chiefly  with  deposits 
subject  to  check.  It  is  estimated  that  more  than  90  per  cent  of  all  busi¬ 
ness  transactions  are  carried  on  by  the  use  of  credit.  Banking  was 
founded  on  a  conservative  national  basis  in  1863  by  the  passage  of  the 
National  Banking  Act.  A  most  important  extension  of  banking  policy 
came  in  1913  with  the  passage  of  the  Federal  Reserve  Act.  The  free 
coinage  of  a  single  metal,  gold,  was  authorized  by  Congress  in  1873  and 
in  1900  the  United  States  definitely  adopted  the  gold  standard.  The 
World  War  forced  all  leading  nations  of  the  world  except  the  United 
States  to  suspend  the  redemption  of  currency  in  gold.  The  United 
States  was  able  to  hold  to  the  unrestricted  gold  standard.  The  immense 
war  loans  and  the  new  currents  of  trade  served  to  transform  the  United 
States  from  a  debtor  nation  to  a  creditor  nation  of  the  first  rank  and 
to  bring  American  bankers  into  a  field  of  leadership  in  international 
finance. 

(i)  Government  Regulation.  With  the  growth  of  large  scale  busi¬ 
ness  and  the  increase  of  corporate  organization,  the  Government  has 
found  it  increasingly  necessary  to  pass  legislation  protecting  labor  and 
the  public  and  to  create  administrative  bureaus  and  commissions  for 
the  regulation  of  business.  Business  has  in  turn  sought  protection  of 
its  rights,  and  the  courts  have,  through  a  series  of  important  decisions, 
surrounded  the  rights  of  property  and  of  freedom  of  contract  with  a  wall 
of  defense.  The  Federal  Constitution  has  proved  elastic  enough  to 
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accommodate  itself  to  the  main  requirements  of  modern  business  life 
and  has  been  conducive  to  conservative  changes  in  fundamental  relations 
between  government  and  business. 

(j)  Foreign  Commerce.  For  more  than  a  century  the  fate  of  the 
foreign  trade  of  the  United  States  has  been  wrapped  up  with  the  issue 
of  a  protective  tariff.  In  the  public  mind  the  tariff  has  overshadowed 
every  other  feature  of  American  trade,  but  from  a  more  technical  eco¬ 
nomic  viewpoint  it  would  appear  that  the  main  lines  of  commercial 
evolution  have  gone  forward  regardless  of  the  tariff  interferences. 
About  one-tenth  of  the  nation’s  total  product  at  present  is  exported. 
In  some  industries  the  ratio  is  much  higher.  For  instance,  more  than 
one-quarter  of  the  wheat  crop  and  more  than  one-half  of  the  cotton 
crop  have  normally  been  exported)  On  the  import  side,  there  are  special 
industries  which  are  almost  entirely  dependent  upon  foreign  sources 
of  supplies.  For  instance,  the  automotive  industries  import  the  bulk  of 
their  rubber  supply,  and  the  textile  industries  import  half  of  their  wool 
supply  and  nearly  all  of  their  silk  supply.  These  key  industries,  which 
are  either  dependent  upon  foreign  markets  as  an  outlet  for  their  product 
or  dependent  upon  foreign  resources  for  their  supply  of  raw  materials, 
make  the  importance  of  foreign  trade  to  the  prosperity  of  the  country 
much  greater  than  is  implied  in  the  statement  that  one  one-tenth  of  our 
national  trade  is  foreign  commerce.  The  United  States  has  been  drawn 
by  her  own  commercial  interests  into  the  circle  of  international  economic 
interests  and  has  become  a  definite  part  of  the  world-wide  economic 
unit. 

The  composition  of  American  commerce  is  an  index  of  important 
economic  changes.  In  the  fore  part  of  the  last  century,  exports  were 
composed  almost  exclusively  of  agricultural  products,  and  imports  were 
composed  mainly  of  manufactures.  But  due  to  the  growth  of  domestic 
manufactures,  exports  are  now  composed  mostly  of  manufactures  and 
imports  are  composed  mostly  of  raw  materials  to  be  used  in  our  fac¬ 
tories.  This  reversal  in  the  composition  of  exports  and  imports  is  a 
reflection  of  our  transition  from  a  chiefly  agricultural-extractive  type  of 
industry  to  a  manufacturing-commercial  type.  Foreign  trade  is  an 
index  of  the  fact  that  the  United  States  has  entered  the  stage  of  ad¬ 
vanced  industrialism. 

The  Spread  of  the  Industrial  Revolution  Throughout  the  World. — 

While  the  Industrial  Revolution  was  progressing  in  the  United  States, 
it  was  also  transforming  the  economic  life  of  other  leading  States.  In 
most  countries,  the  beginnings  of  the  Industrial  Revolution  were  bor¬ 
rowed  from  England,  but  the  later  advances  were  a  joint  product  of 
international  science  and  invention. 

(a)  France.  France  was  the  first  country  on  the  continent  of  Europe 
to  enter  upon  the  new  industrial  era.  Following  the  period  of  the  Revo¬ 
lution  and  the  Napoleonic  Wars,  machinery  for  the  manufacture  of  silk, 
cotton,  and  wool  was  introduced,  and  gradually  the  application  of  the 
steam  engine  resulted  in  the  growth  of  railroads  and  the  development 
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of  a  substantial  iron  industry.  One  handicap  in  French  industry  has 
always  been  the  scarcity  of  natural  resources  in  coal  and  iron.  This 
scarcity  was  aggravated  by  cession  of  the  rich  resources  of  Alsace-Lor¬ 
raine  to  Germany  in  1870.  France  ranked  only  fourth  in  coal  and  iron 
production  among  the  nations  in  1914.  However,  the  territorial  settle¬ 
ments  of  the  World  War  so  altered  this  restriction  that  France  has  come 
into  possession  of  more  than  a  third  of  the  total  iron  supply  of  Europe, 
or  more  than  the  resources  of  England  and  Germany  combined.  For 
coal  and  coke,  on  the  other  hand,  France  is  still  dependent  upon  the 
coal  beds  of  German  Westphalia.  These  resources  of  the  two  countries 
are  industrially  a  unit  but  politically  separated.  The  result  is  some¬ 
what  the  same  as  if  the  coal  of  Pennsylvania  were  controlled  by  a  for¬ 
eign  power.  The  coal  and  iron  problem  of  France  and  Germany  is  of 
the  utmost  significance  in  understanding  modern  economic  forces  in 
world  affairs. 

French  manufactures  have  never  pushed  agriculture  as  far  into  the 
background  as  has  been  the  case  in  many  other  countries.  Fully  one- 
half  of  the  population  of  France  depends  upon  the  soil  for  a  livelihood. 
The  tenacity  of  agriculture  is  in  part  due  to  the  fact  that  France  is 
the  land  of  the  small  peasant  proprietor,  as  contrasted  with  England 
which  is  the  extreme  example  of  huge  landed  estates  farmed  by  tenants 
and  hired  labor.  Moreover,  French  manufactures  have  never  become  so 
exclusively  large-scale  undertakings  as  have  manufactures  in  many 
other  countries.  A  great  amount  of  manufactures  is  still  carried  on  in 
the  home  or  in  the  very  small  workshop.  These  small  individual  pro¬ 
ducers  emphasize  in  their  product  artistry,  craftsmanship  and  personal 
skill,  as  contrasted  with  the  mass  standardized  production  of  other 
countries. 

As  a  consequence,  the  exports  of  France  have  become  famous  the 
world  over  for  high  artistic  finish,  and  for  the  qualities  of  luxuriousness, 
refinement  and  fashion.  Silks,  laces,  and  other  articles  of  exclusive  taste 
are  leading  products.  Her  imports  consist  of  raw  materials  or  of  such 
manufactures  as  require  the  mass  standardized  production  of  foreign 
factories.  Her  desire  for  markets  and  for  sources  of  raw  materials  led 
to  colonial  expansion  and  an  aggressive  foreign  trade  policy.  This 
policy  was  supported  by  French  bankers,  who  became  the  foremost 
foreign  lenders  of  money  and  capital  on  the  continent,  and  who  derived 
their  capital  from  the  intensive  thrift  of  the  mass  of  peasants  and  small 
shopkeepers.  Under  the  Treaty  of  Versailles,  French  power  on  the 
continent  has  been  strengthened,  and  her  economic  supremacy,  at  least 
for  the  time  being,  has  been  clearly  established. 

(b)  Germany.  The  beginnings  of  the  Industrial  Revolution  did  not 
occur  in  Germany  until  German  unification  had  been  completed  by  the 
series  of  wars  ending  in  1870.  The  change  came  a  century  later  in 
Germany  than  in  England  and  a  half  century  later  than  in  France  and 
the  United  States.  Although  Germany  made  a  late  start  in  the  machine 
technology,  nevertheless  so  rapid  was  her  progress  that  by  the  end  of 
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the  nineteenth  century  she  had  fully  assimilated  the  inventions  of  Eng¬ 
land,  France  and  the  United  States  and  had  advanced  her  industrial 
power  with  a  rapidity  unparalleled  by  any  other  country  in  Europe. 
Germany  was  favored  by  the  fact  that  she  had  excellent  resources  of 
coal  and  fair  resources  of  iron.  In  1914  Germany  had  passed  England 
in  production  of  iron  and  steel  manufactures  and  was  second  only  to  the 
United  States.  This  development  grew  out  of  the  discovery  of  the 
Bessemer  process  of  steel  making.  Under  this  process  the  German  ores, 
which  were  heavy  with  phosphorous  impurities,  were  refined  by  lining 
the  furnaces  with  manganese.  The  World  War  stripped  the  rich  iron 
ores  of  Lorraine  from  Germany’s  grasp,  and  created  a  situation  whereby 
Germany  is  just  as  dependent  upon  France  for  iron  as  France  is  upon 
Germany  for  coal  and  coke. 

Germany  carried  forward  the  machine  technology  by  her  unusually 
thorough  application  of  laboratory  science  and  technical  education  to  the 
needs  of  industry.  Owing  largely  to  this  unrivalled  use  of  science, 
Germany  excelled  in  the  chemical  and  electrical  industries.  In  1914 
Germany  supplied  four-fifths  of  the  world’s  chemical  dyes  and  German 
engineers  had  built  most  of  the  electric  railways  of  Europe. 

One  outstanding  feature  of  German  industry  was  the  close  alliance 
which  existed  between  the  Government  and  industry.  The  different 
trades  and  industries  were  highly  organized  in  cartels  and  syndicates, 
and  big  business,  instead  of  being  prosecuted  by  anti-trust  laws,  was 
encouraged  and  supported  by  the  Government.  German  statesmanship, 
in  the  endeavor  to  build  a  great  economic  future,  acquired  a  vast  colonial 
empire  in  Africa  and  Asia,  and  by  the  Berlin  to  Bagdad  railway  and 
other  related  undertakings  put  into  effect  the  famous  “Drang  nach 
Osten,”  aimed  to  give  Germany  control  of  southern  Europe  through  to 
Turkey.  The  Government  encouraged  international  trade,  and  an  in¬ 
tense  commercial  rivalry  with  other  countries  developed.  Large  con¬ 
solidations  of  banks  and  of  shipping  companies  aided  in  the  commercial 
policy  of  peaceful  penetration  of  all  countries.  To  protect  trade  routes 
Germany  had  developed  the  second  largest  navy  and  merchant  marine 
in  Europe. 

On  the  continent  of  Europe,  Germany  was  the  economic  center  of  a 
vast  organization  of  interdependent  nations,  and  she  was  the  best  or 
second  best  customer  of  nearly  all  European  countries.  This  economic 
organization  was  shattered  by  the  terms  of  settlement  of  the  World  AVar. 
German  trade  was  cut  down,  her  colonial  empire  was  taken  from  her, 
her  Berlin  to  Bagdad  railway  was  wrested  from  her  control,  her  navy 
and  merchant  marine  were  destroyed,  her  organization  of  foreign 
markets  was  demoralized,  her  best  iron  supplies  were  transferred  to 
France,  her  currency  system  underwent  the  chaos  of  fiat  money  and 
excessive  inflation,  and  her  whole  surplus  power  of  production  was 
absorbed  by  the  Allies  in  the  payment  of  reparations  and  indemnities. 
The  reconstruction  and  reorganization  of  Germany  will  be  a  determining 
factor  in  the  future  economic  life  of  all  other  countries  in  Europe. 
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(c)  England.  The  developments  of  the  Industrial  Revolution  in 
England  during  the  last  fifty  years  have  certain  peculiar  characteristics 
which  are  of  importance.  By  location,  England  was  more  dependent 
than  any  other  western  nation  upon  sea  power.  Consequently  her  mer¬ 
chant  marine  and  her  navy  ranked  first  among  the  nations  of  the 
world.  In  manufactures,  England  has  reached  the  extreme  point  where 
less  than  10  per  cent  of  her  population  is  directly  engaged  in  agricul¬ 
ture,  while  in  the  other  leading  nations,  at  least  from  one-fourth  to 
one-half  of  the  population  is  so  engaged.  In  foreign  trade,  England  had 
achieved  supremacy,  and  her  exports  per  capita  before  the  World  War 
were  more  than  double  those  of  the  United  States.  In  colonial  empire, 
England  had  expanded  until  she  brought  about  one-quarter  of  the 
productive  area  of  the  world  under  her  flag.  In  coal  and  iron,  England 
had  sufficient  resources  so  that  in  1913  she  ranked  third  among  the 
nations  in  these  basic  industries.  In  finance,  England  had  developed 
a  world-wide  network  of  international  banking  and  had  succeeded  in 
making  London  the  principal  center  of  payments  and  clearings  for  the 
trade  of  the  world.  Bills  of  exchange  drawn  on  London  banks  are 
everywhere  honored.  In  commercial  policy,  England  has  adhered  to  the 
basic  policy  of  free  trade  outside  the  empire  and  tariff  preferences  within 
the  empire.  In  1913,  England  had  invested  abroad  about  $20,000,000,000 
and  was  the  main  creditor  nation  of  the  world.  English  bankers  have 
financed  the  Industrial  Revolution  in  its  early  stages  in  nearly  all  of 
the  other  countries. 

(d)  Russia.  Russia  experienced  little  industrial  progress  until  the 
last  decade  of  the  nineteenth  century.  After  1890,  the  Russian  Gov¬ 
ernment  adopted  a  policy  of  encouraging  the  building  of  railroads,  the 
introduction  of  textile  and  other  manufactures,  and  the  exploitation  of 
natural  resources.  Lacking  capital  for  this  expansion,  Russia  borrowed 
heavily  from  the  more  advanced  nations,  particularly  from  France  and 
Germany.  Russia  has  immense  potential  resources,  but  has  remained 
predominantly  an  agricultural  country.  More  than  four-fifths  of  the 
population  is  agricultural,  and  the  chief  exports  of  the  country  are  food¬ 
stuffs  and  raw  materials.  Her  farming  has  been  modernized  somewhat 
by  the  import  of  farm  machinery,  but  for  the  most  part  her  methods  are 
still  very  primitive. 

Industrialism  and  a  reactionary  government  were  two  leading  causes 
of  a  remarkable  growth  of  socialistic  revolutionary  thought,  a  movement 
which  during  the  World  War  crystallized  in  the  Bolshevik  Revolution. 
The  ensuing  Soviet  Government  attempted  to  install  Communism  in 
both  city  and  country,  but  owing  to  the  land  hunger  of  the  individual¬ 
istic  peasants  Communistic  policies  affecting  farm  regions  had  to  be 
abandoned.  The  disturbance  of  Russian  economic  life  destroyed  the 
normal  surplus  of  foodstuffs  for  export  and  in  many  ways  isolated  Rus¬ 
sian  industry  from  the  outside  world.  Russia  remains  a  great  granary 
of  Europe,  rich  in  resources  and  potentialities.  Under  the  control  of 
the  Soviet  Government,  the  country  is  undergoing  a  stupendous  eco- 
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nomic  experiment  of  uncertain  outcome.  Under  what  is  called  the 
“new  economic  policy,”  the  Soviet  authorities  have  made  many  conces¬ 
sions  to  private  capital  in  both  commerce  and  manufacture.  Com¬ 
munistic  and  capitalistic  enterprise  have  expanded  side  by  side. 

(e)  Japan.  The  other  European  nations  offer  variations  in  modern 
industrialism,  but  fundamentally  their  economic  life  fits  into  the  condi¬ 
tions  and  forces  established  by  the  industrial  system  of  the  Great 
Powers.  The  same  system  has  likewise  established  a  firm  foothold  in 
the  Orient.  Following  Commodore  Perry’s  visit  to  Japan  in  1853  and 
the  bombardment  of  Japanese  ports  in  1863  by  European  and  American 
fleets,  Japan  discovered  that  the  only  means  by  which  she  could  protect 
herself  from  European  industrialism  wTas  to  adopt  that  same  industrial¬ 
ism  and  to  rival  Europeans  in  their  own  technical  arts.  The  Industrial 
Revolution  was  thus  a  deliberate  strategy  of  defense.  The  Imperial 
Government  abolished  feudalism  in  1871,  and  encouraged  in  every  way 
the  rapid  adoption  of  the  new  industrial  system.  Within  the  space  of 
a  generation,  economic  life  had  been  transformed  by  machinery,  fac¬ 
tories,  railroads,  steamships,  foreign  commerce,  electricity  and  science. 
The  deliberate  and  systematic  plan  which  the  Japanese  followed  out  is 
unique  for  its  thoroughness  and  swiftness  in  industrializing  a  nation. 

Japan  today  is  the  dominant  power  in  the  Orient.  However,  in  basic 
resources  Japan  is  not  well  endowed  and  she  faces  a  dependence  upon 
foreign  resources,  particularly  those  of  China.  China  has,  therefore, 
been  the  victim  of  a  strong  policy  aimed  at  control  of  her  rich  mines 
of  coal  and  iron.  Japan  needs  China  both  as  a  source  of  raw  materials 
and  as  a  market  outlet  for  her  manufactures.  Other  nations  have  in 
the  past  attempted  to  seize  portions  of  China’s  great  wealth,  but  such 
rapacity  has  been  held  in  cheek  by  the  insistence  of  the  United  States 
upon  the  policy  of  the  Open  Door  in  China.  China  has  attempted  to 
absorb  machinery,  factories  and  capitalism,  and  the  beginnings  of  the 
Industrial  Revolution  are  already  accomplished.  Her  greatest  domestic 
weakness  is  the  lack  of  an  effective  central  Government.  China  comes 
under  the  tutelage  of  Japan  much  as  parts  of  Latin  America  come  under 
the  tutelage  of  the  United  States  in  its  application  of  the  Monroe  Doc¬ 
trine.  The  introduction  of  Occidental  capitalism  in  the  Orient  has 
tended  to  shift  the  center  of  economic  power  from  the  Atlantic  to  the 
Pacific  and  has  made  the  trade  routes  of  the  Pacific  among  the  most 
important  anywhere  in  the  trade  world. 

(f)  Backward  Countries.  The  last  decade  has  witnessed  a  pene¬ 
tration  of  the  Industrial  Revolution  among  the  so-called  backward 
peoples  of  the  world.  Textile  machinery,  railroads,  electrical  engineer¬ 
ing,  and  factory  capitalism  have  gained  a  clear  foothold  in  India,  in 
parts  of  Africa  and  in  all  of  Latin  America,  These  countries  were 
formerly  dependent  almost  entirely  upon  industrial  nations  for  supplies 
of  manufactures,  but  more  and  more  they  are  carrying  on  their  own 
manufacturing  in  domestic  factories.  Industrialism  is  in  process  of 
transforming  the  economic  life  of  all  peoples,  no  matter  how  remote  or 
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how  backward  they  may  have  been  in  the  past.  The  Industrial  Revo¬ 
lution  has  become  a  World  Revolution.  The  progress  of  individual 
nations  is  but  a  tributary  to  the  main  current  of  world  economic  develop¬ 
ment.  The  position  of  each  separate  nation  is  not  one  of  independence 
and  isolation,  but  one  of  interdependence  and  solidarity  with  all  the 
nations  of  the  world. 

World-wide  Industrialism. — Since  1870  more  than  one-half  of  the 
habitable  area  of  the  globe  has  been  appropriated  for  economic  purposes 
by  European  nations  and  the  United  States.  This  enormous  expansion 
has  been  the  natural  outgrowth  of  the  application  of  machine  tech¬ 
nology  throughout  the  world.  This  technology  involved  both  a  struggle 
for  raw  materials  and  a  struggle  for  markets.  In  this  struggle,  the 
Great  Powers  vied  with  each  other  in  carving  out  for  themselves  spheres 
of  influence,  protectorates,  and  colonial  empires.  Diplomacy  allied  itself 
with  business,  and  big  armies  and  navies  were  found  necessary  to  protect 
large  scale  investments  of  capital  overseas.  Nationalism  and  Imperial¬ 
ism  were  leading  characteristics  of  this  great  economic  expansion,  and 
both  went  forward  under  the  moral  justification  implied  in  the  phrase, 
“the  white  man’s  burden.”  Industrialism  had  enlarged  its  scope  until 
it  embraced  all  nations  and  all  peoples.  As  Shotwell  has  said,  “The 
thing  we  call  civilization  has  drawn  the  isolated  communities  of  the  old 
regime  into  a  great  world  organism,  with  its  afferent  and  efferent  nerves 
of  news  and  capital  reaching  to  its  finger  tips  in  the  markets  of  the 
frontier.” 

In  the  midst  of  extreme  Nationalism  and  commercial  rivalries,  inter¬ 
dependence  has  also  been  rapidly  increasing.  The  bulk  of  foreign  diplo¬ 
macy  has  to  do  with  commercial  questions.  The  main  clauses  of  inter¬ 
national  treaties  concern  themselves  with  matters  of  trade.  Repeated 
international  conferences  are  required  to  smooth  out  economic  differ¬ 
ences  between  nations.  The  majority  of  the  nations  have  bound  them¬ 
selves  together  through  League  of  Nations  and  AVorld  Court  compacts. 
The  Versailles  Treaty  of  Peace  projects  the  future  economic  map*  of 
Europe  into  the  forefront  of  international  problems.  From  many 
angles,  nations  are  acting  upon  the  assumption  that  the  world  is  an 
economic  unit  and  that  the  nations  are  bound  together  by  mutual  ties 
of  economic  interdependence.  The  science  of  economics  must  analyze 
modern  industrialism  on  this  world  scale  of  operation. 
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CHAPTER  IV 

THE  THEORY  AND  NATURE  OF  PRODUCTION 

The  Meaning  of  Production. — Production  is  the  creation  of  utili¬ 
ties.  This  process  does  not  involve  the  creation  of  new  matter  or  of 
new  energy,  but  consists  of  the  reshaping  of  matter  and  of  the  con¬ 
version  of  energy  from  one  form  to  another.  The  science  of  physics 
definitely  states  the  law  that  man  creates  no  new  matter  or  energy,  but 
merely  transforms  them  into  shapes  and  conditions  suited  to  human 
use.  As  the  physicist  understands  the  word,  production  is  strictly 
confined  to  this  refashioning  of  things  already  in  existence.  As  the 
economist  understands  the  word,  however,  production  involves  a  process 
of  creation.  It  is  aimed  at  the  creation  of  the  capacity  to  satisfy  human 
wants.  The  conversion  of  raw  cotton  into  cotton  clothing  is  production 
because  it  embodies  in  the  material  the  qualities  which  satisfy  the  want 
for  clothing.  The  conversion  of  pig  iron  into  automobiles  is  production 
because  it  embodies  in  the  material  the  qualities  which  satisfy  the  want 
for  locomotion.  These  processes  are  creative  in  the  economic  sense,  be¬ 
cause  they  create  utilities  embodied  in  goods  for  the  satisfaction  of 
human  wants.  Goods  cannot  be  created,  but  utilities  can  be.  Economic 
production  is  putting  matter  and  energy  into  forms  such  that  men  can 
use  them. 

Utilities  may  arise  from  changes  in  the  form,  place,  time,  or  pos¬ 
session  of  goods.  Manufacturing  illustrates  the  creation  of  form  utili¬ 
ties;  transportation  illustrates  the  creation  of  place  utilities;  storage 
illustrates  the  creation  of  time  utilities ;  merchandising  illustrates  the 
creation  of  possession  utilities.  Changing  goods  from  one  form  to 
another,  moving  them  from  one  place  to  another,  holding  them  over  from 
one  time  to  another,  transferring  them  from  one  owner  to  another, — these 
are  the  creative  activities  which  constitute  economic  production. 

Services  as  well  as  material  goods  may  embody  utilities.  Whether 
the  utilities  are  in  the  form  of  tangible  objects  or  in  the  form  of  in¬ 
tangible  services,  they  are  equally  the  evidence  of  production.  Im¬ 
material  utilities  as  well  as  material  utilities  enter  into  the  reckoning. 
Services  which  satisfy  human  wants  are  productive. 
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The  Measurement  of  Production. — Utilities  as  such  are  utterly  in¬ 
commensurable.  There  is  no  unit  of  dimension  which  can  be  applied 
to  them.  They  are  subjective  phenomena  and  working  concepts  for 
the  economist.  They  have  neither  length  nor  breadth,  nor  width  nor 
weight.  They  are  psychological  satisfactions  and  defy  any  form  of 
measuring  rod. 

However,  indirectly  it  is  possible  to  take  measurements  of  produc¬ 
tion.  One  method  is  to  measure  the  physical  volume  of  the  goods  which 
embody  economic  utilities.  For  this  purpose,  the  units  of  measurement 
may  be  tons,  bushels,  yards,  or  cubic  feet.  The  results  are  expressed  in 
pounds  of  food,  tons  of  coal  or  pig  iron,  yards  or  bolts  of  cloth,  millions 
of  bricks  or  of  pairs  of  shoes,  numbers  of  automobiles,  square  feet  of 
building  area  constructed,  cubic  feet  of  stone  quarried,  board  feet  of 
lumber  produced,  ton-miles  of  transportation,  bushels  of  farm  crops. 
The  aggregate  of  such  physical  measurements  is  the  total  volume  of 
production  of  the  country  over  a  given  period  of  time. 

A  second  method  of  measuring  the  results  of  production  is  in  terms 
of  dollars  and  cents.  Money  measurement  in  terms  of  prices  is  in¬ 
volved.  The  price  expresses  the  amount  of  money  for  which  utilities 
may  be  exchanged.  Dollar  values  of  goods  and  services  provide  a 
common  unit  of  reckoning  which  is  universal  as  an  economic  measuring 
device.  All  goods  and  services  are  reducible  to  one  common  denomi¬ 
nator,  the  price  denominator.  This  pecuniary  scale  of  measurement  is 
of  primary  importance  in  all  questions  involving  the  making  and  spend¬ 
ing  of  money  incomes. 

An  Index  of  Production. — The  physical  volume  of  production  must 
be  measured  before  it  can  be  interpreted  and  controlled.  The  growth 
of  production  over  a  long  period  of  years  and  the  fluctuation  of  pro¬ 
duction  from  one  year  to  another  both  require  measurement.  An  index 
of  production  for  this  purpose  does  not  tell  the  absolute  amount  of 
product  in  any  one  year,  but  does  tell  the  relative  changes  between 
years.  It  is  purely  an  index  of  the  rise  and  fall  of  production,  based 
upon  relative  changes  rather  than  absolute  amounts. 

Present  indexes  agree  in  showing  that  during  the  quarter  century 
ending  with  1924,  production  doubled  in  volume  in  the  United  States. 
Since  population  increased  only  about  one-half  during  the  same  period, 
it  is  obvious  that  production  increased  much  faster  than  population. 
The  production  per  capita  was  fully  a  third  greater  at  the  end  of  the 
period  than  at  the  beginning. 

As  an  average,  the  increase  of  production  has  been  steady  and  per¬ 
sistent.  The  indexes  show  an  average  yearly  rate  of  increase  of  be¬ 
tween  3%  and  4  per  cent.  This  per  cent  has  been  the  normal  rate  of 
growth  for  half  a  century.  It  represents  a  measuring  rod  of  increasing 
national  efficiency,  increasing  quantity  of  goods  and  services,  increasing 
material  well-being. 

The  normal  rate  of  progress  was  somewhat  impeded  by  the  dis¬ 
turbances  of  the  World  War.  After  1917,  for  five  years,  production  at 
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no  time  exceeded  the  output  of  the  1917  year.  Much  speculative  opinion 
has  been  offered  as  to  whether  war  advances  or  retards  the  processes  of 
production.  A  negative  answer  to  the  query  is  obvious  from  the  indexes 
of  physical  production.  Even  the  boom  of  1919,  built  upon  post-war 
abnormalities,  did  not  rest  upon  a  material  increase  in  production.  It 
rested  upon  inflation  and  speculation,  but  not  upon  an  extraordinary 
output  of  physical  goods  and  services.  The  indexes  for  1923  and  1924, 
on  the  other  hand,  indicate  that  with  the  return  of  normal  peace  time 
conditions,  production  resumes  its  normal  upward  trend.  Peace  pro¬ 
motes,  war  obstructs,  the  normal  growth  of  productive  capacity. 


Indexes  of  Physical  Volume  of  Production 


Year 

Stewart’s  Index,* 
1911-1913  =  100, 
(91  Commodities) 

Day’s  Index  f 
1899  =  100 
(188  Com¬ 
modities) 

1899 

65 

100 

1900 

66 

101 

1901 

67 

103 

1902 

77 

119 

1903 

75 

118 

1904 

80 

121 

1905 

86 

135 

1906 

91 

144 

1907 

89 

140 

1908 

84 

129 

1909 

84 

147 

1910 

96 

151 

1911 

93 

144 

1912 

106 

166 

1913 

101 

162 

1914 

101 

159 

Year 

Stewart’s 

Index 

(Cont.) 

Day’s 

Index 

(Cont.) 

1915 

112 

170 

1916 

117 

181 

1917 

124 

185 

1918 

125 

184 

1919 

120 

174 

1920 

126  + 

185  t 

1921 

96 

144 

1922 

118 

184 

1923 

144 

208 

1924 

130 

200 

*  W.  W.  Stewart,  American  Economic  Review,  Volume  II,  1921,  p.  68.  Includes  farm 
materials,  forest  products,  mining  products,  manufacture  and  transportation. 

t  Edmund  E.  Day,  Review  of  Economic  Statistics,  1921,  p.  20,  and  July,  1924,  p.  201. 
Includes  agriculture,  mining  and  manufacture.  Indexes  readjusted  to  1899  base  as  100. 

t  Indexes  for  series  since  1920  obtained  by  adding  Federal  Reserve  Board  index  of 
production  of  basic  materials  to  the  indexes  for  the  earlier  period. 


Indexes  of  Major  Branches  of  Production. — The  various  branches 
of  production  do  not  increase  with  even  pace.  Marked  differences  in 
rates  of  increase  appear  between  agriculture,  forestry,  mining,  manu¬ 
facture,  transportation,  and  other  types  of  industry.  The  following 
indexes  provide  a  comparison  in  rates  of  growth  between  agriculture, 
mining,  manufacture  and  transportation : 

Agriculture  has  increased  about  50  per  cent  in  output  during  the 
quarter  century.  This  rate  of  increase  is  much  less  than  the  rate  for 
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any  of  the  other  three  major  branches  of  production.  But  although 
agriculture  has  lagged  behind  other  industries,  it  has  just  about  kept 
pace  with  the  growth  of  population.  On  the  average,  over  this  entire 
period,  both  population  and  farm  production  increased  about  2  per  cent 
per  annum.  Moreover,  the  increase  of  agricultural  output  is  much  less 
influenced  by  the  ups  and  downs  of  the  business  cycle  than  are  the  other 
branches  of  production.  For  instance,  both  1908  and  1914  were  de¬ 
pression  years  for  mining,  manufacture,  and  transportation,  but  they 
were  boom  years  in  farm  production.  Unlike  other  industries,  agricul¬ 
ture  is  primarily  dependent  upon  weather  and  climatic  conditions,  and 
is  only  secondarily  influenced  by  the  business  cycle. 


Annual  Indexes  op  the  Physical  Volume  of  Production  * 

(1899  =  100) 


Year 

Agriculture 

Mining 

Manu¬ 

facture 

Trans¬ 
portation  f 

Population 

1899 

100 

100 

100 

100 

100 

1900 

101 

106 

101 

114 

102 

1901 

89 

115 

112 

118 

104 

1902 

114 

123 

122 

]  27 

106 

1903 

105 

135 

124 

140 

108 

1904 

116 

136 

122 

141 

110 

1905 

118 

162 

143 

151 

112 

1906 

125 

170 

152 

174 

114 

1907 

112 

186 

151 

191 

117 

1908 

119 

154 

126 

176 

119 

1909 

118 

189 

155 

177 

121 

1910 

122 

208 

159 

207 

123 

1911 

115 

207 

153 

205 

125 

1912 

137 

221 

177 

213 

127 

1913 

122 

237 

184 

244 

130 

1914 

137 

225 

169 

233 

132 

1915 

144 

240 

189 

224 

133 

1916 

126 

269 

225 

279 

135 

1917 

134 

288 

227 

314 

136 

1918 

135 

289 

223 

330 

138 

1919 

137 

257 

218 

291 

140 

1920 

150 

293 

231 

334 

142 

1921 

124 

233 

179 

250 

144 

1922 

138 

254 

240 

276 

145 

1923 

138 

348 

283 

333 

147 

1924 

139 

322 

262 

320 

150 

*  Edmund  E.  Day,  Review  of  Economic  Statistics,  1921,  p.  20  ;  and  1925,  p.  215. 
t  Revenue  ton-miles  of  freight,  computed  from  Annual  Reports  of  Interstate  Com¬ 
merce  Commission. 


Mining  has  increased  output  more  rapidly  than  either  agriculture  or 
manufacture.  The  increase  of  more  than  200  per  cent  amounts  to  an 
average  increase  over  the  25  years  of  more  than  8  per  cent  per  annum. 
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Mining  output  has  run  far  ahead  of  population  growth.  The  short  time 
fluctuations  in  mining  production  reflect  clearly  the  slump  and  boom 
of  the  business  cycle. 

The  growth  of  manufactures  is  midway  between  agriculture  and 
mining.1  The  average  increase  over  the  period  was  about  6  per  cent 
per  annum.  Manufacture  increased  considerably  faster  than  popula¬ 
tion.  The  short  time  fluctuations  are  more  direct  reflections  of  the 
business  cycle  than  those  of  any  other  branch  of  production.  The 
manufacturing  cycle  is  at  the  heart  of  the  business  cycle.  This  is 
highly  important,  because  the  product  of  the  factories  is  a  recapitula¬ 
tion  of  the  product  of  other  major  industries.  The  great  bulk  of  the 
products  of  farm  and  of  mine  pass  through  the  hands  of  the  manu¬ 
facturers  before  they  are  ready  for  human  use.  Nearly  all  raw  materials 
are  fed  into  the  factories,  and  nearly  all  finished  products  come  from 
the  factories.  Consequently,  manufacture  offers  a  comprehensive  pic¬ 
ture  of  changes  in  all  other  lines  of  production.  The  record  of  growth 
of  manufacture  is  an  evidence  of  persistent  increase  in  the  means  of 
material  well  being  of  the  nation. 

The  growth  of  transportation  is  greater  than  that  of  agriculture  or 
manufacture,  and  about  the  same  as  that  of  mining.  The  average 
increase  over  the  period  was  above  8  per  cent  per  annum.  The  meaning 
of  this  growth  is  that  each  unit  of  goods  produced  is  being  moved  about 
more  and  more  from  place  to  place.  Place  utilities  constitute  an  in¬ 
creasing  proportion  of  the  total  utilities  created  by  production.  The 
task  of  moving  goods  tends  to  increase  considerably  faster  than  the  task 
of  making  goods.  More  and  more  production  consists  of  carrying  com¬ 
modities  great  distances.  The  transportation  cost  per  unit  of  product 
thereby  tends  to  become  relatively  greater  year  by  year. 

Production  in  all  lines  is  capable  of  being  maintained  at  maximum 
capacity  only  when  a  suitable  economic  balance  exists.  The  experience 
of  the  past  indicates  that  the  mere  automatic  working  of  laws  of  com¬ 
petition  or  of  supply  and  demand  is  not  sufficient  to  maintain  this 
balance.  Every  few  years  production  becomes  unbalanced.  Too  much 
of  certain  goods  has  been  produced ;  too  little  of  certain  other  goods  has 
been  produced.  These  maladjustments  in  production  are  a  fundamental 
factor  in  determining  whether  the  country  enjoys  prosperity  or  suffers 
depression.  The  unbalancing  of  production  recurs  time  after  time.  It 
is  primarily  a  problem  of  the  business  cycle,  and  receives  detailed  con¬ 
sideration  in  a  later  chapter  on  that  subject.  In  the  broadest  sense, 
the  balance  of  production  involves  every  phase  and  process  of  economic 
life,  and  the  problem  therefore  permeates  all  parts  of  the  science  of 
economics. 

The  Net  Value  Product. — When  raw  cotton  goes  into  a  textile 
factory,  it  has  a  certain  value.  When  it  emerges  in  the  form  of  cloth, 

i  While  stressing  quantity  of  production  at  this  point,  the  writer  does  not 
wish  to  seem  to  neglect  quality  of  product  or  human  consequences  of  production. 
Quantity  alone  obviously  is  insufficient  if  the  other  aspects  are  lacking. 
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it  has  a  materially  enhanced  value.  The  difference  between  the  value 
of  the  product  before  and  after  manufacture  is  the  value  added  to  the 
goods  by  that  particular  industrial  process.  The  same  principle  may 
be  applied  to  all  forms  of  industry.  The  net  value  product  of  any 
industry  is  the  market  value  added  by  that  industry  to  the  materials, 
supplies  or  services  which  it  obtains  from  outside  sources.  The  excess 
of  the  value  of  the  output  over  that  of  the  materials  used  in  production 
is  the  value  added  by  the  industrial  establishment  in  question.  If  a 
concern  can  take  raw  materials  worth  only  $1,000,000  and  convert  them 
into  finished  products  worth  $2,000,000  the  value  added  is  $1,000,000. 
This  value  added  is  paid  out  to  employees  as  wages,  to  land  owners  as 
rent,  to  bankers  and  investors  as  interest,  to  stockholders  as  dividends, 
and  any  remainder  is  put  back  into  the  business.  This  definition  of 
value  product  necessarily  oversimplifies  the  matter  somewhat.  The 
calculation  involves  complicated  statistical  and  accounting  methods,  but 
after  all  this  technical  computation  is  completed,  the  result  represents 
the  simplified  definition  of  value  product  as  given  here.  The  following 
table  shows  the  relative  importance  of  the  main  lines  of  industry  in  the 
total  national  production.  Their  relative  importance  is  determined  by 
the  net  value  product  added  by  each  line  of  production. 

Percentages  of  the  National  Income  Produced  by  Various  Industries, 

Average  from  1909  to  1918  * 


Agriculture  .  17.43 

Mineral  production  .  3.24 

Manufacturing  .  29.97 

Transportation  .  9.28 

Banking .  1.45 

Government  .  5.61 

All  other  . 33.02 


All  industries  .  100.00 


*  National  Bureau  of  Economic  Research,  Income  in  the  United  States,  Volume  I, 
p.  23;  and  Volume  II,  pp.  244-245. 


The  equity  of  the  different  shares  is  not  here  in  question.  The  basis 
for  this  distribution  of  the  national  income  is  discussed  in  later  chap¬ 
ters  dealing  with  the  shares  in  distribution,  including  profit,  rent, 
wages,  and  interest. 

These  estimates  show  manufacture  to  be  the  most  important  single 
branch  of  industry,  with  nearly  %  of  the  total  value  product  to  its 
credit.  Agriculture  is  second  in  importance,  with  more  than  %  of  the 
total.  Transport  shows  a  value  product  about  y2  as  large  as  agriculture, 
or  less  than  Y10  of  the  total  value  product.  Merchandising  is  the 
largest  single  item  included  in  the  classification  “all  other  industries,” 
and  is  about  equal  in  importance  to  transport.  Mining,  banking  and 
government  are  relatively  low  in  value  product.  Government  has  in¬ 
creased  its  importance  in  recent  years,  and  now  yields  upwards  of  yi2 
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of  the  total  value  product.  Mineral  production  is  about  of  the 
total  and  banking  about  y5o  of  the  total.  The  three  largest  branches 
of  production  from  this  standpoint  are  agriculture,  manufacture,  and 
transport.  These  three  combined  give  more  than  half  of  the  national 
income.  The  net  value  product  of  different  industries  is  a  useful  in¬ 
dication  of  their  relative  importance,  and  of  their  relative  contributions 
to  the  total  national  income.  It  helps  in  ascertaining  whether  produc¬ 
tion  is  out  of  balance  in  any  direction  and  in  measuring  the  cause  of 
maladjustment. 

Net  value  product  is  also  a  useful  method  of  measuring  the  year 
to  year  fluctuation  in  a  given  branch  of  production.  The  following 
table  shows  the  movements  in  volume  of  manufacture  since  1899. 


Value  Product  Added  by  Manufacture  * 


Year 

Prices  of  Current  Year 

Adjusted  for  Price  Changes  to 
Show  Fluctuations  in  Physical 
Volume,  Base  Year  1914  f 

1899 

$4,831,075,210 

1904 

6,293,694,753 

1909 

8,529,260,992 

1914 

9,878,345,893 

$9,878,345,893 

1919 

25,041,698,490 

12,336,000,000 

1921 

18,316,666,082 

11,894,000,000 

1923 

25,853,151,000 

16,787,000,000 

*  United  States  Census  of  Manufactures,  1921  and  1923. 

t  Adjusted  by  the  all  commodities  index  of  prices,  as  computed  by  the  United  States 
Bureau  of  Labor  Statistics. 

A  comparison  of  the  period  from  1914  to  1923  shows  a  striking 
difference  between  the  money  value  of  product  and  the  physical  quan¬ 
tity  of  product.  It  also  shows  the  year  1923  to  be  the  high  point  in 
manufacturing  achievement  in  the  history  of  the  country. 

The  Size  of  the  National  Income. — The  aggregate  national  income 
is  taken  to  consist  of  the  commodities  and  services  produced  by  the 
people  of  the  country  or  obtained  from  abroad  for  their  use,  with  the 
omission  of  goods  for  which  no  price  is  commonly  paid,  for  example 
the  services  of  housewives.  In  order  to  express  the  national  income 
as  an  absolute  sum,  it  is  necessary  to  reduce  all  goods  and  services  to 
their  dollar  values.  The  national  income  stated  in  dollars  is  a  pecuniary 
concept.  Behind  the  dollars  are  the  goods  and  services  which  they 
repi'esent. 

In  estimating  national  income  in  dollars,  distinction  has  to  be  made 
between  dollars  of  steady  value  and  dollars  of  changing  value.  When 
prices  of  all  kinds  of  articles  increase,  and  the  average  price  level  rises, 
the  value  of  everything  in  dollars  is  increased.  But  it  does  not  neces¬ 
sarily  follow  that  physical  wealth  has  increased  accordingly.  For  in- 
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stance,  if  the  wheat  crop  one  year  is  1,000,000,000  bushels  and  sells  at 
$1  per  bushel,  its  value  is  $1,000,000,000 ;  but  if  the  wheat  crop  the  next 
year  is  the  same  in  number  of  bushels  and  sells  at  $2  per  bushel,  its 
value  is  $2,000,000,000.  The  bushels  are  the  same,  but  the  dollars  are 
doubled.  To  overcome  this  discrepancy,  the  value  in  dollars  may  be 
adjusted  to  some  base  year,  taken  as  100.  For  instance,  the  following 
table  adjusts  the  dollars  of  national  income  to  the  value  of  1913  as 
100.  The  result  is  two  pecuniary  measures  of  national  income.  The 
first  is  expressed  in  dollars  of  the  current  year,  without  reference  to 
changes  in  price  levels.  The  second  is  expressed  in  dollars  of  a  con¬ 
stant  value,  in  this  ease  the  dollars  of  1913.  The  following  table  presents 
this  twofold  estimate  of  the  income  of  the  United  States : 


The  Pecuniary  Measure  op  the  National  Income  * 


Year 

Income  in  Dollars 
of  Current  Year 

Income  at  Price 
Level  of  1913 

Price  Index,  Weighted 
1913  =  100 

1890 

$9,600,000,000  f 

1900 

13,100,000,000  f 

1910 

31,200,000,000 

$31,800,000,000 

98.0 

1911 

31,100,000,000 

31,700,000,000 

98.0 

1912 

32,400,000,000 

32,700,000,000 

99.1 

1913 

33,500,000,000 

33,500,000,000 

100.0 

1914 

32,700,000,000 

32,500,000,000 

100.6 

1915 

35,900,000,000 

35,100,000,000 

102.3 

1916 

45,700,000,000 

40,200,000,000 

113.7 

1917 

54,100,000,000 

39,700,000,000 

136.1 

1918 

62,000,000,000 

38,600,000,000 

160.7 

1919 

66,800,000,000 

37,600,000,000 

177.7 

1920 

74,158,000,000 

36,300,000,000 

204.2 

1921 

62,736,000,000 

36,200,000,000 

173.3 

1922 

58,500,000,000  f 

.... 

1923 

67,000,000,000  f 

.... 

1924 

65,000,000,000  f 

.... 

*  National  Bureau  of  Economic  Research,  Income  in  the  United  States,  Volume  II, 
p.  337. 

t  According  to  estimates  hy  the  National  Industrial  Conference  Board.  See  also  esti¬ 
mates  by  W.  R.  Ingalls,  in  The  Annalist,  June  16,  1924,  and  by  Benjamin  M.  Anderson, 
Jr.,  in  The  Annalist,  January  5,  1925. 


The  money  income  of  the  nation  is  quite  different  from  the  physical 
income.  The  war  emphasized  this  distinction  with  perfect  clearness. 
The  money  income  rose  from  45  billions  in  1916  to  66  billions  in  1919, 
but  the  dollars  of  the  latter  year  were  so  much  lower  in  purchasing 
power  that  they  actually  commanded  fewer  goods  than  in  1916.  The 
general  welfare  of  the  community  rests  upon  the  quantity  of  goods  and 
services  available  for  use  and  consumption.  It  is  no  advantage  to  have 
twice  as  many  dollars  of  wealth,  if  the  goods  and  services  behind  them 
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are  the  same  as  before.  The  severe  fluctuations  in  prices  make  it  im¬ 
possible  to  consider  production  in  terms  of  money  as  a  measure  of 
wealth  in  terms  of  concrete  goods.  Endless  obscurity  and  confusion 
result  from  the  loose  and  careless  assumption  that  money  wealth  is 
material  wealth.  There  is  a  chasm  of  difference  between  the  two,  and 
the  difference  must  at  all  times  be  kept  in  mind  in  measuring  the  in¬ 
come  of  the  nation. 

Production  Per  Capita. — The  increase  in  physical  production  needs 
to  be  compared  with  the  increase  in  population.  Material  progress  re¬ 
quires  increased  production  per  capita.  Below  are  given  indexes  of 
per  capita  output  for  all  production  and  for  production  in  certain  major 
lines. 


Indexes  op  Per  Capita  Production  Over  a  Quarter  op  a  Century 

(1899-1924) 


Year 

All  Industries 

Agriculture 

Mining 

Manufacture 

Transportation 

1899 

100 

100 

100 

100 

100 

1909 

121 

97 

156 

128 

146  • 

1919 

126 

99 

185 

158 

207 

1923 

141 

94 

228 

188 

226 

1924 

133 

99 

207 

171 

213 

Various  significant  conclusions  are  apparent.  Total  production  per 
capita  increased  just  about  33  per  cent,  during  the  25-year  period. 
At  this  rate,  physical  output  per  capita  would  double  in  about  70  to  80 
years.  Or,  to  express  the  same  fact  from  a  different  viewpoint,  the 
average  rate  of  increase  in  per  capita  production  is  from  1  to  2  per  cent 
per  annum.  The  secular  trend  of  production  per  capita  has  been  up¬ 
ward.  The  decade  centering  about  the  World  War  shows  a  slowing  up 
in  the  rate  of  material  progress.  The  indexes  bear  out  the  inference 
that  war  obstructs  and  delays  productive  capacity  and  industrial  growth. 
The  World  War  was  a  setback  to  economic  progress. 

Farm  production  per  capita  remained  practically  constant  through¬ 
out  the  period.  This  was  due  to  rapid  increases  in  efficiency  on  farms 
rather  than  to  any  increases  in  farm  population.  The  population  on 
the  farms  probably  declined  slightly  during  the  period.  But  the  total 
population  of  the  country  increased  from  74  million  in  1899  to  113 
million  in  1924.  The  farms,  without  increase  of  labor  force,  were  feed¬ 
ing  and  clothing  about  39,000,000  more  people  in  town  and  city  at  the 
end  of  the  period  than  at  the  beginning. 

Mineral  output  per  capita  more  than  doubled.  Manufacturing  out¬ 
put  per  capita  increased  more  than  70  per  cent.  The  new  population 
of  the  quarter  century  went  almost  wholly  into  urban  communities  and 
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devoted  the  new  labor  power  to  mining,  manufacture,  and  the  industries 
closely  related  to  them,  such  as  transportation  and  merchandising.2 

This  tendency  is  clearly  evidenced  by  the  fact  that  the  volume  of 
transportation  per  capita  more  than  doubled  during  the  25  years.  Raw 
materials  are  being  carried  greater  distances  from  farm  and  mine  to 
factory,  are  being  shipped  farther  from  one  factory  to  another  before 
manufacture  is  completed,  and  are  being  distributed  at  greater  distances 
from  the  centers  of  manufacture.  Production  per  capita  consists  more 
and  more  of  keeping  goods  in  transit.  Commodities  travel  far  longer 
distances  than  formerly  in  their  itinerary  from  the  soil,  the  forest,  and 
the  mine  to  their  destination  in  consumers’  hands. 

Production  Per  Worker. — The  following  indexes  show  the  relative 
increases  of  production  per  worker  in  various  major  occupations.  The 
period  taken  for  the  estimates  is  the  20  years  from  1900  to  1920. 

Indexes  op  Production  Per  Worker,  1920,  Compared  with  1900  as  100 


Agriculture  .  133 

Manufacture  . .  110 

Mines  .  136 

Railroads  .  147  * 


*  Revenue  tons  one  mile. 


Manufacture  has  shown  least  advance  among  the  four  major  groups, 
and  railroads  have  shown  most  advance.  Agriculture  and  mining  each 
increased  the  efficiency  of  workers  about  one-third.  Doubtless  one  main 
reason  for  the  relatively  mild  increase  in  manufacture  is  the  intro- 


2  Below  are  estimates  of  per  capita  income  in  dollars  for  the  decade  1910  to 
1919.  In  dollars  of  the  current  years,  a  striking  increase  in  money  income  is  shown. 
The  leap  is  from  $338  to  $637.  But  when  changes  in  price  levels  are  eliminated, 
and  dollars  are  reduced  to  a  common  purchasing  power,  the  increase  is  only  from 
$345  to  $359.  The  smallness  of  this  increase  is  due  primarily  to  the  World  War. 

Per  Capita  Money  Income,  1910-1919 


Year 

In  Dollars  of  Current 
Year 

Purchasing  Power  at  1913 

Price  Level 

1910 

$338 

$345 

1911 

332 

338 

1912 

340 

343 

1913 

344 

344 

1914 

330 

328 

1915 

357 

349 

1916 

449 

395 

1917 

525 

385 

1918 

595 

371 

1919 

637 

359 

From  National  Bureau  of  Economic  Research,  Income  in  the  United  States, 
Volume  II,  p.  338. 
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duction  of  the  8-hour  day  in  industry  during  the  period.3  The  main 
reasons  for  an  increase  in  efficiency  have  been  improvement  in  science 
and  engineering  as  applied  to  management,  addition  to  the  amount  of 
capital  available  per  worker,  utilization  of  more  mechanical  energy  per 
worker,  and  education  and  training  of  labor.  The  net  outcome  is  a 
greater  output  per  laborer,  although  the  laborer  works  from  2  to  4 
hours  less  per  day  now  than  at  the  beginning  of  the  period. 

Countless  instances  could  be  cited  of  striking  increases  in  output  per 
worker.  During  a  thirty-year  period,  the  annual  steel  production  per 
worker  increased  from  267  to  709  tons.  During  a  twenty-year  period, 
the  annual  gasoline  production  per  worker  increased  from  23,000  to 
71,000  gallons.  During  a  twenty-year  period,  the  daily  bituminous  coal 
production  per  worker  increased  from  less  than  3  to  more  than  4  tons. 
During  a  ten-year  period,  the  annual  automobile  production  per  worker 
increased  more  than  three  times.  Improved  machinery,  applied  science, 
industrial  engineering,  and  suitable  labor,  have  combined  to  make  these 
increases  possible.  The  record  embodies  tangible  achievements  in  the 
advance  of  the  material  wealth  of  the  nation. 

Main  Types  of  Economic  Fluctuation.— Older  economic  discussions 
dealt  with  the  main  time  variations  in  economic  activity  in  an  indefinite 
and  loose  manner.  They  recognized  a  distinction  between  long  time 
and  short  time  variations,  but  could  not  reduce  these  variations  to  any 
definite  measurement.  The  traditional  discussions  abound  in  references 
to  what  will  tend  to  be  true  in  the  long  run  and  what  will  tend  to  be 
true  in  the  short  run.  By  the  aid  of  modern  statistics,  it  has  been  pos¬ 
sible  to  reduce  these  vague  notions  of  time  variation  to  definite  concepts. 
Economic  fluctuations  fall  into  four  major  types:  seasonal,  secular, 
cyclical,  and  residual.  The  accompanying  diagrams  show  these  four 
types  of  fluctuation  with  reference  to  pig  iron  production.  Pig  iron  is 
taken  for  illustrative  purposes  because  it  is  a  basic  product  in  modern 
industry,  but  the  same  type  of  chart  may  be  constructed  for  any  other 
commodity  or  any  group  of  commodities. 

The  seasonal  fluctuation  is  the  month  to  month  change  in  produc¬ 
tion.  Pig  iron  production  on  the  average  is  lowest  in  February  and 
highest  in  March.  Each  product  has  its  own  peculiar  seasonal  move¬ 
ment.  Bitmninous  coal  production  is  high  in  winter  and  low  in  summer, 
whereas  building  is  low  in  winter  and  high  in  summer.  Retail  clothing 
sales  are  highest  in  spring  and  fall.  Holidays,  temperature,  and  weather 
conditions  affect  the  seasonal  fluctuation,  and  make  it  different  from 
country  to  country  and  from  section  to  section  in  the  same  country. 

The  secular  trend  of  production  is  the  long  time  rate  of  growth  or 
decline.  The  trend  of  pig  iron  production  is  one  of  growth,  but  if  we 
were  to  chart  lumber  production,  for  instance,  it  would  show  a  decline 
over  a  similar  period.  The  average  annual  rate  of  growth  of  pig  iron 
production  shown  in  the  accompanying  diagram  is  1,200,000  gross  tons. 

s  In  many  instances  plant  output  has  increased  under  the  shorter  working 
day.  Further  data  on  this  point  will  be  found  in  later  chapters  on  labor  problems. 
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Main  Types  op  Fluctuation  in  Volume  op  Production 

I.  Seasonal  Fluctuation  in  Pig  Iron  Production  * 
(Monthly  average  =  100%) 


II.  Secular  Trend  in  Pig  Iron  Production  f 
(1903-1916)  (Unit:  1,000  gross  tons) 


III-IV.  Cyclical  Fluctuation  (together  with  Residual  Factors)  in  Pig  Iron 

Production  t 

(Percentages  of  deviation  from  estimated  normal) 
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A  8^Sx?a1^  es  £y  ?,*  E-  Day’  Remew  of  Economic  Statistics ,  1923,  p.  58. 

T  anderblue,  Problems  in  Business  Economics ,  p.  31. 

tlbid p.  31.  *  v 
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Where  long  time  movements  can  be  charted  in  this  manner,  the  concept 
of  what  wTill  be  true  in  the  long  run  can  be  reduced  to  a  definite  and 
concrete  quantity. 

Cyclical  fluctuation  is  the  series  of  changes  from  prosperity  to  de¬ 
pression  and  back  again  which  repeat  themselves  in  modern  business. 
The  third  diagram  represents  fluctuation  due  to  the  business  cycle.  The 
horizontal  middle  line  is  an  “estimated  normal.”  It  is  wdiat  produc¬ 
tion  would  have  been  if  the  average  rate  of  growth  and  the  average 
seasonal  fluctuation  had  prevailed.  It  is  what  production  would  have 
been  if  there  were  no  business  cycle  and  no  abnormal  changes  in  produc¬ 
tion.  The  waved  line  in  the  same  diagram  presents  a  comparison  of 
cyclical  production  with  the  computed  normal.  This  comparison  involves 
a  process  of  “statistical  correction.”  Actual  production  each  month  is 
corrected  by  eliminating  both  long  time  and  seasonal  movement.  What 
is  left  is  cyclical  movement.  Comparison  of  corrected  figures  of  pro¬ 
duction  with  estimated  normal  shows  years  of  depression  in  1904,  1908, 
1911,  and  1914,  and  years  of  greater  or  less  prosperity  between  these 
dates.4 

Residual  fluctuations  include  all  changes  not  contained  in  secular, 
seasonal,  and  cyclical  movement.  The  third  diagram  is  not  strictly  and 
absolutely  a  diagram  of  the  pure  business  cycle.  It  includes  also  some 
variation  due  to  unusual  and  extraordinary  influences.  Predominantly 
it  represents  the  business  cycle,  but  not  wholly.  The  residual  factors 
may  be  new  inventions,  political  influences,  new  foreign  markets,  or 
any  other  exceptional  change.  Earthquake,  war,  revolution,  or  for¬ 
tuitous  change  may  be  responsible.  For  instance,  if  the  line  of  pig 
iron  production  is  extended  through  the  World  War  period,  it  shows 
extraordinary  advance,  due  in  great  part  to  the  war  demand  for  muni¬ 
tions.  And  production  in  1919  and  1920  was  drastically  affected  by  the 
steel  strike  and  effort  at  unionizing  the  mills  made  at  that  time.  These 
unusual  factors  influence  production,  and  they  must  be  kept  in  mind  in 
making  an  interpretation  of  the  charts  of  production.  The  residual 
factor  is  usually  included  in  the  cyclical  curve  of  production,  and 
although  it  modifies  somewhat  the  meaning  of  the  curve,  it  does  not 
obscure  the  basic  fact  of  the  cyclical  type  of  variation  as  a  predominant 
and  paramount  feature  of  production. 

The  Technology  of  Production. — The  output  of  goods  results  from 
the  technical  methods  and  processes  prevailing  at  the  time.  The  ac¬ 
cumulated  store  of  scientific,  mechanical  and  engineering  knowledge 
determines  the  capacity  to  produce  wealth.  The  vast  fund  of  tech¬ 
nological  information  and  skill  governs  the  volume  of  production  and 
the  rate  of  progress  in  material  well-being.  Advances  in  the  produc¬ 
tion  of  goods  waits  upon  advances  in  the  state  of  the  industrial  arts. 
Production  is  a  matter  of  technology. 

*  See  chapter  on  Business  Cycles  for  more  detailed  explanation  of  the  cyclical 
type  of  fluctuation. 
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In  modern  production  this  technology  is  the  machine  technology.5 
From  every  economic  standpoint,  this  is  the  age  of  the  machine.  The 
machine  casts  its  influence  over  the  far  corners  of  the  economic  world 
and  leaves  no  part  untouched.  It  is  all  pervasive  and  all  inclusive. 
The  economic  system  takes  its  character  from  the  machine  more  than 
from  any  other  single  factor. 

The  'paramount  economic  significance  of  the  machine  technology  is 
that  it  serves  to  increase  the  output  from  a  given  amount  of  labor. 
Owing  to  the  use  of  machinery,  the  average  worker  today  produces  more 
than  twice  as  much  as  in  1850.  The  mechanical  capital  which  makes 
this  increase  possible  is  more  than  four  times  greater  than  in  1850. 
Superior  capital  equipment,  superior  use  of  machinery,  superior  pro¬ 
duction  technology,  these  are  the  factors  leading  directly  to  superior 
output  of  goods  from  a  given  expenditure  of  labor. 

The  Division  of  Labor,  or  Specialization. — A  primary  feature  of 
the  machine  technology  is  the  minute  division  of  labor.  The  process  of 
making  a  complete  product  is  separated  into  detailed  fractional  parts. 
The  whole  task  is  broken  up  into  its  elements.  Labor  is  specialized  in 
the  performance  of  only  one  of  the  collective  series  of  operations  neces¬ 
sary  to  the  production  of  the  completed  article. 

Adam  Smith,  writing  before  the  Industrial  Revolution  was  genuinely 
under  way  in  England,  marveled  at  the  division  of  labor  under  handi¬ 
craft  manufacture.  Even  before  the  invention  of  the  steam  engine,  the 
spinning  mule,  or  the  cotton  gin,  Adam  Smith  could  declare,  “The 
greatest  improvement  in  the  productive  powers  of  labor,  and  the  greater 
part  of  the  skill,  dexterity,  and  judgment  with  which  it  is  anywhere 
directed  or  applied,  seem  to  have  been  the  effects  of  the  division  of 
labor.” 

The  advantages  of  this  handicraft  division  of  labor  were :  First,  that 
by  devoting  all  of  his  time  to  one  task,  the  laborer  became  more  pro¬ 
ficient  and  adept  in  the  operation ;  second,  that  by  confining  attention  to 
one  narrow  task,  the  laborer’s  period  of  apprenticeship  was  shortened; 
third,  that  by  sticking  to  one  task,  the  laborer  eliminated  the  waste 
motion  of  walking  about,  carrying  material,  changing  motions,  and  the 
like ;  fourth,  that  the  individual  peculiarity  and  aptitude  of  the  worker 
could  be  better  adapted  to  the  type  of  work  where  his  efficiency  would 
be  greatest.  Increased  proficiency,  shortened  apprenticeship,  economy 
of  time  and  effort,  adaptation  of  the  worker  to  his  work, — these  were  the 
classic  advantages  attributed  to  the  division  of  labor  in  the  pre-machine 
era. 

When  the  machine  came  into  vogue,  these  advantages  of  specialization 
remained,  but  in  greatly  modified  forms.  The  industrial  revolution  was 
a  revolution  in  the  division  of  labor  itself.  It  carried  specialization  far 

6  This  is  not  to  overlook  at  all  the  many  survivals  of  handicraft  methods  found 
all  about  us.  Many  trades,  such  as  building,  still  rely  heavily  upon  non-machine 
processes.  Agriculture  still  involves  a  vast  amount  of  hand  work.  But  after  all, 
these  survivals  are  not  the  main  current.  They  are  tributaries  to  the  main  current, 
which  is  machine  production. 
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beyond  the  boldest  conceptions  of  the  economists  of  Adam  Smith’s  day. 
It  reduced  the  division  of  labor  to  such  fine  points  that  a  process  which 
impressed  early  economists  as  a  marvel  of  specialization  became  sub¬ 
divided  into  scores  or  hundreds  of  ultra-minute  operations  performed  by 
separate  laborers.  The  hand  division  of  labor  was  one  thing ;  the  machine 
division  of  labor  is  quite  another  thing.  It  is  vastly  more  complex  and 
vastly  more  refined.  And,  what  is  of  primary  concern  to  economics,  it 
is  a  factor  which  accounts  for  the  marked  increase  in  productive  capacity 
in  the  last  century. 

Standardization. — The  degree  to  which  machine  methods  can  be 
carried  in  any  branch  of  production  depends  upon  the  degree  to  which 
processes  can  be  standardized.  Whatever  cannot  be  standardized  can¬ 
not  be  done  by  machine  processes.  To  be  mechanized,  a  given  task  must 
be  reduced  to  unit  motions.  If  these  unit  motions  can  be  repeated  time 
after  time  with  accurate  sameness,  they  can  be  standardized.  Such 
standard  unit  motions  are  the  essence  of  the  machine  process.  They  can 
be  repeated  millions  of  times,  with  uniform  accuracy,  with  superhuman 
speed,  and  by  the  application  of  nonhuman  energy.  By  standardization, 
there  occurs  a  transfer  of  skill  from  the  craftsman  to  the  machine.  What 
was  formerly  a  manual  skill  becomes  a  standardized  mechanical  skill. 

There  are  still  a  great  many  processes  which  are  not  done  by 
machinery.  They  are  not  done  by  machinery  because  as  yet  they  have 
not  been  standardized.  Goods  requiring  personal  skill,  artistry,  and 
taste  defy  the  machine  principle.  Articles  of  exclusive  fashion  still 
require  the  dexterity  of  hand  labor.  However,  even  in  this  type  of  work¬ 
manship,  the  machine  has  made  gradual  headway,  and  has  broken  down 
one  after  another  of  the  delicate  crafts  into  a  machine  operation.  The 
onsweep  of  the  machine  has  been  unrelenting,  and  more  and  more  it 
has  tended  to  become  all  embracing. 

Not  only  has  standardization  come  to  dominate  the  machine  itself, 
but  also  it  has  come  to  dominate  the  whole  organization  of  industry  and 
business  which  surrounds  the  machine.  There  are  standards  of  measure¬ 
ment,  standards  of  quality,  standards  of  performance,  standards  of 
design,  and  standards  of  labor. 

(a)  Standards  of  Measurement.  Industrial  organization  requires 
units  of  measurement  which  have  a  common  meaning  in  all  parts  of 
the  country,  and  in  all  parts  of  foreign  countries.  These  units  refer  to 
length,  area,  volume,  weight,  density,  pressure,  energy,  heat,  light,  and 
electricity.  The  terminology  includes  meters,  grams,  pounds,  inches, 
horsepower,  calories,  thermal  units,  ohms,  amperes,  volts,  watts,  and  a 
long  list  of  similar  units.  Standard  gauges  of  tools  and  machinery, 
standard  sizes  of  bolts,  nails,  and  parts, — all  of  these  represent  the  uni¬ 
versal  effort  to  standardize. 

(b)  Standards  of  Quality.  Steel,  coal,  and  other  raw  materials  are 
tested  in  laboratories  of  industrial  chemistry  to  insure  that  they  measure 
up  to  specifications  necessary  in  a  given  process  of  manufacture.  Physi¬ 
cal  tests  of  tensile  strength,  hardness,  and  texture  are  likewise  required. 
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The  buyer  of  commodities  requires  that  they  shall  be  of  standard  fine¬ 
ness,  standard  composition,  standard  finish,  standard  texture,  standard 
structure. 

(c)  Standards  of  Performance.  The  operating  efficiency  of  ma¬ 
chines  and  equipment  rests  upon  standards  of  speed,  output,  and  dura¬ 
bility.  Equipment  which  cannot  measure  up  to  the  strains  and  loads 
placed  upon  it  goes  into  the  discard.  Unless  machinery  can  perform  to 
standard,  it  is  unfit  for  productive  use. 

(d)  Standards  of  Design.  In  the  desire  to  cater  to  novelty,  personal 
taste,  and  exclusive  style,  production  has  often  suffered  from  an  over¬ 
diversification  of  design.  Excessive  multiplication  of  styles  and  designs 
is  wasteful  and  costly.  The  remedy  for  such  waste  lies  in  the  simplifica¬ 
tion  of  designs.  Simplification  means  reducing  designs  to  standards. 
For  instance,  a  tool  manufacturer  reduces  his  line  of  product  from  2,752 
specialty  items  to  761  standard  items.  A  manufacturer  of  farm  wragons 
reduces  his  line  from  1,200  makes  to  90  makes.  A  manufacturer  of  pipe 
fittings  reduces  from  17,000  items  to  610,  and  a  manufacturer  of  men’s 
hats  reduces  from  100  colors  and  shades  to  9.  Standardization  displaces 
specialty  in  design,  thereby  making  possible  a  greater  use  of  machinery 
in  production  and  a  corresponding  reduction  of  manufacturing  costs.6 

(e)  Standards  of  Labor.  Labor  itself  is  standardized  by  the  machine 
regime.  Job  analysis  and  time  and  motion  study  provide  a  standard 
task.  Rate  setting  and  scientific  wage  payment  involve  a  standard  wage 
scale.  Personnel  selection  provides  a  standard  workman  to  fit  a  standard 
job.  Standard  speeds  of  work,  standard  routine  in  shop  practice,  stand¬ 
ard  union  rules,  dominate  the  worker.  In  consequence,  repetition, 
monotony,  and  a  dead  level  of  uniformity  tend  to  characterize  the  work¬ 
shop. 

The  Automatic  Machine  and  Quantity  Production. — The  complete 
fruition  of  the  principle  of  standardization  is  the  automatic  machine. 
The  various  parts  of  a  given  product  are  reduced  to  standard  sizes 
and  shapes.  Each  part  is  interchangeable  with  the  corresponding  part 
of  any  other  sample  of  the  product.  For  example,  a  Ford  automobile 
has  about  5,000  parts.  If  a  dozen  such  cars  were  taken  entirely  apart, 
and  the  various  items  shuffled  in  a  general  mass,  and  a  dozen  new  cars 
were  reassembled,  the  parts  would  fit  the  new  cars  as  well  as  the  old. 
The  interchangeability  of  parts  makes  possible  quantity  production  by 
the  automatic  machine. 

This  principle  has  been  applied  to  a  wide  variety  of  products.  Loco¬ 
motives,  watches,  typewriters,  dynamos,  munitions,  cash  registers,  agri¬ 
cultural  implements,  cloth,  newspapers,  and  a  broad  variety  of  other 
products  are  included.  Most  package  goods,  bottled  goods  and  canned 
goods  rely  upon  automatic  processes.  The  president  of  a  large  chain  of 
retail  stores,  manufacturing  and  selling  5,000  different  kinds  of  articles, 

6  See  It.  H.  Lansburgh,  Industrial  Management,  Chapter  14;  also  Herbert 
Hoover,  in  Scientific  Management  Since  Taylor,  edited  by  E.  E.  Hunt,  Chapter  13. 
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states  that  production  depends  upon  “standardization,  in  which  lies  the 
future  of  large  volume  business.”  He  adds,  “The  way  to  manufacture 
most  cheaply  is  to  establish  a  separate  department  for  each  article  and 
to  put  it  through  in  continuous  repetitive  process  with  a  minimum  of 
human  handling.”7 

“Without  touch  or  aid  of  human  hand,  an  automatic  machine  pro¬ 
duces  complete  one-dram  bottles  at  the  rate  of  165  per  minute.”8  Of 
the  30  operations  required  in  the  manufacture  of  certain  farm  imple¬ 
ments,  one  operation  requires  a  man  to  feed  sheets  of  metal  into  a 
machine  which  cuts  them  automatically  into  a  standard  pattern  at  the 
rate  of  20,000  per  day.9  The  automatic  switchboard  is  fast  eliminating 
the  telephone  central.  Office  work  has  been  largely  taken  over  by  auto¬ 
matic  machines  for  typing,  sorting,  scaling,  classifying,  filing,  address¬ 
ing,  computing  figures,  and  keeping  records.  The  Webb  press  for  news¬ 
paper  printing  turns  huge  cylinders  of  paper  into  finished  news  sheets 
at  the  rate  of  288,000  eight-page  papers  per  hour. 

The  automatic  principle  is  capable  of  all  degrees  of  application. 
Semi-automatic  machines  require  a  certain  amount  of  human  control 
and  guidance,  and  slightly  automatic  machines  require  a  great  deal  of 
human  direction.  Any  industry  represents  a  combination  of  these  vary¬ 
ing  degrees  of  applying  the  automatic  principle.  In  the  steel  industry, 
“the  pig  casting  machines,  the  open  hearth  charging  machines,  not  to 
mention  the  blast  furnace,  skip  hoist,  electric  crane,  and  the  mechanically 
operated  rolling  mills  have  revolutionized  the  industry.  For  the  most 
part,  the  steel  worker  of  today  is  simply  moving  levers,  or  watching  and 
waiting  while  the  heat  and  the  machinery  do  the  work.”10  The  auto¬ 
matic  principle  runs  through  all  these  processes  in  one  form  and  degree 
or  another.  In  the  more  perfect  forms,  automatization  of  processes  in¬ 
creases  the  productive  power  of  labor  from  75  to  100  times.11 

This  great  increase  in  productive  power  depends  upon  mass  organi¬ 
zation  of  the  productive  process.  Repetitive  manufacture  of  inter¬ 
changeable  parts,  quantity  output  of  commodities,  low  cost  per  unit  of 
product,  these  are  the  heart  of  the  process.  In  this  type  of  manufacture, 
the  United  States  leads  the  world.  The  United  States  not  only  excels  in 
the  automatic  manufacture  of  consumable  products,  but  in  the  automatic 
manufacture  of  machinery  itself.  For  instance,  automatic  textile  ma¬ 
chines  and  automatic  boot  and  shoe  machines  are  themselves  made  by 
automatic  machines.  Interchangeable  parts  make  possible  machine-made 
machines.  These  machines  are  an  important  export  of  the  United  States 
to  countries  in  Asia,  Africa,  and  South  America,  which  are  in  the  initial 
stages  of  an  industrial  revolution.  Other  nations  excel  the  United  States 
in  lines  of  production  where  cheap  labor  is  the  chief  factor  in  cost  of 

i  System,  Vol.  39,  p.  355. 

s  United  States  Tariff  Commission,  Annual  Report,  1918. 

s  C.  H.  Parker,  Atlantic  Monthly,  Volume  125,  pp.  12-22. 

Industrial  Management ,  Jan.  1,  1921,  p.  63. 

ii  Scientific  American  Supplement,  Volume  85,  p.  278. 
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production.  But  the  United  States  excels  other  nations  in  most  lines 
where  principles  of  automatic  machinery,  standardization,  and  mass 
output  can  be  applied.12 

The  Productive  Character  of  the  Machine.— From  an  economic 
viewpoint,  what  are  the  essential  characters  of  the  machine?  We  have 
discussed  the  principles  of  division  of  labor  and  of  standardization  which 
make  the  machine  possible,  but  we  should  carry  the  discussion  further 
by  inquiring:  Wherein  does  the  power  of  the  machine  consist?  Why  is 
the  machine  so  much  more  effective  than  hand  work  with  tools? 

First,  the  machine  uses  nonhuman  energy  for  its  motive  force.  It 
utilizes  the  outside  energy  of  coal,  water,  oil,  and  electricity.  The 
machine  is  more  effective  than  handicraft  because  it  uses  horse-power 
and  kilowatt-hours.  Second,  the  machine  has  superhuman  speed. 
Wheels  may  revolve  thousands  of  times  per  second,  steel  prongs  and 
fingers  may  manipulate  at  an  invisible  speed,  and  in  comparison,  human 
hands  are  clumsy  and  slow.  The  machine  is  more  effective  than  handi¬ 
craft  because  it  possesses  swiftness  of  action.  Third,  the  machine  has 
superhuman  accuracy.  In  the  manufacture  of  machine  tools,  a  varia¬ 
tion  of  34 oooo  part  of  an  inch  can  be  detected  immediately  and  with 
perfect  accuracy.  No  laborer  can  repeat  his  motions  with  such  perfect 
precision.  The  machine  is  more  effective  than  handicraft  because  it  can 
repeat  its  processes  time  after  time  with  closest  accuracy.  Fourth,  the 
machine  can  concentrate  enormous  energy  in  small  space.  A  hundred 
thousand  slaves  have  enough  combined  energy  to  haul  a  freight  train, 

!2  The  automatic  machine  received  its  first  marked  impetus  in  the  United  States 
from  the  manufacture  of  the  automobile.  The  process  is  carried  to  the  highest  point 
in  the  Ford  plants.  Henry  Ford  has  described  leading  features  of  the  automatic 
process  in  his  plants  as  follows:  “A  Ford  car  contains  about  5,000  parts — that 
is  counting  screws,  nuts,  and  all.  Some  of  the  parts  are  fairly  bulky  and  others 
are  almost  the  size  of  watch  parts.  The  great  economies  began  in  assembling 
and  then  extended  to  other  sections,  so  that,  while  today  we  have  skilled  mechanics 
in  plenty,  they  do  not  produce  automobiles— they  make  it  easy  for  others  to  produce 
them.  Our  skilled  men  are  the  tool  makers,  the  experimental  workmen,  the 
machinists,  and  the  pattern  makers.  The  rank  and  file  of  men  come  to  us  unskilled; 
they  learn  their  jobs  within  a  few  hours  or  a  few  days.  If  they  do  not  learn 
within  that  time,  they  will  never  be  of  any  use  to  us.  The  net  result  of  our 
principles  is  the  reduction  of  the  necessity  for  thought  on  the  part  of  the  worker 
and  the  reduction  of  his  movements  to  a  minimum.  He  does  as  nearly  as  possible 
only  one  thing  with  only  one  movement.  The  assembling  of  the  motor,  formerly 
done  by  one  man,  is  now  divided  into  eighty-four  operations — those  men  do  the 
work  that  three  times  their  number  formerly  did.  Some  men  do  only  one  or  two 
small  operations,  others  do  more.  The  man  who  places  a  part  does  not  fasten 
it — the  part  may  not  be  fully  in  place  until  after  several  operations  later.  The 
man  who  puts  in  a  bolt  does  not  put  on  the  nut;  the  man  who  puts  on  the  nut 
does  not  tighten  it.  No  workman  has  anything  to  do  with  moving  or  lifting  any¬ 
thing.  When  we  cast  the  first  ‘Model  T’  cylinders  in  1910,  everything  in  the  place 
was  done  by  hand;  shovels  and  wheelbarrows  abounded.  Now  we  have  about 
5  per  cent  of  thoroughly  skilled  moulders  and  core  setters,  but  the  remaining  95 
per  cent  are  unskilled,  or  to  put  it  more  accurately,  must  be  skilled  in  exactly 
one  operation  which  the  most  stupid  man  can  learn  within  two  days.  There  is 
not  a  single  hand  operation.  If  a  machine  can  be  made  automatic,  it  is  made 
automatic.  We  have  less  than  50,000  men  on  automobile  production  at  our  highest 
point  of  around  4,000  cars  a  day.  A  million  men  working  by  hand  could  not  even 
approximate  our  present  daily  output.”  Henry  Ford,  in  My  'Life  and  Work,  edited 
by  Samuel  Crowther,  pp.  78,  79,  80,  81,  83,  87,  89,  90. 
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but  they  cannot  concentrate  their  energy  into  the  small  area  necessary 
to  drive  a  locomotive  piston.  Pressure  of  thousands  of  tons  per  square 
inch  may  be  exerted  by  steel  arms,  but  not  by  human.  Human  joints 
give  way  under  a  few  hundreds  of  pounds  pressure,  but  steel  axles  sus¬ 
tain  thousands  of  tons.  The  machine  is  more  effective  than  handicraft 
because  it  can  concentrate  immense  power  and  pressure  per  square  inch. 
Fifth,  the  machine  overcomes  the  friction  which  always  limits  the 
endurance  of  labor.  The  laborer  breaks  down  from  fatigue,  but  the 
machine  is  comparatively  fatigueless.  It  never  tires  out.  It  never 
suffers  from  nerves.  It  never  goes  mad  from  monotony.  It  has  no 
psychoneurosis.  Lubrication  relieves  the  friction  of  the  machine,  but 
cannot  relieve  the  fatigue  of  labor.  The  machine  is  more  effective  than 
handicraft  because  it  is  immune  from  human  fatigue. 

The  power  of  the  machine  is,  then,  fivefold :  it  harnesses  nonhuman 
energy,  moves  at  superhuman  speed,  repeats  with  superhuman  pre¬ 
cision,  focuses  superhuman  pressure  and  strain  per  square  inch,  and 
obviates  the  factor  of  human  fatigue.  These  are  the  characteristics  of 
the  machine  which  explain  its  productive  power.13 
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PROBLEMS  OF  PRODUCTION 

The  Localization  of  Industry. — Various  geographical  areas  spe¬ 
cialize  in  the  production  of  particular  commodities.  The  southern 
portion  of  the  United  States  specializes  in  production  of  cotton,  the 
western  portion  in  wheat  and  corn.  Brazil  is  a  special  producer  of 
coffee,  Cuba  of  sugar,  the  Orient  of  silk.  Paramount  factors  in  such 
specialized  production  of  foods  and  crops  are  the  climate  and  the  nature 
of  the  soil.  Mineral  production  is  also  highly  specialized  territorially, 
with  respect  to  the  geological  deposits  of  nature.  Thus,  coal  mines  center 
at  the  beds  of  coal,  and  copper  mines  at  the  beds  of  copper. 

Manufacture  specializes  with  respect  to  a  wider  variety  of  govern¬ 
ing  factors.  These  factors  include  nearness  to  raw  material,  near¬ 
ness  to  markets,  nearness  to  power  and  fuel,  nearness  to  suitable 
labor  supply,  nearness  to  capital  supply,  climatic  advantages,  the 
momentum  of  an  early  start,  and  artificial  advantages.  Location 
in  a  particular  area  is  the  result  of  some  combination  of  these  vari¬ 
ous  forces.  Due  to  different  combinations  of  these  advantages,  the 
manufacture  of  automobiles  is  heavily  concentrated  in  Detroit,  Michi¬ 
gan  ;  of  rubber  goods,  in  Akron,  Ohio ;  of  steel,  in  Pittsburgh,  Chicago, 
and  Gary;  of  chemicals,  near  Niagara  Falls;  of  meat  packing,  in  Chi¬ 
cago,  Illinois;  of  collars,  in  Troy,  New  York;  of  gloves,  in  Gloversville 
and  Johnstown,  NeAV  York;  of  silk  and  pottery,  in  New  Jersey;  of  men’s 
and  women’s  clothing,  in  New  York  City,  Rochester,  and  Cleveland. 
The  bulk  of  manufacturing  in  the  United  States  concentrates  in  the 
northern  and  eastern  portions.  This  concentration  is  largely  due  to  the 
fact  that  fuel  and  power  in  the  form  of  coal  and  water  power  are 
located  in  those  sections.  In  Europe,  manufacture  centers  around  the 
coal  beds  of  England,  France  and  Germany.  Manufacture  follows  coal. 

Specialization  occurs  not  only  between  different  parts  of  the  nation, 
but  between  different  nations.  International  specialization  is  illustrated 
by  the  prominence  of  chemicals  and  electrical  supplies  in  Germany,  of 
articles  of  taste,  luxury  and  fashion  in  France,  of  automatic  machinery 
in  the  United  States,  of  cotton  and  woolen  manufacture  in  England,  and 
of  raw  material  production  in  South  America.  Each  country  tends  to 
specialize  in  the  production  of  those  commodities  for  which  it  is  most 
fitted.  Each  country  tends  to  apply  its  labor  in  those  lines  where  it 
is  most  effective.  By  allowing  each  country  to  specialize  in  those  lines 
where  its  labor  yields  the  greatest  results,  all  nations  obtain  a  larger 
net  product.  Specialization  by  geographical  areas  is  advantageous  be- 
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cause  it  leads  to  a  greater  aggregate  product.  The  international  division 
of  labor  increases  the  total  output  of  the  nations  as  a  whole. 

The  location  of  industry  in  a  given  community  is  a  matter  of  evolu¬ 
tion.  Certain  areas  begin  with  grazing  and  pasturage,  develop  into 
wheat  and  corn  production,  and  later  take  up  detailed  lines  of  manu¬ 
facture.  The  line  of  progress  is  from  extractive  industries  to  manu¬ 
facturing  and  commercial  industries.  Side  by  side  with  such  forces  of 
change  are  forces  of  inertia.  Once  an  industry  has  established  itself  in 
a  locality,  it  tends  to  persist.  A  labor  supply  congregates  there,  bankers 
supply  financial  accommodation,  buyers  form  the  habit  of  coming  to 
the  community  to  select  their  wares,  transportation  lines  become  per¬ 
fected,  and  the  momentum  of  the  early  start  holds  the  industry  to  the 
original  roots.  This  inertia  may  exert  its  influence  long  after  any 
genuine  advantage  is  to  be  derived  from  the  localization.  The  factors 
which  influence  localization  are  a  conflict  between  inertia  and  the  status 
quo  on  the  one  hand  and  change  and  evolution  on  the  other. 

Not  all  of  the  reasons  which  influence  location  are  defensible  on 
grounds  of  superior  efficiency.  Many  artificial  reasons  influence  location, 
without  regard  to  productive  efficiency.  A  municipality  may  offer  a 
concern  tax  exemption  as  an  inducement  for  it  to  locate  there.  Varia¬ 
tions  in  state  laws  affecting  taxation,  factory  inspection,  workman’s  in¬ 
surance,  regulation  of  business,  and  the  like  may  be  a  deciding  factor.  A 
chamber  of  commerce  or  other  business  association  may  offer  a  concern 
a  free  building  site  or  other  considerations,  as  an  incentive  for  a  factory 
to  locate  in  a  given  community.  A  business  association  may  endeavor 
to  keep  a  cut  price  chain  store  out  of  a  community  by  renting  or  buying 
up  all  available  space  for  location.  International  localization  of  industry 
is  materially  affected  by  tariffs  and  subsidies.  Such  discriminations 
induce  concerns  to  establish  industries  where  they  could  not  possibly 
survive  without  artificial  help.  A  tariff  is  an  incentive  for  a  country  to 
specialize  in  the  production  of  commodities  for  which  it  is  least  fitted. 
All  of  the  artificial  advantages  here  mentioned  rest  upon  a  lessening 
of  productive  capacity  but  a  strengthening  of  profit  making  capacity. 
They  involve  strategies  and  discriminations  which  enable  the  individual 
business  to  make  more  money,  but  to  do  so  without  making  more  goods. 
They  are  pecuniary  or  business  advantages  but  industrial  and  produc¬ 
tion  disadvantages. 

Production,  and  Conservation  of  Resources. — Conservation  is  a 
problem  which  belongs  within  the  scope  of  economics,  inasmuch  as 
economics  is  concerned  with  the  economizing  of  the  materials  of  pro¬ 
duction.  Conservation  deals  with  the  economy  of  natural  resources. 

The  uneconomical  use  of  resources  grows  out  of  two  major  causes:  a 
defective  technology  of  physical  production  and  a  defective  code  of 
business  practice  and  of  money  making.  Both  the  physical  and  the 
pecuniary  factor  may  be  illustrated  by  the  history  of  forestry  exploita¬ 
tion  in  the  United  States.  First,  the  technology  of  forestry,  and  of 
cutting,  manufacturing,  and  consuming  lumber  has  been  extremely 
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wasteful.  The  Department  of  Agriculture  in  1922  estimated  that,  out  of 
a  cut  of  twenty-two  and  a  half  billion  cubic  feet  of  lumber  each  year,  we 
waste  more  than  nine  billion  feet.  This  waste  is  attributable  to  leaving 
part  of  the  timber  on  the  ground,  to  failure  to  utilize  by-products,  and 
to  inefficiency  in  mills  and  factories.  Not  only  is  there  waste  in  the 
current  production,  but  there  is  only  a  slight  effort  to  reforest  the  cut¬ 
over  areas.  The  time  required  to  regrow  a  forest  is  at  the  least  from 
30  to  50  years.  The  long  period  of  waiting  is  so  expensive  that  not  more 
than  one-quarter  of  the  lumber  cut  each  year  is  replaced  by  reforest¬ 
ing.  Added  to  these  evils  is  the  fact  that  abandonment  and  careless¬ 
ness  have  led  to  preventable  fires  which  have  devastated  millions  of 
acres.  In  all  these  respects,  the  technology  of  lumbering  has  been  waste¬ 
ful.  A  new  technology  based  upon  principles  of  conservation  has  been 
proved  both  possible  and  practicable. 

The  second  factor,  namely,  the  standards  of  private  profit  and  of 
business  practice,  have  been  closely  interlaced  with  the  faulty  tech¬ 
nology.  The  main  parts  of  the  forest  areas  were  permitted  by  the  Gov¬ 
ernment  to  fall  into  the  control  of  private  ownership.  Lumber  corpora¬ 
tions  bent  solely  upon  immediate  profit  stripped  the  forests  of  their 
wealth,  with  little  or  no  regard  for  the  future  of  the  country’s  resources. 
The  scruples  of  many  of  the  lumber  companies  were  inadequate  pro¬ 
tection  of  the  public  interest.  The  incentive  to  “cash  in”  once  and  for 
all  on  the  product  as  quickly  as  possible  was  increased  by  the  fact  that  as 
long  as  the  timber  was  standing,  it  was  being  “eaten  up”  by  un¬ 
scientific  taxation.  The  methods  of  making  money  profits  were  not  the 
methods  suited  to  conserve  natural  resources. 

Beginning  after  1900,  conservation  policies  received  serious  atten¬ 
tion.  Theodore  Roosevelt,  as  President  of  the  United  States,  exerted 
a  powerful  influence  in  the  direction  of  conservation.  The  conservation 
program  included  far-reaching  changes  in  both  the  physical  technology 
of  lumbering  and  the  methods  of  money  making.  Fire  prevention,  re¬ 
foresting,  utilization  of  by-products,  efficiency  in  mills  and  factories, 
development  of  substitutes  for  wood,  and  scientific  laboratory  research 
have  been  leading  aspects  of  the  new  technology.  Withholding  forests 
from  private  ownership,  leasing  by  the  Government  to  private  operators, 
regulation  of  lumber  corporations,  scientific  taxation  policies,  and  educa¬ 
tion  in  new  standards  of  business  practice  have  been  leading  aspects  of 
the  new  business  tactics.  Improved  technology  and  improved  business 
standards  make  possible  a  checking  of  our  profligate  waste  of  timber 
resources.  Proper  technique  of  production  and  of  business  promises  to 
stop  the  exhaustion  of  an  invaluable  natural  resource,  and  to  give  per¬ 
manence  and  stability  to  a  basic  national  industry. 

Natural  resources  are  of  two  kinds :  those  which  are  replaceable,  and 
those  which  are  non-replaceable.  Forestry  and  agriculture  represent 
resources  which  are  replaceable.  Proper  fertilization  of  the  soil,  rota¬ 
tion  of  crops,  and  cultivation  are  capable  of  indefinitely  renewing  the 
fertility  of  the  soil.  On  the  other  hand,  coal,  oil,  and  natural  gas  repre- 
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sent  non-replaceable  resources.  A  coal  mine,  once  exhausted,  can  never 
be  renewed.  At  present  rates  of  increase  in  consumption,  our  coal  re¬ 
sources  cannot  be  expected  to  last  more  than  three  generations,  and  our 
petroleum  resources  more  than  one  generation.1  All  of  these  industries 
suffer  from  a  wasteful  technology  of  production  and  from  a  faulty 
system  of  business  and  of  profit  making. 

Conservation,  on  both  the  technical  and  pecuniary  sides,  requires 
the  guidance  of  the  State.  Private  initiative  has  never  given  evidence 
of  being  adequate  to  the  task  of  formulating  and  executing  effective  con¬ 
servation  policies.  Conservation  is  distinctly  an  economic  function  of 
Government.  The  policies  which  Governments  have  undertaken  include 
education  and  publicity,  fire  prevention  service,  Government  ownership 
of  resources  with  either  public  operation  or  leasing  to  private  operators, 
legislation  compelling  economical  methods  of  production,  regulation  of 
competition,  prosecution  of  fraud,  and  laboratory  research. 

Too  often  a  nation  boasts  of  the  size  of  its  production,  without  regard 
to  the  effect  of  volume  of  output  upon  exhaustion  of  resources.  Mere 
size  of  wealth  may  be  an  economic  curse,  if  it  is  attained  by  waste  and 
destruction  of  natural  resources  themselves.  Production  which  rests 
upon  unnecessary  destruction  of  resources  is  uneconomical  production. 
A  startling  part  of  our  production  in  the  past  has  rested  upon  this  reck¬ 
less  and  heedless  process  of  exploitation.  The  last  two  decades  have 
in  a  degree  witnessed  an  awakening  to  the  fact  that  this  type  of  pro¬ 
duction  is  utterly  unnecessary  and  unjustifiable.  Production  with  con¬ 
servation  of  basic  materials  is  urgently  demanded  by  every  considera¬ 
tion  of  sound  economics. 

Coordination  of  the  Specialized  Machine  Processes. — The  mass  of 
specialized  machines,  specialized  laborers,  and  specialized  processes  has 
to  be  coordinated  into  a  harmonious  whole.  The  individual  laborer  or 
the  individual  machine  is  useful  only  when  combined  with  many  other 
laborers  and  machines,  not  only  in  the  same  plant,  but  in  other  plants 
scattered  over  the  world.  A  single  workshop  may  draw  its  materials 
from  the  five  continents  and  ship  its  products  around  the  world.  It 
interlocks  with  the  enterprises  from  which  it  receives  supplies  and  the 
industries  to  which  it  turns  over  its  output  for  further  manufacture  or 
for  processes  of  distribution.  The  single  plant  is  interdependent  with 
that  world-wide  network  of  plants  engaged  in  extracting  raw  materials 
from  the  earth,  transporting  them  by  land  and  water,  guiding  their 
course  by  electric  and  written  communication,  loading  and  unloading 
them  at  terminals  and  plants,  feeding  them  into  the  machines,  shipping 
them  out  to  distributors,  and  moving  them  into  the  hands  of  consumers. 
Each  step  in  this  series  of  steps  must  be  correlated  with  all  the  rest. 

i  Allowance  should  he  made  for  an  electrical  revolution  in  our  methods  of 
supplying  power.  The  so-called  Giant-Power  project,  if  executed,  would  provide 
huge  generating  stations  at  waterfalls  or  coal  mines,  to  transmit  energy  under 
high  voltages  and  at  great  distances.  Even  if  such  a  project  were  completed, 
however,  the  generating  plants  would  still  rely  heavily  upon  coal  as  an  ultimate 
source  of  energy.  The  conservation  of  coal  would  remain  an  urgent  necessity. 
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Each  process  follows  some  and  precedes  others.  All  parts  of  the  single 
plant  must  be  articulated  with  each  other,  and  also  with  all  parts  of 
those  other  enterprises  to  which  it  is  related.  Coordination  within  the 
plant  and  coordination  between  plants  are  alike  indispensable  to  secure 
the  fitting  together  of  the  countless  technical  processes  and  sub-processes 
to  make  a  comprehensive,  balanced,  production  system.  The  team-work 
of  the  constituent  parts  is  a  compelling  necessity. 

This  technology  of  coordination  involves  both  physical  and  pecuniary 
processes.  It  is  in  part  a  process  of  moving  physical  goods,  modifying 
the  shape  of  materials,  harnessing  energy,  manipulating  machines.  This 
technique  is  embraced  in  the  many  branches  of  engineering  science.  But 
side  by  side  with  this  physical  technique  runs  the  pecuniary  technique 
of  money  and  prices.  This  latter  technique  of  the  money  economy  in¬ 
volves  all  matters  of  finance,  stock  markets,  private  profit,  property, 
ownership,  price  levels,  purchases  and  sales,  business  cycles,  and  the 
like.  In  the  general  scheme  of  coordination,  both  engineering  and  pric¬ 
ing  are  necessary.  In  the  present  chapter,  however,  we  are  chiefly  con¬ 
cerned  with  the  engineering  aspect  of  the  case,  and  we  may  leave  the 
pricing  technique  for  consideration  in  later  chapters. 

The  engineer  is  the  great  coordinator  of  physical  processes  in  the 
machine  technology.  The  engineer’s  applied  science  of  organization  in¬ 
volves  the  correlation  and  administration  of  countless  mechanical  and 
human  factors.  There  are  in  the  United  States  upwards  of  200,000 
engineers  of  one  kind  and  another  associated  in  engineering  societies. 
Twenty-one  major  societies  are  united  in  the  Federated  American  Engi¬ 
neering  Societies.  Among  the  constituent  societies  are  the  industrial, 
the  mechanical,  the  civil,  the  electrical,  the  mining,  and  the  chemical 
engineers.  A  large  part  of  management  which  is  not  expressly  labeled 
“engineering”  has  to  do  nevertheless  with  matters  of  an  engineering 
nature.  “Management  engineering”  is  a  term  often  used  to  designate 
this  class  of  managerial  duties.  Management  involves  planning  and 
control  of  the  work  of  the  specialized  engineers.  Management  compre¬ 
hends  so  broad  a  scope  of  technical  problems  that  it  requires  the  use  of 
scientific  methods  in  formulating  and  executing  its  policies.  The  out¬ 
come  of  this  development  is  modern  scientific  management.  Scientific 
engineering  and  scientific  management  are  prime  necessities  for  bringing 
coherence  and  order  into  the  machine  technology.  “The  problem  which 
faces  modern  scientific  management,”  wrote  Frederick  W.  Taylor,  “is 
the  daily  control  and  the  direction  of  what  at  first  appears  to  be  an 
almost  uncontrollable  multitude  of  movements  of  men,  of  machines,  of 
small  implements,  of  materials,  and  of  parts  in  process.  Scientific  man¬ 
agement  demands  that  the  acts  of  the  men  and  the  movements  of  all 
these  men  and  elements  shall  be  regulated  according  to  clearly  defined 
scientific  rules  and  formulae.  ’  ’  2 

2  See  Frank  B.  Copley,  Frederick  W.  Taylor ,  Volume  I,  pp.  358-359.  Scientific 
management  has  often  been  called  “Taylorism,”  and  Taylor  has  been  called  the 
“father  of  scientific  management.”  The  principles  were  originally  worked  out  with 
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Management  and  engineering  are  important  because  they  increase 
the  output  from  a  given  amount  of  labor  and  capital.  They  make  pos¬ 
sible  a  greater  product  from  a  given  expenditure  of  energy.  However, 
the  degree  of  proficiency  attained  in  scientific  management  varies  very 
widely  from  plant  to  plant,  and  the  capacity  to  turn  out  increased 
product  differs  widely.  In  spite  of  the  proved  possibilities  of  science 
in  management,  most  production  engineers,  consulting  engineers,  and 
experts  in  the  science  of  management  agree  that  the  bulk  of  business 
today  is  grossly  inefficient.  In  the  judgment  of  conservative  engineers, 
the  average  enterprise  could  readily  increase  its  efficiency  from  25  to 
50  per  cent  by  the  application  of  known  and  tried  principles  and  prac¬ 
tices  of  management. 

In  1921,  Herbert  Hoover,  as  Secretary  of  Commerce,  supervised  the 
appointment  of  a  Committee  on  the  Elimination  of  Waste,  representing 
the  Federated  American  Engineering  Societies.  The  investigations  of 
this  committee  were  conducted  by  the  aid  of  a  staff  of  50  engineers. 
Their  investigations  covered  directly  1,125  separate  plants,  divided  be¬ 
tween  the  building  industry,  men’s  ready-made  clothing,  boot  and  shoe 
manufacture,  printing,  the  metal  trades,  and  textile  manufacturing. 

Four  basic  sources  of  waste  and  inefficiency  were  discovered : 

1.  Low  production  caused  by  faulty  management  of  materials, 
plant,  equipment  and  men; 

2.  Interrupted  production  caused  by  idle  men,  idle  materials,  idle 
plants,  idle  equipment ; 

3.  Restricted  production  caused  by  management  or  labor; 

4.  Lost  production  caused  by  ill  health,  physical  defects,  and  in¬ 
dustrial  accidents. 

The  responsibility  for  these  Sources  of  inefficiency  was  attributed 
by  these  engineers  mainly  to  the  shortcomings  of  management.  The 
gist  of  these  shortcomings  is  the  failure  to  utilize  and  apply  tried  and 
proved  principles  of  management.  The  conservatism,  inertia,  and  back- 

primary  reference  to  the  workshop,  hut  they  are  applicable  in  a  broad  way  to  all 
departments  of  management  and  to  all  industries.  Taylor  formulated  his  principles 
as  follows: — 

“The  managers  assume  the  burden  of  gathering  together  all  of  the  traditional 
knowledge  which  has  in  the  past  been  possessed  by  the  workmen,  and  then  of 
classifying,  tabulating,  and  reducing  this  knowledge  to  rules,  laws  and  formulas.” 
This  process  involves  four  major  duties. 

“First.  Development  of  a  science  for  each  element  of  a  man's  work,  which 
replaces  the  old  rule-of-thumb  method. 

“Second.  Scientific  selection,  training,  teaching  and  development  of  the  work¬ 
man  in  contrast  with  the  workman’s  choosing  his  own  work  and  training  himself,  as 
in  the  past. 

“Third.  Hearty  cooperation  with  the  men  so  as  to  insure  all  of  the  work  being 
done  in  accordance  with  principles  of  the  science  which  has  been  developed. 

“Fourth.  An  almost  equal  division  of  the  work  and  the  responsibility  between 
the  management  and  the  workmen,  whereby  the  management  take  over  all  the 
work  for  which  they  are  better  fitted  than  the  workmen.”  F.  W.  Taylor,  Principles 
of  Scientific  Management,  p.  36.  See  also  Scientific  Management  Since  Taylor, 
edited  by  E.  E.  Hunt. 
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wardness  of  management  are  at  fault.  The  principles  and  the  technique 
of  efficiency,  already  successfully  applied  to  pioneer  and  progressive 
plants,  are  available  but  unused.  Some  indication  of  the  extent  of  loss 
and  waste  from  managerial  inefficiency  is  contained  in  the  following 
detailed  findings  of  the  engineers:  Faulty  planning  of  material  caused 
labor  engaged  in  shoe  production  to  be  idle  more  than  35  per  cent  of 
the  time.  Faulty  planning  of  work  by  management  caused  a  loss  of 
one-third  during  the  normal  operation  of  clothing  factories.  Improper 
organization  of  the  men’s  ready-made  clothing  industry  accounted  for 
a  loss  of  40  per  cent  in  effectiveness.  In  the  printing  plants  of  New 
York  City,  less  than  one-fifth  of  the  plants  had  any  system  of  cost  ac¬ 
counting;  the  other  four-fifths  lost  money  during  1919.  The  metal  trades 
were  operating  at  about  60  per  cent  of  normal  output.  Labor  turnover 
was  found  to  be  needlessly  high,  and  few  factories  were  taking  advan¬ 
tage  of  any  personnel  system  to  reduce  the  consequent  loss.  The  manu¬ 
facturing  equipment  in  clothing,  printing,  and  shoe  manufacturing  was 
about  double  the  real  needs  of  the  country.  Seasonal  employment  meant 
that  in  clothing  manufacture  the  worker  was  idle  about  31  per  cent  of 
the  year,  in  shoe  manufacture  35  per  cent,  and  in  building  trades  37  per 
cent.  The  above  illustrations  serve  to  indicate  the  enormous  waste  in 
economic  organization,  due  mainly  to  the  failure  of  a  large  proportion 
of  managers  to  adopt  modern  science  and  technology  in  production.3 

The  technology  of  coordination  of  labor  is  fully  as  important  as  that 
of  the  division  of  labor  and  the  standardization  of  processes.  Machinery 
without  scientific  coordination  realizes  only  a  small  fraction  of  potential 
output.  Productive  efficiency  requires  both  machinery  and  coordination 
of  parts  and  processes.  The  great  desideratum  is  maximum  output  from 
a  given  expenditure  of  effort,  and  the  only  way  to  reach  it  is  by  ap¬ 
plication  of  the  principles  of  engineering  and  scientific  management  to 
industry. 

The  Factors  in  Production. — The  three  basic  factors  in  production 
are  land,  labor,  and  capital.  Land  includes  all  natural  resources, — 
crops,  minerals,  water,  air,  lumber.  Land  supplies  the  raw  materials  of 
production,  and  affords  the  opportunity  for  the  extractive  industries 
to  take  the  crude  gifts  of  nature  out  of  the  earth  and  make  them  ready 
for  the  processes  of  manufacture  and  distribution.  Land  also  serves  an 
economic  purpose  in  providing  the  location  of  industry. 

Labor  includes  labor  of  brain  as  well  as  labor  of  hand.  The  machine 
technology  has  more  and  more  separated  manual  and  mental  labor. 
The  mental  tasks  are  specialized,  and  performed  by  highly  trained 
engineers,  mechanics,  and  executives.  The  manual  tasks  require  obedi¬ 
ence  to  the  orders  and  instructions  worked  out  by  management.  A 
great  part  of  the  labor  of  the  common  man  is  a  routine  of  motions  pre¬ 
scribed  by  minds  higher  up.  Mental  labor  is  no  less  productive  than 
manual.  The  two  are  mutually  dependent. 

s  Committee  on  Elimination  of  Waste,  Federated  American  Engineering 
Societies,  TPasfe  in  Industry. 
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Capital  includes  all  articles  of  value  which  either  are  used  for  further 
production,  as  machinery,  or  are  used  for  gradual  consumption,  as 
houses.  The  most  important  single  form  of  capital,  from  the  standpoint 
of  physical  production,  is  machinery.  In  the  modern  business  world, 
capital  is  usually  expressed  in  a  sum  of  money.  And  this  form  of  ex¬ 
pression  measures  not  merely  tangible  capital  equipment,  but  also  in¬ 
tangible  property  values,  such  as  patents,  good  will,  and  special  privilege. 

The  three  basic  factors  in  production  may,  then,  be  stated  as  follows: 
First,  land,  including  natural  resources  and  location ;  second,  labor,  in¬ 
cluding  mental  as  well  as  manual  effort ;  third,  capital,  including  goods 
used  for  the  production  of  further  goods,  durable  articles  of  consump¬ 
tion,  intangible  as  well  as  tangible  property  values,  and  the  money  ex¬ 
pression  of  any  or  all  of  these  factors. 

There  are  three  auxiliary  factors  in  production:  management,  gov¬ 
ernment,  and  money.  Management  faces  a  twofold  task,  to  make  goods 
and  to  make  profit.  Management  coordinates  land,  labor,  and  capital 
into  a  going  concern,  for  the  production  of  economic  goods  and  services. 
Management  also  coordinates  costs  and  receipts,  for  the  production  of 
dividends  and  surplus.  The  physical  process  and  the  pecuniary  process 
require  coordination  in  the  going  business  concern.  This  task  of  man¬ 
agement  is  just  as  indispensable  a  form  of  labor  as  the  task  of  the  laborer 
who  mines  coal  or  tends  machinery.  Neither  could  go  on  without  the 
other.  Management  has  become  highly  specialized  for  the  performance 
of  its  functions.  More  and  more  management  is  divorced  from  owner¬ 
ship.  Managers  work  for  a  salary,  and  are  employed  by  the  owners  of 
the  business.  The  division  of  labor  has  reached  the  point  where,  in  the 
general  run  of  coi’porate  enterprise,  the  most  that  the  owners  can  do 
efficiently  is  to  own  and  the  most  that  the  managers  can  do  is  to  manage. 

Government  is  not  a  burden  on  industry  but  is  just  as  indispensable 
a  factor  in  production  as  land,  labor,  or  capital.  Government  is  a  form 
of  labor.  It  renders  economic  services  necessary  to  modern  production. 
By  protecting  property  rights,  enforcing  contracts,  regulating  competi¬ 
tion,  and  rendering  a  wide  variety  of  economic  functions,  government 
creates  utilities,  contributes  to  the  making  of  physical  products,  and 
supports  the  making  of  money  profits.  Government  is  productive  enter¬ 
prise  in  the  truest  sense  of  the  word  “productive.” 

Money  is  not  a  superficial  phenomenon  which  exists  merely  on  the 
surface  of  production.  It  is  a  productive  instrument,  and  just  as  in¬ 
dispensable  to  production  as  raw  materials  or  labor.  Indeed,  all  of  the 
tangible  goods  of  industry  are  dead  and  inert  until  they  are  fused  into 
a  going  concern  by  the  agency  of  money.  The  course  of  production  is 
always  regulated  sharply  by  the  movements  of  money  prices,  the  mal¬ 
adjustments  of  money  values,  the  money  spread  between  cost  and  sales 
prices,  and  the  amount  of  money  purchasing  power  in  the  hands  of 
consumers.  We  live  in  a  money  economy,  where  physical  production 
goes  on  only  under  sufferance  of  the  money  powers  higher  up.  All 
business  is  animated  by  the  desire  to  make  money  profit.  Physical  pro- 
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duction  is  wholly  subordinate  to  profit  making  in  the  mind  of  business. 
The  money  economy  controls,  guides,  and  dominates  the  production 
economy. 

The  three  auxiliary  factors  in  production  may  be- summarized  as 
follows:  First,  management,  which  coordinates  both  the  physical  factors 
and  the  pecuniary  factors,  which  is  a  highly  specialized  form  of  mental 
labor,  and  which  is  largely  divorced  from  ownership ;  second,  govern¬ 
ment,  which  is  not  a  deadweight  burden,  but  is  a  productive  agent,  in¬ 
dispensable  to  the  furtherance  of  business  enterprise;  third,  money, 
w'hich  controls  the  kind  and  amount  of  production,  and  animates  the 
business  system  of  private  profit. 

The  Entrepreneur. — Some  one  has  to  take  the  initiative  in  business 
enterprise.  Some  party  has  to  hire  the  labor,  procure  the  capital,  pro¬ 
vide  the  raw  material,  sell  the  product,  disburse  the  expenditures,  and 
determine  the  profit  or  loss.  Whoever  assumes  this  initiative  is  the  en¬ 
trepreneur,  or  enterpriser,  in  business.  He  is  often  referred  to  as  the 
capitalist,  the  captain  of  industry,  the  employer,  the  business  man. 
AVhatever  his  title,  the  contribution  which  he  makes  to  industry  is  defi¬ 
nite.  He  promotes,  organizes,  and  governs  the  enterprise.  He  takes 
the  initiative,  the  responsibility,  and  the  risk. 

In  some  enterprises,  the  entrepreneur  is  both  owner  and  manager. 
This  is  particularly  true  of  those  enterprises  which  have  not  yet  been 
brought  under  the  regime  of  corporate  ownership.  The  single  owner- 
manager  concentrates  in  his  own  hands  the  risk  and  responsibility  of 
the  business. 

The  matter  is  more  complex  in  those  enterprises  which  have  been 
taken  over  by  the  corporation.  Managerial  responsibilities  are  scattered 
between  Stockholders,  bankers,  boards  of  directors,  consulting  engineers 
and  lawyers,  and  executive  officials.  Ownership  is  scattered  among 
stockholders  great  and  small.  The  real  captain  of  industry  in  such  a 
case  may  be  the  president,  or  some  member  of  the  board  of  directors, 
or  a  large  stockholder,  or  an  outside  financier,  or  all  of  them  taken  to¬ 
gether.  The  initiative,  responsibility,  and  risk  are  greatly  complicated, 
and  the  functions  of  the  entrepreneur  are  highly  scattered  and  highly 
specialized.  But  no  matter  how  elusive  the  enterprising  function  may 
be  in  the  modern  corporation,  nevertheless  the  fact  remains  that  the 
genius  for  organizing  and  operating  the  concern  exists  somewhere.  The 
function  of  the  entrepreneur  remains,  however  much  it  may  be  split  up 
and  obscured.  The  function  is  just  as  definite  and  just  as  indispensable 
as  before.  Some  one  has  to  take  the  initiative,  to  “go  ahead,”  before  the 
going  concern  comes  into  being.  The  complex  entrepreneur  of  the  cor¬ 
poration  regime  performs  the  same  economic  service  in  kind  as  the  simple 
entrepreneur  of  the  owner-manager  type. 

Large  Scale  Production. — The  machine  technology  has  affected  the 
size  of  the  typical  business  unit.  In  the  pre-machine  era,  the  typical 
business  unit  was  a  small  family  or  other  group  of  laborers  using  a  few 
simple  tools  on  a  small  amount  of  raw  material.  In  the  machine  era, 


67 


Problems  of  Production 

the  typical  business  unit  is  an  aggregation  of  hundreds  or  thousands 
of  laborers,  using  a  mass  of  highly  expensive  machinery  and  equip¬ 
ment  on  a  great  volume  of  raw  materials.  Manufacture  more  perfectly 
reflects  this  tendency  toward  expansion  than  any  other  branch  of  pro¬ 
duction.  There  the  factory  is  the  typical  creation  of  the  machine 
process.  Factory  production  is  for  the  most  part  large  scale  production. 

The  degree  to  which  large  scale  production  prevails  varies  greatly 
from  industry  to  industry,  from  plant  to  plant  in  the  same  industry, 
and  from  country  to  country.  In  the  United  States,  anthracite  coal 
mining  is  highly  concentrated,  but  bituminous  coal  mining  is  highly 
scattered  among  relatively  small  companies.  Manufacture  of  iron  and 
steel  is  an  extreme  of  large  scale  production,  but  manufacture  of  textiles 
is  relatively  small  scale  production.  Ketail  stores  retain  in  large  meas¬ 
ure  smallness  of  size,  but  even  retailing  is  succumbing  more  and  more 
to  the  large  scale  activities  of  the  chain  store,  the  department  store,  and 
the  mail  order  house.  Even  in  an  industry  which  is  marked  by  large 
scale  production,  there  appear  many  independents  which  operate  suc¬ 
cessfully  on  a  small  scale.  The  independent  small  manufacturer  is  no 
rarity,  but  is  numbered  by  the  hundreds  of  thousands.  Differences  in 
size  between  plants  in  the  same  branch  of  production  are  everywhere 
to  be  found.  Finally  differences  between  countries  are  often  pronounced. 
The  United  States  has  upwards  of  30,000  separate  banks,  whereas 
Canada  has  17  large  banks  with  thousands  of  branches.  Banking  in 
England  has  undergone  tremendous  consolidation,  but  banking  in  the 
United  States  has  resisted  a  proportionate  concentration.  German  con¬ 
solidation  of  coal,  iron,  and  railroad  industries  has  gone  to  an  extreme 
probably  unmatched  by  any  other  country. 

However  widely  industries  may  differ  in  large  scale  production,  one 
fact  is  definite,  that  industry  in  general  is  operated  in  much  larger  units 
under  the  machine  regime  than  under  any  previous  regime.  The 
machine  technology  demands  bigness  in  the  unit  of  production.  The 
main  reasons  for  large  scale  production  may  be  summarized  as  follows : 

1.  It  makes  possible  an  economical  utilization  of  expensive  machinery 
and  other  capital  equipment.  The  single  family  or  the  small  producing 
group  cannot  afford  to  purchase  costly  equipment  which  would  of  neces¬ 
sity  be  idle  and  unproductive  a  great  part  of  the  time. 

2.  It  makes  possible  a  full  utilization  of  the  division  of  labor.  The 
large  concern  can  hire  experts  in  each  department,  and  can  secure  the 
best  brains  and  the  best  ability  for  each  important  task.  It  can  divide 
the  tasks  of  common  labor  into  narrowest  units,  and  so  make  possible 
the  use  of  automatic  machinery  and  standardization  of  processes. 

3.  It  can  economize  by  the  utilization  of  by-products.  The  preven¬ 
tion  of  waste  of  any  part  of  the  product  is  more  effective  where  the  by¬ 
product  can  be  dealt  with  in  large  quantities. 

4.  It  can  take  greater  advantage  of  applied  science,  laboratory  re¬ 
search,  and  experimentation. 
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5.  It  can  develop  the  market  to  better  advantage,  through  buying 
and  selling  in  quantities,  through  savings  in  advertising  and  financing, 
through  intensive  sales  effort.4 

Economic  Significance  of  Power. — In  1924,  the  energy  contributed 

to  production  by  firewood,  work  animals,  water  power,  coal,  oil,  and 
natural  gas  amounted  to  25,000  trillion  British  thermal  units.  Of  this 
total,  coal  supplied  65  per  cent,  oil  and  gas  22  per  cent,  wood  6  per  cent, 
water  4  per  cent,  and  work  animals  3  per  cent.  Water  and  coal  in 
turn  give  rise  to  electrical  power,  which  in  1924  amounted  to  more  than 
55  per  cent  of  the  total  power  used  by  manufacture.  The  tendency 
has  been  toward  an  increase  in  the  proportion  of  electrical  energy  and 
of  oil  energy.  Particularly,  the  electrification  of  industry  has  been  of 
paramount  importance,  and  promises  to  become  steadily  more  prevalent 
in  the  future.  The  age  of  electricity  emerges  from  the  age  of  coal. 

The  technology  of  electrification  involves  erecting  of  large  generating 
and  central  power  stations,  near  to  coal  mines  or  waterfalls,  and  mass 
transmission  of  the  energy,  under  high  voltages  and  over  great  dis¬ 
tances.  Such  distribution  of  energy  makes  possible  a  decentralization  of 
overcongested  manufacturing  areas.  It  cheapens  the  use  of  energy  and 
lowers  the  cost  of  production.  It  economizes  our  natural  resources.  It 
alters  materially  many  of  the  most  important  features  of  the  present 
technology  of  production. 

Mechanical  energy  is  of  the  utmost  economic  importance  because  the 
availability  of  such  energy  for  the  laborer  greatly  increases  his  output 
from  a  given  expenditure  of  effort.  The  history  of  increased  production 
per  worker  is  closely  interwoven  with  the  history  of  increased  horse¬ 
power  per  worker.  In  general,  the  efficiency  of  the  worker  is  in  direct 
proportion  to  the  amount  of  mechanical  energy  at  his  disposal.  The 
growth  of  mechanical  energy  in  industrial  use  is  shown  by  the  follow¬ 
ing  table: 

Primary  Horsepower  Used  in  Manufactures  in  the  United  States 


Year 

Total  Horsepower 

Horsepower  per  Wage  Earner 

1899 

10,097,893 

2.1 

1909 

18,675,376 

2.8 

1919 

29,504,792 

3.2 

1923 

33,749,429 

4.3 

The  most  significant  aspect  of  this  data  is  that  the  horsepower  per 
worker  has  more  than  doubled  during  a  quarter  of  a  century.  The 
worker,  although  laboring  fewer  hours  per  day,  nevertheless  turns  out 

4  For  further  discussion  of  the  advantages  and  disadvantages  of  combination, 
see  the  chapter  dealing  with  Management. 
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a  greater  product.  Not  only  is  the  output  greater,  but  the  technique 
of  the  labor  itself  is  materially  altered.  The  laborer  has  come  more 
and  more  to  confine  his  efforts  to  guiding  and  controlling  the  mechanical 
energy  employed.  His  effort  is  directed  to  pushing  a  button,  setting  a 
gauge,  moving  a  switch.  As  observed  by  an  engineering  authority, 
“The  modern  way  to  use  the  energy  of  a  man  is  to  employ  it  in  a  way 
similar  to  the  little  detonator  of  the  big  explosive — the  little  charge 
sets  off  the  big  one  and  does  an  amount  of  work  far  in  excess  of  its 
own  capacity.  ’  ’ 5 

Science,  Research,  Invention. — Improvements  in  modern  tech¬ 
nology  are  almost  wholly  due  to  specialized  scientists,  inventors,  engi¬ 
neers  and  statisticians.  The  technicians  are  always  in  quest  of  something 
new  and  better.  In  the  field  of  applied  science,  the  status  quo  is  not 
the  ideal.  Rather,  the  ideal  is  discovery,  development,  progress. 

For  the  most  part,  invention  by  some  individual  in  his  small  private 
workshop  is  a  thing  of  the  past.  The  private  struggle  for  invention 
associated  with  the  names  of  Watt,  Cartwright,  and  other  pioneers,  has 
been  superseded  by  large  scale  research,  in  specially  equipped  labora¬ 
tories,  financed  by  some  group  or  organization. 

In  the  modern  laboratory,  invention  in  the  popular  sense  of  the  word 
is  unknown.  Invention  viewed  as  a  sudden  inspiration  to  create  an 
utterly  new  mechanism  is  purely  a  popular  myth.  Invention  is  not  so 
heroic  and  dramatic  as  that.  In  fact,  the  research  specialists  of  today 
practically  eliminate  the  word  “invention”  from  their  minds.  They 
think  only  of  “improvement”  in  a  given  machine  or  process.  Scientists 
and  mechanics  are  attempting  to  discover  ways  and  means  of  improving 
old  machines  and  old  processes.  A  single  part  to  a  locomotive  may  be 
the  culmination  of  10,000  prior  improvements  in  that  particular  part. 
The  object  of  research  is  to  carry  the  improvements  one  step  further. 
The  sensational  invention  of  a  wholly  new  device  is  rare  indeed;  the 
development  and  improvement  of  a  device  already  in  use  is  a  common¬ 
place  industrial  happening.  The  trail  of  technological  progress  is 
marked  by  improvements  and  developments  in  a  gradual,  accumulative 
forward  movement. 

Four  main  types  of  research  agencies  are  in  operation:  university, 
privately  endowed,  governmental,  and  corporation.  Some  duplication 
occurs  in  any  such  classification,  but  fundamentally  these  four  classes 
are  distinct. 

(a)  University  Research.  The  universities  and  technical  schools  con¬ 
tribute  to  industrial  research  in  three  major  ways:  first,  by  educating 
students  who  will  carry  on  research  in  industrial  and  governmental 
laboratories;  second,  by  carrying  on  specific  researches  in  the  university 
laboratories  at  the  request  of  industries  which  feel  the  need  of  such 
investigations ;  third,  by  the  scientific  studies  made  by  the  faculty  staff 
for  the  advancement  of  scientific  knowledge. 

s  Thomas  T.  Read,  Federal  Bureau  of  Mines,  Address  at  Georgetown  Uni¬ 
versity,  1924. 
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In  regard  to  the  first  of  these  contributions,  the  schools  of  higher 
education  act  as  feeders  to  the  research  personnel  of  all  other  labora¬ 
tories.  In  all  industrial  laboratories,  a  large  percentage  of  the  workers 
are  graduates  of  universities  or  technical  schools,  and  in  many  such 
laboratories  a  strict  prerequisite  for  employment  is  a  degree  from  an 
appropriate  school  of  higher  education.  The  Schenectady  laboratories 
of  the  General  Electric  Company  employed  in  1924  about  90  college 
graduates  and  about  25  men  having  doctor’s  degrees.  The  Department 
of  Development  and  Research  of  the  Bell  Telephone  system  employed 
more  than  1,000  college  graduates,  picked  from  more  than  100  American 
colleges.  The  Bureau  of  Standards  in  Washington,  D.  C.,  employed 
more  than  400  men  holding  college  degrees  in  science,  technology,  and 
engineering.  The  training  in  scientific  method  and  the  instruction  in 
scientific  principles  which  the  universities  give  are  invaluable  to  the 
staffs  of  scientists  employed  in  all  non-university  laboratories. 

In  regard  to  the  second  university  contribution,  corporations  often 
employ  the  services  of  a  professor,  either  part  time  or  whole  time,  for 
research  in  the  university  laboratory  or  in  a  laboratory  provided  by 
the  corporation  itself.  A  more  common  method  of  direct  use  of  uni¬ 
versity  facilities  by  corporations  is  the  establishment  of  fellowships  for 
special  graduate  research  in  subjects  of  industrial  interest.  Even  cor¬ 
porations  which  have  laboratories  of  their  own  find  it  advantageous  to 
turn  over  certain  problems  to  the  universities  and  technical  schools. 
The  Du  Pont  Company  of  Delaware  in  1923  maintained,  in  addition  to 
its  own  laboratories,  research  fellowships  at  16  different  schools.  Many 
small  enterprises  which  do  not  feel  able  to  finance  independent  labora¬ 
tories,  with  their  costly  apparatus  and  highly  paid  scientists,  are  able  to 
finance  technical  fellowships  at  the  universities.  The  university  sup¬ 
plies  the  overhead  of  laboratory  organization  and  equipment,  and  the 
industry  bears  the  direct  labor  and  material  cost  of  investigation.  In 
1923,  it  was  estimated  that  over  580  scholarships  and  fellowships  for 
advanced  research  were  in  operation.  These  ranged  in  value  from  $100 
to  $2,000  annually. 

In  regard  to  the  third  form  of  university  research,  the  faculty  of 
the  university  carry  on  scientific  studies  for  the  advancement  of  knowl¬ 
edge,  for  the  extension  of  pure  science,  and  for  the  application  of 
science  to  industry  and  commerce.  Although  the  universities  have 
made  many  notable  practical  achievements  in  applied  science,  never¬ 
theless  their  most  distinctive  and  important  achievements  lie  in  the 
broader  field  of  pure  science.  The  professor  in  a  university  laboratory 
is  freed  from  the  atmosphere  of  commercialism  and  the  demand  for 
immediate  cash  results.  He  can  pursue  knowledge  for  knowledge’s  sake. 
He  can  make  his  main  objective  the  enlargement  of  the  boundaries  of 
truth.  This  environment  has  proved  to  be  the  proper  stimulus  for  the 
more  profound  investigations  of  science.  The  researches  of  Faraday 
in  electric  induction  and  of  Thomson  in  the  electron  and  the  vacuum 
tube  yielded  the  broad  scientific  principles  which  underlie  the  electrical 
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appliances  developed  in  manufacturing  and  commercial  laboratories. 
Studies  in  the  laws  of  gravity,  atomic  structure,  the  behavior  of  rays  of 
light,  or  the  properties  of  gases,  have  been  made  by  university  pro¬ 
fessors.  At  first  thought,  the  discovery  of  detached  principles  and  laws 
in  these  fields  may  appear  devoid  of  all  practical  value.  But  it  is  a 
commonplace  among  scientists  that  all  practical  inventions  and  dis¬ 
coveries  are  but  an  outgrowth  of  the  fundamental  laws  of  pure  science. 
The  universities  have  furnished  the  basic  principles  at  the  source  of  the 
leading  processes  in  modern  industry.  The  commercial  laboratories  and 
the  practical  inventors  depend  upon  the  professors  of  science  for  the 
basic  advances  in  scientific  knowledge.  After  pure  science  has  opened 
the  way,  applied  science  enters  the  field. 

The  main  handicap  in  university  experiment  is  the  lack  of  adequate 
funds.  University  money  must  be  utilized  primarily  for  instruction 
purposes  and  only  secondarily  for  original  experimentation.  This  draw¬ 
back  makes  it  undesirable  for  the  universities  to  undertake  experiments 
which  require  a  heavy  outlay  for  apparatus  and  equipment,  unless  they 
are  specially  financed  for  the  particular  purpose  by  corporations  directly 
interested.  The  universities  excel  in  research  which  requires  the  time 
and  effort  of  painstaking  labor.  Graduate  students  receive  their  chief 
compensation  in  the  form  of  training  and  scholastic  degrees.  Pro¬ 
fessors  pursue  experimentation  in  their  free  time,  often  with  the  desire 
to  extend  their  knowledge  of  the  science  or  to  create  prestige  by  their 
discoveries.  The  universities  are  specially  adapted  to  research  depend¬ 
ing  mainly  upon  the  labor  factor,  but  not  to  research  depending  upon 
the  capital  factor. 

The  research  for  which  universities  are  chiefly  distinguished  is 
usually  affected  with  a  broad  public  interest.  Universities  for  the  most 
part  limit  their  facilities  to  lines  of  study  which  are  likely  to  be  of 
concern  to  the  general  community.  Research  which  is  designed  merely 
for  profit  making  is  commonly  undertaken  by  non-university  labora¬ 
tories.  The  public  aspect  of  university  research  is  important  in  dis¬ 
posing  of  the  question  of  patent  rights.  The  principles  of  pure  science 
are  given  freely  to  the  world.  The  basic  discoveries  are  not  patented 
or  copyrighted.  On  the  other  hand,  discoveries  of  applied  science  are 
often  patented  by  the  individual  professor.  This  privilege  is  denied  to 
the  individual  in  some  universities,  on  the  grounds  that,  since  the 
financing  of  the  research  is  carried  on  by  the  university,  the  results 
belong  to  the  university,  and  should  be  controlled  in  ways  to  produce 
the  greatest  benefit  to  the  university  and  to  the  public.6  Columbia  Uni¬ 
versity,  while  not  compelling  the  individual  inventor  or  scientist  to 
surrender  his  patent  rights,  maintains  an  Administrative  Board  of 
University  Patents  to  accept  the  voluntary  assignment  of  such  rights. 
The  purpose  is  to  protect  the  discoverer  from  encroachments  upon  his 
rights,  to  ensure  that  the  public  be  served  under  the  best  possible  con¬ 
ditions,  and  to  enable  the  university  to  share  in  the  benefits  for  which 

6  The  University  of  Illinois  is  an  example  of  this  type  of  university. 
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it  was  in  part  responsible.7  In  any  case,  the  significant  feature  of  patent 
policy  in  university  research  is  the  recognition  of  the  interests  of  the 
public.  Public  benefit  conies  first,  commercialism  comes  last. 

(b)  Privately  Endowed  Research.  The  Carnegie  Institute,  with  an 
endowment  of  $22,000,000,  conducts  research  in  ten  special  lines  of  pure 
science,  including  terrestrial  magnetism,  geophysics,  solar  physics, 
botany,  nutrition,  and  economics.  The  Rockefeller  Institute  conducts 
intensive  research  in  the  field  of  medicine.  The  Smithsonian  Institute 
and  the  Russell  Sage  Foundation  conduct  important  scientific  studies  in 
the  physical  and  social  sciences.  The  Mellon  Institute,  maintained  under 
the  supervision  of  the  University  of  Pittsburgh,  provides  facilities  of 
research  suited  to  the  needs  of  individual  trades  or  industries.  The 
industry  pays  the  direct  labor  cost  of  the  research  by  maintaining  a 
fellowship  for  the  services  of  a  specially  employed  investigator.  These 
fellowships  cost  upwards  of  $5,000  per  annum  for  each  investigator  re¬ 
quired.  The  Institute  furnishes  laboratory,  library,  consultative  facili¬ 
ties,  the  use  of  its  permanent  research  equipment,  and  general  direction 
and  supervision  of  the  work.  Such  experimentation  is  more  effective, 
and  more  economical  of  time  and  money,  than  studies  which  the  manu¬ 
facturer  might  undertake  to  carry  on  independently  in  a  small  and 
poorly  equipped  laboratory  of  his  own.  Privately  endowed  research, 
whether  devoted  to  pure  science  or  applied  science,  stresses  investi¬ 
gations  which  are  of  marked  public  importance.  Research  for  mer¬ 
cenary  purposes  receives  no  attention.  The  whole  effort  is  concentrated 
upon  studies  affected  with  a  genuine  social  interest. 

(c)  Government  Research.  The  United  States  Bureau  of  Standards 
is  an  important  government  laboratory  maintained  by  the  Department 
of  Commerce.  This  Bureau  conducts  tests  of  materials  and  original 
research  for  other  departments  of  the  national  government  and  for  the 
state  governments.  It  also  carries  on  research  directly  as  the  agent  of 
corporations  and  trade  associations.  The  industries  in  such  cases  pay 
the  expense  of  a  research  associate,  who  is  usually  some  competent 
graduate  student  in  physics,  chemistry,  or  other  science.  The  Bureau 
of  Standards  supplies  the  overhead  of  laboratory  facilities  and  consulta¬ 
tion  with  expert  scientists.  The  research  covers  both  pure  and  applied 
science.  Investigation  is  not  undertaken  unless  the  results  are  likely 
to  be  of  benefit  to  the  public.  The  Bureau  reserves  the  right  of  pub¬ 
lication  of  all  findings,  and  in  general  such  discoveries  as  are  made  are 
not  patented  but  are  given  out  for  the  general  good  of  industry  and 
the  public. 

The  United  States  Bureau  of  Mines,  maintained  by  the  Department 
of  the  Interior,  is  likewise  devoted  both  to  research  for  other  government 
departments  and  to  research  for  industry  itself.  The  investigations 
cover  accident  prevention,  sanitation,  and  working  conditions  in  mining, 
and  technical  problems  in  pure  and  applied  science  affecting  the  pro¬ 
duction,  conservation,  and  utilization  of  minerals.  The  investigations 

7  Annual  report  of  President  N.  M.  Butler,  Columbia  University,  1925,  pp.  34-35. 
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in  all  cases  have  a  definite  public  interest,  and  the  results  are  disbursed 
freely  for  the  benefit  of  the  public.  The  Bureau  of  Fisheries  attempts 
to  increase  the  yield  of  fish  by  the  application  of  biological  science.  The 
Forest  Products  Laboratory,  maintained  by  the  national  government, 
with  the  cooperation  of  the  University  of  Wisconsin,  studies  methods  of 
conservation,  manufacture,  and  utilization  of  by-products  of  the  forests. 
The  Geological  Survey  provides  scientific  information  on  the  extent, 
nature,  and  composition  of  the  natural  resources  of  the  United  States 
and  of  the  rest  of  the  world.  The  Department  of  Agriculture  has  a  very 
elaborate  research  organization  in  Washington,  and  in  addition  co¬ 
operates  with  the  States  in  the  maintenance  of  agricultural  experiment 
stations.8  The  individual  farmer  has  almost  no  facilities  for  scientific 
research.  Consequently,  the  initiative  has  had  to  come  primarily  from 
the  government.  Thousands  of  studies  in  plant  and  animal  breeding, 
plant  and  animal  diseases,  treatment  of  the  soil,  and  farming  methods, 
have  made  invaluable  contributions  to  the  technique  of  modern  farming. 
These  major  government  agencies  of  research  reflect  an  alert  and  in¬ 
telligent  initiative  on  the  part  of  public  officials.  Whatever  may  he 
said  of  the  deadening  effect  of  politics  in  other  lines  of  business,  cer¬ 
tainly  the  accusation  cannot  be  made  that  political  institutions  have 
retarded  scientific  progress.  The  governments  have  more  often  stimu¬ 
lated  and  educated  industry  to  an  interest  in  the  possibilities  of  scien¬ 
tific  research.  The  initiative  and  the  inspiration  of  the  work  has  come 
primarily  from  the  government.  Without  the  spur  of  private  profit, 
without  the  drive  of  individual  initiative,  without  the  incentive  of 
patent  rights,  scientists  in  the  employ  of  the  government  have  in  count¬ 
less  ways  forwarded  the  technology  of  modern  production. 

A  salient  characteristic  of  government  research  is  its  provision  of 
laboratory  facilities  for  industries  which  otherwise  could  not  afford  the 
expense  of  research.  The  government  maintains  a  permanent  equip¬ 
ment  of  laboratory  materials  which  can  be  adapted  to  the  needs  of  special 
research  studies.  The  individual  enterprise  could  not  afford  the  original 
investment  or  the  overhead  cost  of  such  equipment. 

The  National  Research  Council  is  a  quasi-public  organization  which 
endeavors  to  stimulate  research  in  science,  to  survey  and  collate  scientific 
facilities,  and  to  secure  the  cooperation  of  all  scientific  agencies  and 
interests.  In  1920,  the  membership  of  the  Council  consisted  of  repre¬ 
sentatives  of  70  scientific  and  technical  societies  and  government  de¬ 
partments.  The  council  is  financed  by  private  contributions  and  endow¬ 
ments  and  administered  by  private  authorities,  but  works  in  intimate 
cooperation  with  all  government  departments  interested  in  scientific 
work.  The  Council  does  not  conduct  research  itself,  but  promotes  and 
encourages  the  research  of  all  other  agencies  by  conferences,  consultation, 
and  cooperation. 

s  The  Bureau  of  Agricultural  Economics  and  the  Bureau  of  Labor  Statistics 
should  he  mentioned  as  government  agencies  performing  valuable  economic  and 
statistical  research. 
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Other  countries  have  furthered  the  movement  of  scientific  research 
in  like  manner,  by  both  direct  appropriation  of  expenses  for  laboratories 
and  by  quasi-public  stimulation  and  education  of  other  research  agencies. 
England,  France,  Japan,  and  Germany  contribute  to  research  in  both 
these  ways.  Germany  has  carried  government  research  to  a  much  higher 
degree  of  effectiveness  than  most  other  countries.  The  Reichsanstalt 
provided  a  great  public  laboratory,  financed  by  the  government.  The 
Kaiser  Wilhelm  Gesellschaft  was  a  research  organization  endowed  by  the 
commercial  interests  and  operated  in  close  alliance  with  the  departments 
of  the  government.  Probably  the  most  important  method  of  promoting 
research  was  government  aid  and  supervision  of  the  technical  schools 
and  universities.  The  government  made  direct  appropriations  to  the 
technical  schools,  and  encouraged  business  associations  to  contribute  gen¬ 
erously  to  the  same  end.  The  institutions  of  higher  education  in  Ger¬ 
many  busied  themselves  in  countless  ways  with  scientific  studies  affect¬ 
ing  every  side  of  industrial  technology.  Due  to  this  emphasis  upon 
science,  Germany  achieved  an  especially  high  place  in  such  industries  as 
chemicals,  dyes,  and  electrical  supplies.  The  schools  sent  out  each  year 
thousands  of  trained  scientists  who  in  turn  furnished  the  personnel  for 
the  private  laboratories  of  corporations  and  trade  associations.  The 
professors  in  the  universities  cooperated  with  the  government  and  with 
industry  to  advance  in  every  possible  way  the  application  of  science  to 
industrial  technology.  The  alliance  between  the  government,  the  uni¬ 
versity,  and  the  corporation  was  complete,  and  the  results  were  evident 
in  the  scientific  proficiency  of  German  production. 

(d)  Corporation  Research.  Research  at  the  initiative  of  private  cor¬ 
porations  may  be  organized  in  four  main  ways : 

First,  corporations  may  employ  research  experts  in  laboratories  of 
the  government  or  of  the  universities.  This  method  of  financing  and 
supporting  research  has  been  discussed  in  connection  with  university 
and  government  research,  and  need  not  be  treated  again  at  this  point. 

Second,  an  individual  corporation  may  establish  a  research  labora¬ 
tory  as  a  part  of  its  own  business  organization.  In  1924,  more  than 
500  different  concerns  maintained  laboratories  of  this  type.  In  size, 
the  laboratories  range  all  the  way  from  dingy  one-room  structures  to 
large  buildings  costing  millions  of  dollars  and  used  exclusively  for 
research  purposes. 

Third,  a  group  of  corporations  may  establish  a  cooperative  labora¬ 
tory  and  share  the  expense  of  maintenance.  In  1924,  approximately 
40  trade  associations  conducted  such  laboratories.  Small  concerns  find 
cooperative  research  specially  helpful,  since  the  sharing  of  expenses 
reduces  the  burden  upon  each  individual  company.  Such  research  is 
not  suited  to  subjects  involving  trade  secrets,  because  the  results  of  the 
research  become  the  common  property  of  all  the  members.  The  appro¬ 
priate  subjects  for  investigation  are  only  those  which  are  not  affected 
with  the  jealousies  of  competition. 

Fourth,  corporations  may  refer  their  research  problems  to  privately 
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incorporated  laboratories,  which  sell  their  services  outright  to  manu¬ 
facturers.  In  1924,  about  86  such  laboratories  were  in  operation  in  the 
United  States.  These  private  laboratories  render  expert  opinions  and 
consultant  advice  for  a  professional  fee.  Also,  they  conduct  original 
investigations  for  certain  fixed  scales  of  charges. 

The  research  work  undertaken  by  corporate  forms  of  organization 
falls  into  three  main  classifications : 

First,  research  may  be  purely  analytical.  It  is  devoted  to  routine 
testing  of  raw  materials  and  finished  products  to  insure  certain  standards 
of  quality.  It  also  sets  up  standards  of  testing,  to  the  end  that  analytical 
methods  may  be  uniform  and  consistent.  This  type  of  work,  for  the 
most  part,  calls  for  relatively  slight  originality  and  creative  ability. 

Second,  research  may  be  developmental.  In  that  case,  it  is  devoted 
to  the  discovery  of  possible  new  products,  to  the  improvement  of  old 
products,  to  the  elimination  of  manufacturing  troubles,  and  to  testing 
the  commercial  value  of  new  industrial  propositions  submitted  to  the 
corporation.  This  type  of  work  calls  for  the  most  brilliant  creative 
ability.  The  great  original  discoveries  and  inventions  are  made  by 
scientists  and  inventors  of  this  character.  New  processes,  new  machin¬ 
ery,  new  ideas,  emanate  chiefly  from  this  small  group  of  research  experts. 
The  scope  of  their  studies  is  somewhat  limited  by  the  necessity  for  getting 
practical  results.  Their  interest  is  mainly  in  applied  science.  They  of 
course  depend  upon  the  workers  in  pure  science  for  much  of  their 
information,  but  such  contributions  from  pure  science  are  merely  the 
starting  point  for  the  workers  along  strictly  practical  lines.  Each  in¬ 
vestigation  is  circumscribed  with  the  all  important  question :  Will  it 
pay?  If  it  will  not  enable  the  corporation  to  make  a  larger  profit,  it 
will  be  immediately  stopped.  The  pressure  is  strongly  for  discoveries 
and  inventions  which  can  be  turned  into  dollars  and  cents. 

Third,  research  may  be  purely  scientific.  For  the  most  part,  studies 
in  pure  science  are  pursued  in  the  university  environment  or  in  govern¬ 
ment  laboratories.  But  some  of  the  larger  corporation  laboratories  find 
it  advantageous  to  engage  directly  in  research  in  pure  science  on  their 
own  account.  A  substantial  amount  of  truly  fundamental  research  in 
pure  science  is  carried  on  in  corporation  laboratories,  but  in  general 
pure  science  is  decidedly  subordinate  to  applied  science  in  their  activi¬ 
ties.  Abstract  laws  are  of  secondary  interest  in  comparison  with  con¬ 
crete  discoveries  and  practical  results  which  have  an  immediate  dollars 
and  cents  value. 

The  inventions  and  discoveries  made  in  these  various  types  of  labora¬ 
tories  are  seldom  the  fruit  of  the  effort  of  any  one  man.  They  are  the 
fruit  of  collective  effort.  Team  work,  conference,  suggestion,  coopera¬ 
tion  between  a  group  of  scientific  experts,  are  the  methods  of  arriving 
at  results.  Each  improvement  or  development  is  a  joint  product,  and 
cannot  be  traced  exclusively  to  the  genius  of  any  individual.  It  is  true 
that  certain  scientists  display  greater  ability  to  take  advantage  of  such 
group  cooperation  than  others,  but  even  the  most  distinguished  indi- 
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viclual  modern  scientists  owe  to  their  fellow  workers  much  credit  for 
cooperation.  Individualistic  achievement  is  rare  and  difficult,  coopera¬ 
tive  achievement  is  the  common  thing.  The  reaction  of  mind  on  mind 
is  of  vital  importance. 

The  cooperators  are  commonly  paid  a  salary  for  their  work.  Pro¬ 
motion  is  based  upon  effectiveness  in  getting  results  from  investigation. 
The  corporation  finances  the  undertaking,  and  provides  the  capital 
equipment  necessary  for  laboratory  facilities.  The  research  expert  does 
not  ordinarily  patent  his  development  or  improvement.  The  patent  is 
taken  out  in  the  name  of  the  corporation,  and  the  profits  to  be  derived 
from  patent  monopoly  enrich  the  corporation  rather  than  the  scientist.9 

The  Incentives  to  Invention  and  Discovery. — The  modern  scientist 
or  inventor  usually  works  as  a  salaried  employee.  His  financial  incen¬ 
tive  is  simply  to  earn  his  salary,  or  perhaps  to  win  a  promotion  and 
thereafter  to  receive  a  higher  salary.  If  he  is  in  the  employ  of  a  cor¬ 
poration,  the  corporation  will  usually  take  out  the  patents  in  its  own 
name  and  for  its  own  benefit.  If  he  is  in  the  employ  of  the  govern¬ 
ment,  no  private  patent  will  be  taken  out,  but  the  discovery  will  be 
reported  for  the  public  good.  If  he  is  in  the  employ  of  a  university, 
he  may  or  may  not  be  allowed  the  privilege  of  patenting  his  discoveries, 
according  to  the  policy  of  the  university  concerned.  In  case  he  is  in  a 
position  to  take  out  a  patent,  he  must  face  the  probability  of  encroach¬ 
ments  upon  his  rights.  If  he  prosecutes  such  encroachments  at  law,  he 
must  face  the  fact  that  the  corporation  opposing  him  has  endless  legal 
resources  for  a  long  drawn  out  battle  in  the  courts.  The  prospect  of 
winning  a  fortune  from  patent  rights  is  no  longer  a  primary  incentive 
to  the  inventor.  The  typical  inventor  works  for  some  one  else,  and  if 
he  makes  a  discovery,  the  patent  rights  and  royalties,  if  there  are  any, 
redound  to  the  benefit  of  the  employer,  not  the  employee. 

In  addition  to  the  financial  incentive,  there  is  the  incentive  of  prestige 
in  the  profession.  Great  scientists  become  famous,  and  to  no  small 
extent,  fame  is  its  own  reward.  The  inventor  is  not  forgetful  of  the 
glory  and  renown  which  attaches  to  the  names  of  great  discoverers.  The 
desire  to  achieve  leadership,  to  be  hailed  as  a  benefactor  of  the  race,  to 
be  recognized  as  an  authority,  is  a  powerful  motive  in  all  modern 
research. 

Underlying  the  incentives  of  finance  and  fame,  is  the  impetus  of  a 
purely  scientific  love  of  truth.  The  great  minds  of  pure  science  have 
been  animated  by  a  spontaneous  desire  to  extend  the  fields  of  knowledge. 
The  inventor  becomes  interested  in  his  task  and  gives  up  his  entire 
life  to  its  completion.  The  scientist  may  work  on  a  single  problem  for 
decade  after  decade  for  the  love  of  the  work.  Intellectual  curiosity, 
absorption  in  a  difficult  problem,  constructive  imagination, — these  are 
characteristics  of  the  motives  everywhere  apparent  in  modern  research. 

Moreover,  the  scientist  is  public  spirited  in  his  studies.  He  is  not 

9  Valuable  discussion  of  research  is  contained  in  an  unpublished  monograph  by 
A.  C.  Gubitz,  The  Inventor’s  Contribution  to  Industry. 
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wanting  in  a  sense  of  service  to  humanity.  Part  of  his  incentive  is  to 
ameliorate  human  suffering,  improve  the  life  of  the  community,  and 
advance  the  social  good. 

The  incentives  are  mixed  and  varied.  They  combine  in  different 
proportions  in  different  men.  One  thing  is  significant,  however,  that 
the  profit  motive  is  not  the  paramount  factor  in  most  modern  invention 
and  research.  That  is  to  say,  it  is  not  the  motive  in  the  mind  of  the 
scientist.  It  is,  however,  likely  to  be  the  motive  of  the  corporation 
sponsoring  the  research.  The  corporation  decides  to  employ  scientists 
and  to  equip  laboratories  because  thereby  it  hopes  to  enlarge  its  possi¬ 
bilities  of  profits.  The  profit  motive  is  doubtless  uppermost  in  the  minds 
of  the  business  men  who  finance  research,  but  it  appears  to  be  only  one 
of  several  major  motives  in  the  minds  of  the  inventors  and  scientists 
themselves.  They  have  a  salary  motive,  but  scarcely  a  profit  motive. 

Business  Research. — Scientific  investigation  is  not  confined  to  the 
physical  sciences  and  the  mechanical  arts.  It  extends  to  the  field  of 
management,  both  within  the  plant  and  over  the  economic  system  as  an 
entirety. 

Science  applied  to  internal  management  leads  to  industrial  psy¬ 
chology,  personnel  administration,  human  engineering.  It  also  leads 
to  efficiency  methods,  to  industrial  engineering,  and  to  scientific  manage¬ 
ment.  The  detailed  considerations  in  these  applications  of  science  are 
discussed  in  later  chapters  dealing  with  management  and  with  labor. 
The  important  fact  to  be  noted  at  this  point  is  that  scientific  methods 
and  principles  have  been  proved  applicable  to  this  type  of  problem. 
Progress  in  managerial  technology  within  the  plant  comes,  not  from 
rule  of  thumb  methods,  but  from  modern  methods  of  scientific  analysis. 

Science  applied  to  external  economic  problems  leads  to  business 
statistics,  analysis  of  the  business  cycle,  knowledge  of  production,  dis¬ 
tribution,  and  consumption.  It  leads  to  fact  finding  in  fields  that  have 
hitherto  remained  unexplored  and  obscure.  It  supplies  data  of  value  in 
articulating  the  various  parts  of  the  business  structure.  The  relations 
between  factories,  railroads,  warehouses,  farms,  mines,  and  stores  must 
be  correlated.  The  immense  complexities  which  are  involved  require 
refined  methods  of  mathematical  and  statistical  analysis.  Detailed  con¬ 
sideration  of  these  types  of  research  is  given  in  later  chapters  dealing 
with  the  business  cycle.  Bureaus  of  business  research  have  become  a 
common  feature  of  schools  of  business  administration.  Similar  bureaus 
have  in  many  cases  been  created  by  private  foundations  and  endow¬ 
ments.  Corporations  maintain  private  statistical  departments,  or  co¬ 
operate  to  maintain  collectively  a  statistical  bureau  for  their  common 
use.  Various  departments  of  the  government  supply  statistical  analysis 
and  statistical  data.  The  application  of  science  to  general  business 
problems  is  a  highly  important  development  of  modern  economic 
technique. 

The  Significance  of  Scientific  Research  for  Production  Theory. — 

The  work  of  the  scientist  and  the  inventor  is  chiefly  significant  in  the 
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theory  of  production  because  it  tends  to  increase  the  product  from  a 
given  expenditure  of  effort.  Research  results  in  greater  output  from  a 
given  quantity  of  labor.  It  leads  to  an  economy  of  human  energy,  by 
multiplying  the  economic  effectiveness  of  each  unit  of  human  energy. 
Every  improvement  in  technology  must  justify  its  existence,  from  the 
production  standpoint ,  by  this  acid  test:  Does  it  augment  the  product 
from  a  given  expenditure  of.  effort? 

By  a  variety  of  methods,  the  scientific  technique  of  production 
measures  up  to  the  productive  test  set  for  it.  Science  in  industry  in¬ 
creases  the  division  of  labor  and  intensifies  specialization.  It  leads  to 
standardization,  automatic  methods,  and  quantity  production.  It  in¬ 
creases  the  substitution  of  non-human  energy  for  that  of  the  human 
hand  and  brain.  It  conserves  the  resources  of  nature  by  prevention  of 
waste  and  utilization  of  by-products.  It  improves  the  effectiveness  of 
the  machine  and  of  the  machine  technology.  And  it  leads  to  a  repropor¬ 
tioning  of  the  basic  factors  in  production.  Scientific  technique  increases 
the  relative  importance  of  capital  and  decreases  the  relative  importance 
of  labor  in  production.  It  substitutes  mechanism  for  man  power,  capital 
for  labor.  The  value  added  by  manufacture  is  more  and  more  at¬ 
tributable  to  the  capital  factor.  The  utilities  created  are  more  and 
more  due  to  the  agency  of  the  machine  and  the  scientific  process.  By 
these  various  and  sundry  methods,  scientific  technology  tends  to  meet 
the  productive  test,  in  that  it  increases  the  output  from  a  given  expendi¬ 
ture  of  effort. 
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CHAPTER  VI 


PRINCIPLES  OF  CONSUMPTION 

The  Meaning  of  Consumption. — Consumption  deals  with  the  satis¬ 
faction  of  wants.  Economics  views  the  consumer  as  a  bundle  of  wants. 
His  wants  for  food,  for  clothing,  for  recreation,  and  for  countless  other 
things  require  gratification.  Take  away  man ’s  wants  and  you  take  away 
the  mainsprings  of  economic  activity.  The  whole  mechanism  lies  dead 
and  inert.  But  stimulate  and  satisfy  man’s  wants,  and  you  galvanize 
the  economic  mechanism  into  action.  The  forces  which  make  the  eco¬ 
nomic  wheels  go  round  are  the  wants  of  consumers.  Hence  economics, 
in  dealing  with  consumption,  concentrates  its  analysis  upon  the  nature 
of  wants. 

What  happens  to  the  individual  when  wants  are  satisfied?  What 
goes  on  in  human  nature  when  consumption  takes  place?  The  answer 
leads  into  the  domain  of  related  sciences,  psychology,  biology,  philosophy. 
An  act  of  consumption  involves  stimulus  and  response.  It  involves 
activity  of  the  sensory  organs  in  reception  of  stimuli.  It  involves 
activity  of  the  nerve  system  in  transmitting  stimuli.  It  involves  activity 
of  muscular  and  glandular  organs  in  responding  to  stimuli.  The  re¬ 
action  of  human  organism  to  environment  involves  the  functioning  of 
the  physical  mechanism  of  the  individual.  The  individual  is  a  set  of 
reaction  systems.  All  that  happens  to  the  individual  happens  by  the 
pathway  of  stimulus  and  response,  by  the  pathway  of  reaction. 

The  consumption  of  food  is  not  merely  the  act  of  destroying  the 
material  thing.  It  is  an  act  of  nutrition  or  malnutrition,  in  which  the 
functioning  of  the  digestive  system,  the  nervous  system,  the  entire 
physical  organism  is  involved.  Consumption  is  not  merely  what  the 
individual  does  with  food ;  it  is  what  food  does  to  the  individual.  The 
consequence  of  consumption  is  the  building  of  health,  of  energy,  of 
strength.  The  want  for  food,  then,  goes  beyond  the  mere  appetite  of 
hunger;  it  extends  to  the  want  for  the  healthy  functioning  of  the  in¬ 
dividual,  to  the  want  for  life  itself. 

This  physical  and  mechanistic  view  of  the  nature  of  want  satisfaction 
may  be  supplemented  by  the  mental  or  spiifitual  view  of  the  same 
phenomenon.  In  coordination  with  the  mechanism  of  sense  organs, 
nerves,  and  muscles,  there  goes  on  a  conscious  process  of  desires,  wishes, 
and  ambitions.  Consciousness  and  the  whole  subjective  life  are  to  be 
reckoned  with.  If  we  take  the  purpose  of  life  to  be  happiness,  then 
consumption,  broadly  speaking,  is  the  satisfaction  of  all  those  wants  by 
means  of  which  the  individual  seeks  happiness.  If  we  take  the  purpose 
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of  life  to  be  service,  then  consumption,  broadly  speaking,  is  the  satis¬ 
faction  of  all  those  wants  by  means  of  which  the  individual  seeks  to 
render  service.  Whatever  we  take  the  purpose  of  life  to  be,  consumption 
is  the  attempt  to  achieve  that  purpose. 

The  Measurement  of  Consumption. — Production  has  already  been 
defined  as  the  creation  of  utilities.  Consumption  involves  the  using  up 
of  the  utilities  so  created.  Consumption  destroys  utilities,  but  does  not 
destroy  matter  or  energy.  The  shapes  and  forms  of  matter  are  changed, 
and  the  kinds  of  energy  are  changed,  but  there  is  neither  more  nor  less 
matter  and  energy  after  consumption  than  before.  The  only  thing  de¬ 
stroyed  in  the  process  of  consumption  is  economic  utility.  This  view  of 
the  consumption  process  is  especially  useful  in  formulating  a  theory  of 
value.  Its  significance  is  discussed  in  a  later  chapter  dealing  with  the 
problem  of  value. 

Important  though  the  concept  of  economic  utility  is  for  such  a  pur¬ 
pose,  it  nevertheless  is  inadequate  as  a  basis  for  a  full  analysis  of  con¬ 
sumption.  •  This  inadequacy  of  the  utility  concept  is  chiefly  apparent 
whenever  we  attempt  to  measure  the  phenomenon  of  consumption.  An 
utility  is  purely  an  abstraction.  We  can  postulate  it  and  use  it  as  a 
logical  tool,  but  we  cannot  measure  it.  There  is  no  unit  of  measurement 
which  applies  to  the  abstract  concept. 

However,  one  thing  the  economist  can  do,  that  is,  measure  the  amount 
of  goods  which  embody  the  utilities.  He  can  ascertain  the  number  of 
bushels  of  wheat,  the  number  of  pounds  of  sugar,  the  number  of  yards 
of  cloth  which  a  community  uses.  He  can  derive  from  these  physical 
measurements  of  the  things  consumed  an  estimate  of  the  volume  of 
consumption. 

A  second  method  of  measurement  is  open  to  the  economist.  He  can 
ascertain  the  amount  of  money  for  which  economic  goods  or  economic 
utilities  are  exchangeable.  He  can  take  the  price  measure  of  consump¬ 
tion.  The  number  of  dollars  the  consumer  spends  for  each  item  on  his 
budget  affords  a  basis  for  a  pecuniary  estimate  of  the  volume  of  con¬ 
sumption. 

Whether  the  physical  or  the  money  measurement  of  consumption  be 
taken,  the  economist  must  also  take  into  account  the  ultimate  factor  of 
consumers’  welfare.  Unless  the  volume  of  goods  and  the  volume  of 
money  spent  results  in  a  proper  volume  of  human  welfare,  consumption 
lias  fallen  short  of  its  goal.  Physical  things  and  dollars  and  cents  are 
of  no  avail  unless  they  lead  to  the  well-being  of  the  community.  The 
goods  and  the  money  are  not  the  end  of  consumption,  for  the  end  is 
welfare.  At  the  same  time  that  we  measure  the  things  being  consumed, 
we  must  take  into  account  the  effect  for  good  or  ill  upon  the  consumer. 

What  is  Consumed? — The  national  income  is  spent  for  consump¬ 
tion.  To  ascertain  what  are  the  things  consumed,  it  is  necessary  to 
find  how  the  national  income  is  spent.  What  proportion  goes  for  food, 
what  proportion  for  clothing,  what  proportion  for  shelter,  what  propor- 
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tion  for  the  other  main  classes  of  consumption.  The  following  table 
offers  approximate  estimates  of  the  relative  importance  of  each  class 
of  goods  in  the  total  consumption.1 


Articles  Entering 
into  Consumption 

Savings  . Q. . . 

Taxes  . 

Food  . 

Clothing  . 

Shelter  . 

Furniture  and  furnishings 

Fuel  and  light  . 

Tobacco  . 

Ice  cream,  beverages  .... 
Candy  and  chewing  gum  . 

Medical  care  . 

Theaters,  clubs,  etc . 

Miscellaneous  . 


Approximate  Percentage 
Each  Class  of  Articles 
is  of  Total  National 
Consumption 


12 

to 

20% 

8 

to 

12 

U 

25 

to 

30 

U 

12 

to 

15 

u 

10 

to 

12 

u 

4 

to 

5 

u 

3 

to 

4 

(C 

2 

to 

3 

u 

1 

to 

2 

u 

1 

to 

2 

u 

2 

to 

3 

u 

1 

to 

2 

u 

6 

to 

8 

u 

Savings  and  taxes  combined  use  up  about  one-quarter  of  the  national 
income.  Another  quarter  goes  for  food,  which  is  the  largest  single 
item  in  the  entire  list.  A  third  quarter  goes  for  clothing  and  shelter 
combined.  A  final  quarter  goes  for  furniture,  fuel,  light,  recreation, 
amusements,  comforts,  luxuries,  and  miscellaneous  items. 

The  above  data  refer  to  the  division  of  the  national  income  viewed 
as  a  grand  total.  As  a  general  average,  such  information  serves  a  useful 
purpose,  but  it  must  not  be  assumed  that  the  general  average  holds  true 
for  each  class  of  income  receivers  in  the  nation.  For  instance,  the 
expenditure  of  family  income  among  wage  earners  varies  widely  ac¬ 
cording  to  the  size  of  the  wage  income.  The  following  table  shows  the 
per  cent  of  expenditures  among  various  grades  of  wage  earners,  with 
respect  to  the  main  items  in  consumption.  The  table  was  prepared  by 
the  United  States  Bureau  of  Labor  Statistics,  and  represents  the  experi¬ 
ence  of  more  than  12,000  families.  The  period  covered  was  1918  and 
1919. 2 

1  The  estimates  here  made  are  at  best  only  approximations.  In  a  rough  and 
general  way,  they  indicate  the  forms  of  consumption  in  the  United  States,  but  they 
are  not  to  be  taken  as  exact  measurements.  Data  for  the  table  have  been  derived 
from  a  wide  variety  of  sources.  Part  of  the  data  are  from  other  chapters  of  this 
volume.  Part  are  from  the  United  States  Census.  Special  reference  should  he  made 
to  a  study  by  Paul  H.  Nystrom,  in  the  Harvard  Business  Review,  January,  1925. 

2  United  States  Bureau  of  Labor  Statistics,  Bulletin  No.  357,  Cost  of  Living 
in  the  United  States,  1924,  p.  5. 
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Per  Cent  oe  Expenditures  for  the  Principal  Groups  op 
Items  op  Cost  op  Living 


Income  Group 

Number 

of 

Families 

Average  Yearly  Expenses  per  Family  for: 

Food 

Cloth¬ 

ing 

Rent 

<5 

Fuel 

and 

Light 

Furniture, 

Furnish¬ 

ings 

Miscel¬ 

laneous 

Under  $900 

2.7 

44.1 

13.2 

14.5 

6.8 

3.6 

17.8 

$900  and  under  $1,200 

20.0 

42.4 

14.5 

13.9 

6.0 

4.4 

18.7 

$1,200  and  under  $1,500 

32.7 

39.6 

15.9 

13.8 

5.6 

4.8 

20.2 

$1,500  and  under  $1,800 

22.6 

37.2 

16.7 

13.5 

5.2 

5.5 

21.8 

$1,800  and  under  $2,100 

13.2 

35.7 

17.5 

13.2 

5.0 

5.5 

23.0 

$2,100  and  under  $2,500 

5.8 

34.6 

18.7 

12.1 

4.5 

5.7 

24.3 

$2,500  and  over 

2.9 

34.9 

20.4 

10.6 

4.1 

5.4 

24.7 

All  incomes 

100.0 

38.2 

16.6 

13.0 

5.2 

5.1 

21.3 

The  following  table  shows  expenditures  among  the  more  well-to-do 
groups  and  among  the  rich.  The  estimates  are  based  upon  a  small 
number  of  family  groups,  and  hence  are  not  fully  reliable.  They  do, 
however,  suggest  the  trend  of  expenditures  in  a  substantially  accurate 
manner. 

An  Estimate  op  the  Percentages  op  Total  Expenditures  for  Consumption 
Goods  Made  for  the  Purposes  Specified  * 


Total  Ex¬ 
penditures 
for  Con¬ 
sumption 
Goods 
Annually 

Food  for 
Family, 
Guests, 
Servants 

Housing, 
Including 
Rent  of 
Homes 
Owned 

Fuel 

and 

Light 

Auto¬ 
mobiles, 
Yachts, 
and  Main¬ 
tenance 

Wages 

of 

Servants 

Cloth¬ 

ing 

Miscel¬ 
laneous,  In¬ 
cluding 
House 
Furnishings 

$  5,000 

27.2 

18.0 

3.3 

9.2 

4.5 

14.3 

23.5 

15,000 

15.8 

18.6 

3.0 

10.0 

11.5 

10.3 

30.8 

25,000 

12.0 

19.2 

2.6 

10.0 

12.7 

8.7 

34.8 

35,000 

9.1 

19.8 

2.2 

10.0 

13.1 

7.6 

38.2 

50,000 

6.1 

20.7 

1.8 

10.0 

13.7 

6.4 

41.3 

*  National  Bureau  of  Economic  Research,  Income  in  the  United  States,  Volume  II, 

p.  26. 

The  percentage  of  expenditure  for  each  purpose  varies  with  respect 
to  the  size  of  the  income.  For  the  lowest  incomes,  more  than  44  per  cent 
of  the  income  is  spent  for  food,  but  for  the  highest  incomes,  only  6  per 
cent  for  that  purpose.  As  the  incomes  increase,  more  proportionately 
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is  spent  on  education,  comforts,  luxuries,  and  various  items  included 
under  the  heading,  miscellaneous.  The  percentage  spent  for  clothing 
increases  until  incomes  pass  the  $2,500  mark,  and  thereafter  decreases. 
On  the  other  hand,  the  percentage  spent  for  rent  and  housing  slightly 
decreases  until  incomes  pass  the  $2,500  mark,  and  thereafter  slightly 
increases.  The  percentage  spent  for  fuel  and  light  steadily  decreases 
throughout  the  rising  income  groups.  The  above  tables  bring  out  em¬ 
phatically  the  fact  that  expenditures  vary  materially  with  respect  to 
the  size  of  the  income.  The  proportions  between  the  different  articles 
of  consumption  rise  and  fall  as  incomes  rise  and  fall.  What  shall  be 
consumed  varies  according  to  the  amount  of  the  family  income.  What 
wants  shall  be  satisfied  depends  upon  how  much  income  the  consumer 
has  to  spend.3 

A  Factual  Analysis  of  Food  Consumption. — A  theory  of  consump¬ 
tion  cannot  be  constructed  to  apply  to  a  vacuum.  It  must  be  con¬ 
structed  to  apply  to  the  living  conditions  of  a  given  time  and  place. 
Hypothetical  abstractions  are  not  so  important  as  realistic  generaliza¬ 
tions.  A  theory  of  consumption  must  rest  upon  the  known  and  perti¬ 
nent  facts  of  consumption.  We  may,  therefore,  undertake  a  description 
of  the  factual  basis  of  consumption  in  the  modern  period,  with  special 
reference  to  the  United  States.  Inasmuch  as  food  is  the  most  important 
single  item  in  the  average  family  budget,  chief  attention  will  be  given 
to  consumption  of  food. 

The  satisfaction  of  food  wants  involves  both  the  satisfaction  of 
appetite  or  taste,  and  the  satisfaction  of  the  requirements  for  nutrition. 
Fancy  foods  catering  to  fastidious  taste  may  be  much  inferior  in  nutri¬ 
tive  value  to  plain  foods  suited  to  plain  taste.  The  foundation  for  a 
nation’s  want  for  food  is  the  nutritive  requirements  of  the  people. 
After  these  are  satisfied,  people  with  higher  incomes  can  elaborate  and 
refine  their  diet  to  extremes.  For  the  most  part,  the  higher  refinements 
of  diet  merely  please  the  sense  of  taste,  and  do  not  add  at  all  to  the 
supply  of  nutrition. 

The  satisfaction  of  the  want  for  nutrition  involves  the  provision  of 
proteins,  fats,  carbohydrates,  mineral  salts,  and  vitamins.  A  proper 
balancing  of  these  factors  is  essential  to  health  and  growth.  There  is 
not  space  in  this  treatment  to  analyze  the  significance  of  each  separate 
factor.  However,  it  is  desirable  to  analyze  food  factors  from  the  stand¬ 
point  of  their  capacity  to  produce  energy  for  the  human  motor.  Food 

3  Ernst  Engel,  from  budget  studies  of  the  Belgian  Statistical  Commission  in 
1852  and  1854,  formulated  four  “laws  of  consumption  as  follows:  As  the  income 
of  a  family  increases,  (a)  a  smaller  percentage  is  spent  for  food,  (b)  a  greater 
percentage  is  spent  for  education,  recreation,  luxuries,  etc.,  (c)  approximately  the 
same  percentage  for  clothing,  (d)  and  approximately  the  same  percentage  for  rent, 
fuel  and  light.  The  first  two  laws  of  Engel  are  confirmed  by  the  budget  studies  of 
the  United  States  Bureau  of  Labor  Statistics,  but  the  last  two  laws  are  modified 
considerably.  Clothing  and  housing,  instead  of  remaining  constant  percentages  of 
family  budgets,  show  changing  percentages  depending  upon  the  size  of  the  family 
income. 


84 


Production  and  Consumption 

elements  can  be  reduced  to  fuel  values  by  expressing  them  in  terms  of 
calories,  or  heat  units.4  A  man  of  average  weight  (154  lbs.)  at  mod¬ 
erately  hard  muscular  work  requires  from  3,000  to  3,200  calories  per 
day.  About  10  per  cent  of  the  calorie  value  of  food  is  wasted  in  prepara¬ 
tion,  so  that  a  gross  amount  of  3,500  calories  purchased  represents  ap¬ 
proximately  3,000  to  3,200  calories  actually  consumed.  This  amount  of 
calorie  content  is  the  requirement  of  the  individual  for  energy  to  carry 
on  his  daily  activities  and  work.  This  is  his  want  as  a  consumer  for  the 
energy-giving  qualities  of  food. 

The  relative  importance  of  various  articles  of  food  for  purposes  of 
energy  may  be  determined  by  finding  their  relative  calorie  content. 
The  four  most  important  foods  prove  to  be  wheat,  pork,  dairy  products, 
and  sugar.  These  foods  supply  more  than  70  per  cent  of  the  total  calorie 
consumption  of  the  nation.  The  following  table  shows  the  relative 
nutritive  value,  in  terms  of  calories,  of  the  main  foods  consumed  in 
the  United  States: 

Consumption  op  Human  Foods  in  Terms  op  Calorific  Value  in  the 

United  States  * 

(Average  for  the  6  years,  1911-12  to  1916-17) 


Commodity 

Percentage 
of  Total  Calorie 
Consumption 

Cumulated 
Per  Cent 

Wheat  . 

25.90 

25.90 

Pork  . *. . 

15  74 

41.64 

Dairy  products . . . 

15.26 

56.90 

Sugars  . 

13.24 

70.14 

Corn  . 

7  03 

77  17 

Beef  . 

5  30 

82  47 

Oils  . 

3  62 

86  09 

Potatoes  . 

3.36 

89.45 

Other  vegetables . 

1.13 

92.60 

Poultry  and  eggs . 

2.02 

91.47 

Apples  . 

1.08 

93.68 

Mutton  . 

0.61 

94.29 

Fish  . 

0  41 

94  70 

All  other  . ' . 

5.30 

100.03 

*  Raymond  Pearl,  Studies  in  Human  Biology,  p.  407. 


The  nine  leading  foods  supply  more  than  91  per  cent  of  the  total 
calorie  value  of  foods  in  the  United  States.  Vegetables  are  obviously 
a  very  minor  part  of  the  total  consumption.  Whatever  hopes  may  have 
been  entertained  for  making  the  American  people  a  nation  of  vegetarians 

4  Raymond  Pearl  states,  “This  is  the  most  scientific,  and  as  soon  as  one  becomes 
accustomed  to  it,  by  far  the  most  useful  way  of  thinking  about  food  consumption.” 
Studies  in  Human  Biology,  p.  386. 
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have  far  from  materialized.  The  cereals  and  the  meats  are  the  stock 
diet  of  the  people. 

Foods  differ  widely  in  their  cost  per  unit  of  energy  value.  The 
important  question  in  this  connection  is :  Which  foods  supply  calories  of 
energy,  or  other  food  elements,  at  the  lowest  cost.  A  study  of  food  in 
New  York  City  restaurants  showed  that  the  cost  of  2,500  calories  of 
food  ranged  from  25  cents  to  14  dollars.  The  following  table  presents 
comparative  calorie  costs  for  various  foods : 5 


Commodity 


Wheat . 

Dairy  products 

Pork  . 

Sugar  . 

Corn  . 

Beef  . 

Potatoes  . 

Fish  . 


Relative  Cost  of 
100  Calories 
(bread  taken  as 
base  index  of  100) 
53 
245 
366 
68 
51 
681 
149 
800 


Grains  and  sugars  are  relatively  cheap  in  respect  to  calorie  content ; 
meats  and  many  miscellaneous  foods  are  relatively  dear.  Foods,  how¬ 
ever,  are  often  bought  because  of  the  canons  of  custom  or  the  whims 
of  taste,  rather  than  because  of  nutritive  value.  What  is  of  primary 
importance  to  the  individual’s  health  and  strength  is  nutrition,  but  this 
is  likely  to  be  purely  incidental  in  determining  his  choice  of  foods.  Con¬ 
sequently,  in  the  midst  of  prosperity,  a  large  number  of  people  suffer 
from  undernutrition  or  malnutrition.  Unwise  spending,  or  underspend¬ 
ing  of  money,  reacts  upon  the  vigor  and  vitality  of  the  population  and 
upon  the  productivity  of  its  labor  force. 

The  per  capita  consumption  of  various  foods  varies  sharply  from 
country  to  country.  The  Chinaman’s  rice,  the  Eskimo’s  blubber,  the 
Irishman’s  potato,  the  Scotchman’s  oats,  represent  distinctive  national 
foods.  In  comparison  with  other  countries,  the  United  States  consumes 
huge  quantities  of  sugar  and  meat.  Certain  national  variations  in  meat 
consumption  are  as  follows: 

Per  Capita  Consumption  of  Meat  in  Different  Countries 

Country 

Italy  . 

France  . 

England  .... 

Germany  . . . 

United  States 
• 


Per  Capita 
Annually, 
in  Pounds 
23 
74 
105 
115 
160 


5  Henry  Harap,  The  Education  of  the  Consumer,  p.  46. 
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The  United  States  is  excessive  in  consumption  of  meat.  A  gain  in 
nutrition  as  well  as  in  economy  would  result  from  the  adoption  of  meat 
substitutes. 

Calories  are  not  by  any  means  the  sole  test  of  sound  diet.  A  person 
might  consume  food  which  would  yield  the  requisite  number  of  calories, 
and  yet  be  a  victim  of  severe  malnutrition.  A  lack  of  vitamins,  of 
minerals,  and  of  other  food  elements  would  mean  improper  food  con¬ 
sumption.  Feeding  is  a  question  of  the  proper  balancing  of  all  food 
elements.  Calorie  content  is  essential,  but  other  factors  are  equally 
essential.  The  harmonious  combination  of  the  basic  food  factors  is  neces¬ 
sary  if  food  is  to  build  health  and  strength  in  the  human  mechanism. 

This  brief  analysis  of  food  consumption  seeks  to  present  merely  a 
few  facts  which  must  underly  any  general  theory  of  consumption.  The 
facts  here  given  are  far  from  complete,  but  they  suggest  the  kind  of 
fact  finding  which  is  desirable  as  a  basis  for  theories  and  principles. 
Before  we  can  theorize  about  consumption,  we  must  know  what  is  con¬ 
sumed.  This  method  of  approach  is  desirable  with  respect  not  only  to 
food,  but  to  clothing,  housing,  education,  luxuries,  and  all  other  articles. 
Limitation  of  space  forbids  detailed  treatment  of  each  article  in  this 
discussion.  It  is  sufficient  for  present  purposes  if  a  way  of  approach 
has  been  marked  out,  and  if  the  importance  of  factual  analysis  has  been 
made  clear. 

The  Main  Types  of  Fluctuation  in  Consumption. — Consumption  of 
any  commodity  is  not  a  fixed  and  unvarying  quantity.  On  the  contrary, 
it  is  characterized  by  incessant  change  and  variation.  These  changes 
fall  within  certain  main  types  or  classes.  The  four  main  types  have 
previously  been  discussed  in  connection  with  production  under  the  head¬ 
ings  :  seasonal,  secular,  cyclical,  and  residual.  These  definite  types 
of  fluctuation  appear  in  individual  commodities,  and  in  the  aggregate 
of  all  commodities. 


Retail  Trade  op  Department  Stores 
(Per  Cent  of  the  Year's  Business  Done  in  Each  Month)  * 


*  Indexes  are  for  retail  dealers  in  the  Second  Federal  Reserve  Djstrict.  See  W. 
Randolph  Burgess,  Management  and  Administration,  December,  1923,  p.  5.  See  also  H.  B. 
Vanderblue,  Problems  in  Busitiess  Economics,  pp.  G4-65. 
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The  degree  of  seasonal  fluctuation  differs  greatly  between  commodi¬ 
ties.  Staple  articles  of  food  show  little  seasonal  variation.  Vegetables 
formerly  underwent  violent  seasonal  change,  but  have  been  brought  to 
a  much  more  steady  rate  of  consumption  by  modern  methods  of  refrig¬ 
eration  and  artificial  cultivation.  Articles  of  clothing  and  domestic  use 
of  coal  show  sharp  seasonal  movements.  The  seasonal  variation  in  con¬ 
sumption  as  a  whole  is  best  indicated  by  the  month  to  month  changes  in 
the  volume  of  retail  trade.  The  diagram  on  page  86  indicates  retail  fluc¬ 
tuations,  by  showing  the  per  cent  of  the  total  year’s  business  done  by 
department  stores  in  each  month. 

Consumption  through  retail  channels  as  measured  by  these  indexes 
is  customarily  more  than  twice  as  large  in  December  as  in  July  ot 
August.  Not  all  commodities  at  retail  show  the  same  fluctuation.  Much 
variation  appears  between  different  articles,  but  whatever  the  direction 
or  degree  of  fluctuation,  the  seasonal  type  of  fluctuation  has  to  be 
reckoned  with. 

The  secular  trend  of  consumption  is  the  long  time  trend,  prevailing 
over  a  period  of  years.  For  instance,  the  trend  of  consumption  of  sugar 
in  the  United  States  over  the  last  hundred  years  has  been  an  increase 
from  about  20  pounds  per  capita  each  year  to  about  103  pounds  per 
capita.  The  consumption  of  cotton  has  increased  from  about  40  bales 
per  1,000  of  population  in  1890  to  about  70  bales  in  1924.  The  con¬ 
sumption  of  automobiles,  radio,  electrical  household  appliances,  and 
many  other  articles  has  shown  sudden  and  sharp  increase.  Other 
articles,  such  as  wheat,  have  shown  an  almost  stationary  trend.  And 
many  articles  have  shown  a  decrease.  For  instance,  the  per  capita 
consumption  of  meat  in  1924  was  about  160  pounds,  which  was  about 
25  pounds  less  than  the  consumption  of  meat  20  years  earlier.  The 
long  time  trend,  whether  upward,  downward,  or  stationary,  reflects  the 
evolution  of  wants  and  preferences. 

The  cyclical  fluctuation  is  the  series  of  business  changes  between 
prosperity  and  depression.  The  changes  in  consumption  are  indicated 
with  a  fair  degree  of  accuracy  by  the  changes  in  the  volume  of  retail 
trade.  The  diagram  on  page  88  shows  the  cyclical  fluctuations  for  the 
period  1919  to  1923  in  the  sales  of  department  stores,  chain  stores  and 
mail  order  houses. 

The  widest  fluctuations  of  the  period  occurred  in  sales  of  mail  order 
houses,  due  in  large  measure  to  the  sharp  changes  in  farm  purchasing 
power  between  1919  and  1923.  Department  store  sales  slumped  some¬ 
what  in  1920,  but  chain  store  sales  remained  fairly  constant.  The  three 
types  of  indexes  indicate  that  cyclical  fluctuations  differ  greatly  be¬ 
tween  different  kinds  of  stores  and  different  kinds  of  goods.  Changes 
in  consumption  are  far  from  uniform  among  different  lines  of  retail 
trade.6 

o  For  an  index  of  retail  trade,  combining  all  principal  lines  of  business,  see 
W.  I.  King,  in  The  Problem  of  Business  Forecasting ,  by  Warren  M.  Persons  and 
Others,  Chapter  II.  Such  an  index  shows  material  declines  in  retail  sales  coi-' 
responding  with  periods  of  depression  in  general  business  conditions. 
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It  is  also  important  to  observe  that  the  waves  of  retail  trade  have  a 
much  smaller  amplitude  than  the  waves  of  production.  The  cyclical 
turns  of  manufacture  are  much  more  violent  than  those  of  retail  dis¬ 
tribution.  Retail  consumption  is  comparatively  sluggish  in  its  ups  and 
downs.7 

Indexes  oe  Retail  Sales  * 

(Percentages  of  Computed  Trend,  1919-1923.  Allowance  Made  for  Seasonal 
and  Price  Changes  and  for  Secular  Growth) 


a  A.A'V 

Depart 

/X, 

ment  Store  £ 

ales 

nP\r\  r\  «. 

/y  *  *  v 

VvV' 

f  V 

TrV  V\ 

* 

1919  1920  1921  1922  1923 


*  W.  Randolph  Burgess,  in  The  Problem  of  Business  Forecasting,  by  Warren  M. 
Persons  and  others,  pp.  39,  48.  For  current  indexes,  see  current  issues  of  the  Federal 
Reserve  Bulletin. 


The  residual  fluctuation  includes  all  changes  which  cannot  be  at¬ 
tributed  to  seasonal,  secular,  or  cyclical  causes.  War  is  an  illustration 
of  a  powerful  residual  factor.  The  conditions  of  blockade  and  the  neces- 

7  Further  analysis  of  cyclical  changes  will  be  found  in  later  chapters  dealing 
with  the  Business  Cycle. 
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sity  for  rationing  food  introduce  factors  which  are  quite  abnormal. 
The  Food  Administration  in  the  United  States  mobilized  consumption 
by  educating  the  public  to  economize  in  the  use  of  certain  foods  and  to 
depend  mainly  upon  certain  other  foods.  For  instance,  owing  largely 
to  the  effort  of  the  Food  Administration  to  conserve  wheat,  the  consump¬ 
tion  in  1917-1918  was  kept  16  per  cent  below  the  normal  average  of 
wheat  consumption  which  would  probably  otherwise  have  taken  place.8 
Residual  factors  also  include  new  legislation  prohibiting  consumption 
of  certain  articles,  and  “acts  of  God”  such  as  earthquake,  fire,  tornado, 
famine,  or  flood.  All  forces  which  are  abnormal  and  extraordinary  must 
be  allowed  for  in  calculating  the  direction  and  volume  of  consumption. 

The  Division  of  the  Consumer’s  Dollar. — The  consumer’s  dollar 
is  divided  into  a  certain  amount  for  cost  of  producing  the  article,  a 
certain  amount  for  transportation,  a  certain  amount  for  middlemen’s 
services,  and  so  on.  The  following  tables  present  typical  samples  of 
the  uses  to  which  the  consumer’s  dollar  is  put:  9 


Division  or  the  Consumer’s  Dollar  Spent  for  Food  Items 
(Average  for  1913,  1916,  and  1921) 


Cornflakes 

Rolled  Oats 

Fresh  Beef 

Bread 

Farmer  received  . 

22.1 * 

22.3* 

54.5* 

29.6* 

Transportation  . 

15.6 

9.0 

7.4 

7.9 

Manufacture . 

11.3 

12.7 

15.6 

10.8 

Selling  expense  . 

36.8 

37.3 

19.5 

40.5 

Mfrs’.  and  dealers’  profit . 

14.2 

18.7 

3.0 

11.2 

Consumer  pays  . 

100.0* 

100.0* 

100.0* 

100.0* 

Division  op  the  Consumer’s  Dollar  Spent  for  Clothing  Items 
(Average  for  1913,  1920,  and  1921) 


Suits 

Shoes 

Raw  materials . 

29.7* 

41.1* 

17.2 

Manufacturing  cost . 

21.0 

Manufacturer’s  overhead  and  selling  expense . 

14.4 

10.5 

Manufacturer’s  profit, . 

3.5 

2.7 

Retailer’s  expense  . 

26.6 

25.4 

Retailer’s  profit  . 

4.8 

3.1 

flonsnmpr  pays*  . . . 

100.0* 

100.0* 

s  Raymond  Pearl,  Studies  in  Unman  Biology ,  p.  414. 

9  Joint  Commission  of  Agricultural  Inquiry,  11)21,  Volume  III,  Marketing  of 
Agricultural  Products. 
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These  illustrations  support  the  conclusion  that  from  one-quarter  to 
one-third  of  the  consumer’s  dollar  goes  to  the  grower  or  producer  of 
materials.  Occasionally,  the  proportion  becomes  as  high  as  one-half. 
Also,  these  figures  support  the  conclusion  that  upwards  of  one-half  or 
more  of  the  consumer’s  dollar  goes  to  the  expense  of  selling  and  dis¬ 
tributing  the  product.  Probably  in  the  great  majority  of  cases,  it  is  true 
that  the  cost  of  marketing  goods  exceeds  the  cost  of  making  goods.  This 
distributing  cost  is  excessive  in  the  United  States,  and  can  be  lightened 
by  greater  efficiency  in  distributing  methods.  A  certain  popular  notion 
of  a  remedy  for  excessive  marketing  cost  is  to  eliminate  the  middle¬ 
man.  This  notion,  when  analyzed,  does  not  appear  to  offer  much  hope 
of  tangible  results.  The  middleman  performs  essential  functions,  and 
it  is  impossible  to  eliminate  these  functions.  The  more  constructive 
proposal  is  to  let  the  middleman  remain,  but  to  insist  that  he  render 
the  essential  services  of  distribution  with  greater  efficiency  and  economy. 
Such  a  plan  would  aim  to  eliminate  waste  in  the  process  of  distribution, 
but  would  not  attempt  the  seemingly  futile  task  of  eliminating  the 
middleman  as  such. 

Consumers’  cooperation  is  likewise  an  attempt  to  perform  the  func¬ 
tions  of  marketing  more  efficiently.  Consumers’  retail  stores  and  whole¬ 
sale  organizations  endeavor  to  make  the  consumer’s  dollar  go  further  by 
taking  over  the  functions  of  marketing  on  their  own  shoulders.  The 
underlying  assumption  is  that  the  change  will  make  possible  the  elimi¬ 
nation  of  wastes  of  competition  and  the  burden  of  private  profit  de¬ 
manded  by  private  middlemen.  Closely  related  with  this  assumption  is 
the  desire  to  obtain  goods  of  better  quality,  to  insure  truth  and  honesty 
in  presenting  goods  to  buyers,  and  to  reduce  the  cost  of  living. 

Cooperative  stores  are  relatively  of  slight  importance  in  the  United 
States  but  of  great  importance  in  many  European  countries.  The  United 
Kingdom  alone  has  upwards  of  5,000,000  members  of  such  stores,  whereas 
the  United  States  has  less  than  one-fifth  that  number.  Theoretically, 
cooperation  is  an  ideal  system  of  distribution,  but  in  the  United  States 
great  difficulty  has  been  experienced  in  finding  efficient  managers  for  the 
enterprises.  This  difficulty  is  not  insuperable,  however,  as  is  shown  by 
the  success  of  European  experiments.  It  is  not  unlikely  that  consumers’ 
cooperation  will  be  much  more  important  in  the  United  States  in  the 
future  than  it  has  been  in  the  past. 

A  Descriptive  Study  of  Consumption. — The  present  chapter  is 
mainly  a  description  of  what  goes  on  in  the  process  of  consuming.  It 
presents  a  factual  basis  for  inferences  and  generalizations  of  following 
chapters.  Merely  to  describe  consumption  is  not  to  provide  an  adequate 
analysis  of  the  subject.  Description  alone  is  insufficient.  On  the  other 
hand,  description  is  absolutely  important  as  a  starting  point.  To  know 
something  of  the  facts  of  consumption  is  imperative  as  a  basis  for  theories 
and  principles  of  consumption. 

Since  economics  defines  consumption  at  the  outset  as  the  satisfaction 
of  wants,  it  is  necessary  to  ascertain  at  once  what  these  wants  are.  We 
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must  know  how  to  analyze  what  is  consumed  in  order  to  erect  a  super¬ 
structure  of  economic  principles  explaining  consumption.  We  must 
know  what  the  thing  is  which  we  seek  to  explain  in  order  to  create 
an  adequate  explanation.  The  central  significance  of  this  descriptive 
approach  to  the  subject  is,  therefore,  that  a  realistic  foundation  has  been 
attempted  for  the  further  elaboration  of  principles  and  laws. 

Knowing  what  is  consumed,  we  must  next  inquire  why  it  is  consumed. 
The  next  chapter  therefore  deals  with  the  reasons  for  consumers’  choices. 
The  consumer  occupies  the  role  of  chooser  in  the  economic  drama.  He 
continually  selects  and  rejects,  in  arriving  at  the  final  wants  which  seek 
satisfaction.  The  forces  which  develop  new  wants  and  which  stifle  old 
wants  will  be  examined.  The  principles  which  account  for  consumers’ 
choices  will  be  the  goal  of  the  analysis. 
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CHAPTER  VII 


PROBLEMS  OF  CONSUMPTION 

Consumption  a  Matter  of  Making  Choices. — The  power  to  decide 
what  shall  be  consumed  rests  in  the  hands  of  the  consumer.  This  power 
is  so  important  that  the  observation  frequently  made  is :  The  Consumer 
is  King.  By  his  free  selection  and  rejection  of  commodities,  the  con¬ 
sumer  dictates  what  shall  and  what  shall  not  be  produced.  Consumers’ 
choices  determine  production  schedules.  Likewise,  consumers’  choices 
determine  what  shall  he  demanded.  They  fix  demand  schedules.  Realiz¬ 
ing  the  pivotal  power  contained  in  consumers’  freedom  of  choice,  business 
men  engage  in  all  kinds  of  aggressive  selling  tactics  to  persuade,  cajole, 
and  inveigle  the  consumer  in  his  choice-making.  Realizing  the  danger 
to  the  consumer  from  ignorant  and  injurious  choice  making,  the  govern¬ 
ment  passes  legislation  to  prohibit  certain  choices  and  to  compel  others. 
Thus,  choice  making  is  circumscribed  with  many  contending  interests, 
trying  to  guide  and  misguide  the  consumer  in  one  direction  and  another. 
The  purpose  of  the  present  chapter  is  to  analyze  the  forces  which  condi¬ 
tion  and  determine  the  choices  of  consumers. 

The  Freedom  to  Choose  Modified  by  the  Economic  Conditions  of 
the  Time. — Freedom  of  choice  is  purely  relative  to  the  economic  con¬ 
ditions  of  a  given  time  and  place.  Primitive  man  could  not  elect  to  ride 
in  Pullman  cars.  Medieval  man  could  not  telegraph  or  telephone.  The 
housewife  of  colonial  times  could  not  utilize  electrical  household  ap¬ 
pliances.  The  frontiersman  could  not  select  the  menu  of  a  modern 
metropolitan  hotel.  The  freedom  to  choose  is  limited  by  the  industrial 
conditions  of  the  day.  Consequently,  we  must  view  the  phenomena  of 
choosing  as  something  progressive  and  dynamic.  The  choice  making  of 
today  is  quite  different  from  that  of  tomorrow.  The  process  is  in  con¬ 
stant  evolution  and  development. 

The  basic  conditions  underlying  modern  choice  making  may  be  sum¬ 
marized  under  two  headings:  the  technology  of  production,  and  the 
workings  of  the  price  system. 

Consumers’  Choices  Affected  by  Technology  of  Production.— The 

variety  of  goods  in  modern  consumption  is  the  outgrowth  of  the  methods 
of  modern  production.  New  forms  of  food  and  clothing,  new  articles 
of  taste  and  luxury,  new  devices  of  comfort  and  amusement  have  been 
invented  for  the  consumer  until  he  is  surrounded  by  a  bewildering  array 
of  possible  choices.  The  range  of  choice  has  been  immensely  widened. 
Formerly  the  consumer  had  a  limited  selection  of  coarse  and  monotonous 
foods,  but  today  the  delicacies  and  tidbits  of  the  far  corners  of  the  earth 
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are  assembled  on  a  single  menu.  A  century  and  a  half  ago,  Adam  Smith 
could  write  that  the  accommodations  of  “a  frugal  and  industrious 
peasant  exceed  that  of  an  African  king,  the  absolute  master  of  the 
lives  and  liberties  of  ten  thousand  naked  savages.”  This  observation 
was  passed  before  the  advent  of  the  age  of  steam  and  electricity.  Since 
that  time,  producers  have  perfected  for  the  market  countless  articles  for 
consumption.  Industrial  laboratories  devote  a  large  part  of  their  scien¬ 
tific  research  to  the  discovery  of  new  products  to  satisfy  human  wants. 
The  result  is  evident,  for  instance,  in  the  contrast  between  a  modern 
metropolitan  department  store  displaying  endless  variety  of  goods  and 
a  former  rural  shop  or  itinerant  peddler  displaying  a  narrow  and 
cramped  bagatelle  of  homely  articles.  The  division  of  labor  has  brought 
also  a  division  of  consumption,  and  range  and  variety  have  been  sub¬ 
stituted  for  narrowness  and  monotony. 

Secondly,  the  volume  of  choices  has  increased.  The  consumer  can 
select  not  merely  greater  variety,  but  also  greater  quantity.  This  ad¬ 
vance  is  due  to  the  increased  efficiency  of  production.  Because  the 
machine  technology  increased  the  output  from  a  given  expenditure  of 
labor,  it  provided  for  the  consumer  a  greater  volume  of  goods  per  capita 
than  any  previous  industrial  regime  had  provided.  Some  articles,  such 
as  food,  do  not  permit  any  material  increase  in  volume  of  consumption. 
The  rich  cannot  eat  more  in  quantity  than  anybody  else.  Consequently 
the  increases  in  volume  of  consumption  have  been  directed  chiefly  to 
those  articles  which  provide  convenience,  comfort,  recreation,  amuse¬ 
ment,  and  luxury.  In  all  these  lines  increased  quantity  of  consumption 
has  revolutionized  standards  of  living  for  the  working  classes  as  well 
as  for  the  wealthy  classes. 

Thirdly,  the  quality  of  choices  has  been  affected.  Routine  pi'oduc- 
tion  and  mass  output  result  in  a  form  of  output  which  lacks  individual 
taste  and  character.  Much  of  the  product  is  uniform  and  monotonous. 
The  attempt  to  embody  beauty  in  goods  by  mechanical  devices  meets 
with  results  which  are  offensive  to  eyes  accustomed  to  the  artistry  of 
handicraft.  Critics  are  quick  to  detect  all  that  is  vulgar,  mean,  and 
shoddy  in  the  machine  product.  Adulteration,  debasement,  substitution, 
lead  to  inferiority  in  quality.  All  of  these  observations  rest  upon  a 
definite  element  of  fact.  But  there  is  another  side  to  the  problem,  and 
one  of  great  importance  to  the  mass  of  the  people.  Mass  output  of  the 
comforts  of  life  has  made  possible  an  amount  of  beauty  and  excellence 
in  the  life  of  the  common  man  which  was  utterly  impossible  in  former 
days.  The  coarseness  and  misery  of  the  masses  is  in  process  of  being 
replaced  by  machine-made  comforts  and  luxuries.  The  artistic  qualities 
of  machine-made  goods  may  not  compare  with  the  best  hand  work  in 
a  bygone  age,  but  they  surpass  the  meanness  which  in  all  previous 
periods  of  history  has  hung  like  a  pall  about  the  head  of  the  common 
folk.  We  may  conclude,  therefore,  that  the  quality  of  machine-made 
goods  is  not  necessarily  inferior  to  the  hand-made  goods  otherwise  avail¬ 
able  to  the  masses  of  the  people.  Standardization  of  quality  is  the 
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logical  device  whereby  the  machine-made  product  guarantees  service  and 
reliability  to  consumers.  The  choosing  of  standard  products  is  the 
choosing  of  products  of  known  quality. 

Fourthly,  the  production  technology  affects  the  consumer’s  choices 
by  the  direct  influence  which  the  machine  environment  exercises  over 
his  whole  life.  The  individual  viewed  as  a  producer  is  simply  the  con¬ 
sumer  in  the  making.  His  work  is  a  part  of  himself.  If  one-third  or 
more  of  his  life  is  spent  in  factory  or  mine,  his  character  is  cast  in 
the  mold  of  his  toil.  The  victim  of  fatigue  and  monotony  is  not  in  a 
position  to  make  certain  choices  at  all.  The  laborer  who  is  exhausted 
from  his  day’s  toil  is  not  in  a  position  to  enjoy  reading,  music,  or  any 
of  the  higher  arts,  after  the  day’s  work  is  ended.  The  ability  of  the 
consumer  to  make  and  enjoy  his  choices  is  determined  by  his  experience 
in  the  day’s  work.  The  kind  of  toil  which  he  endures  conditions  the 
kind  of  choice  making  which  he  can  enjoy  as  a  consumer  of  goods.  Not 
only  is  his  enjoyment  limited  by  his  working  conditions,  but  also  it  is 
limited  by  his  living  conditions.  City  congestion,  screaming  street 
corners,  huddling  and  crowding,  hectic  amusements,  cramped  housing, 
and  all  the  metropolitan  orgy  of  noise  and  fury  throw  their  influence 
over  the  consumer.  His  choices  are  conditioned  by  all  the  phenomena 
associated  with  the  concentration  of  population  in  urban  communities 
under  the  modern  factory  system. 

Finally,  the  additional  leisure  put  into  the  worker’s  life  since  the 
advent  of  the  eight-hour  day  opens  a  new  problem  of  choice  making. 
What  shall  the  worker  do  with  his  leisure?  Much  of  the  new  oppor¬ 
tunity  is  wasted  upon  dissipation  and  vice.  Much  of  it  is  devoted  to 
recreation  and  amusement.  Some  of  it  is  devoted  to  art,  reading,  and 
education.  The  use  of  the  additional  two  to  four  hours  of  leisure 
depends  upon  the  choices  which  the  worker  makes  with  regard  to  his 
consumption. 

In  summary,  we  find  that  five  important  results  accrue  for  consump¬ 
tion  from  the  modern  methods  of  production :  First,  the  range  of  choice 
is  greatly  widened ;  second,  the  quantity  of  choices  is  greatly  increased ; 
third,  the  quality  of  choices  is  seriously  altered;  fourth,  the  effect  of 
working  conditions  upon  the  ability  of  the  consumer  to  express  his 
choices  is  far-reaching;  fifth,  the  increase  of  the  leisure  hours  in  which 
choices  have  to  be  made  opens  new  problems  of  right  choosing  for  the 
consumer. 

All  of  these  factors  grow  out  of  the  technology  of  production. 
Closely  interwoven  with  them  are  factors  of  another  type, — factors  which 
grow  out  of  the  price  system  of  modern  business.  These  factors  relate 
to  the  pecuniary  aspect  of  economic  life.  They  are  of  importance  be¬ 
cause  consumption  consists  of  the  spending  of  money  incomes.  Choice 
making,  viewed  in  this  way,  is  a  problem  of  finance. 

Consumers’  Choices  Affected  by  the  Workings  of  the  Price  System. 
— The  importance  of  the  pecuniary  aspect  of  consumption  has  been 
clearly  stated  by  Wesley  C.  Mitchell  as  follows: — 
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“Instead  of  producing  the  goods  their  families  require,  men  ‘make 
money,’  and  with  their  money  incomes  huy  for  their  own  use  goods 
made  by  unknown  hands.  The  economic  comfort  or  misery  of  a  modern 
family,  accordingly,  depends  not  upon  its  efficiency  in  making  useful 
goods  and  its  skill  in  husbanding  supplies,  but  upon  its  ability  to  com¬ 
mand  an  adequate  money  income  and  upon  its  pecuniary  thrift.  Even 
in  years  when  crops  are  short  and  mills  are  idle,  the  family  with  money 
need  not  go  cold  or  hungry.  But  the  family  without  money  leads  a 
wretched  life  even  in  years  of  abundance.  To  the  single  family,  then, 
prosperity  and  depression  appear  not  as  problems  of  the  adequacy  of 
goods  produced,  but  as  problems  of  the  adequacy  of  money  income. 

“To  the  nation  the  making  of  money  is  important  in  a  fashion  quite 
different.  Comfort  and  misery  do  not  depend  upon  the  aggregate  of 
money  incomes  received  by  its  citizens:  they  do  depend  upon  the  abun¬ 
dance  of  useful  goods.  Efficiency  in  producing  useful  goods  is  im¬ 
portant  to  an  individual  chiefly  because  it  enhances  his  ability  to  make 
money;  money  making  is  important  to  a  nation  chiefly  because  it  en¬ 
hances  the  efficiency  of  production.”1 

The  means  of  expressing  consumers’  choices  is  wholly  pecuniary. 
That  is,  it  consists  of  the  pricing  of  goods  in  terms  of  money.  Con¬ 
sumers  vote  for  the  selection  of  certain  kinds  of  goods  and  for  the 
rejection  of  others  by  deciding  for  which  goods  they  shall  spend  their 
money.  Consumers’  votes  are  dollar  votes,  and  everybody  who  spends 
a  dollar  thereby  casts  a  vote  for  the  selection  of  the  given  kind  of  goods. 
The  consumer  makes  his  choices  effective  solely  in  so  far  as  he  pays  out 
his  money  for  articles  desired.  However  much  he  may  wish  and  dream 
for  other  goods,  if  he  does  not  spend  his  money  for  them,  they  are  not 
a  part  of  his  economic  choices.  The  consumer’s  choice-making  consists 
of  a  series  of  decisions  as  to  how,  where,  and  when  dollars  shall  be  spent. 

By  casting  such  dollar-votes,  consumers  determine  production  sched¬ 
ules.  If  consumers  stop  spending  money  for  a  certain  commodity,  pro¬ 
ducers  must  forthwith  stop  producing  the  commodity.  If  consumers 
increase  the  spending  of  money  for  a  certain  commodity,  producers  must 
forthwith  increase  the  production  of  the  commodity.  What  is  to  be 
produced  depends  directly  upon  what  consumers  will  buy.  All  pro¬ 
ducers  bow  at  the  slightest  whim  of  the  consumers,  when  that  whim  is 
expressed  in  dollars  spent.  The  making  of  goods  follows  where  the 
spending  of  money  leads.  Whoever  spends  money  is  the  absolute  dic¬ 
tator  of  production.  In  the  eyes  of  business,  the  consumer  is  a  money¬ 
spending  monster.  The  shift  of  choices  from  one  article  to  another 
means  the  ruthless  annihilation  of  the  producers  of  the  one  article  and 
the  prosperity  of  the  producers  of  the  other.  Production  schedules  are 
Set  by  the  pricing  of  goods,  production  is  guided  by  the  spending  of 
money,  output  of  goods  lies  at  the  mercy  of  the  intake  of  dollars  from 
consumers.  Pecuniary  decisions  rule  the  course  of  industry. 

Since  choices  make  themselves  manifest  through  prices,  they  are 

1  Business  Cycles,  p.  21. 
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deeply  affected  by  all  price  fluctuations.  If  in  an  imaginary  world  the 
average  of  prices  were  to  remain  constant  and  the  relations  between 
individual  prices  were  also  to  remain  constant,  consumption  would  be  a 
static  and  uniform  chain  of  purchases.  But  in  the  real  world  of  the 
money  economy,  the  average  of  prices  always  is  in  process  of  change, 
and  the  relations  between  individual  prices  making  up  the  average  also 
are  in  process  of  change.  Fluctuation,  movement,  change,  characterize 
prices,  whether  taken  individually  or  collectively. 

Money  Incomes  op  Factory  Workers  Compared  with  Cost  op 

Living,*  1914-1924 

(Base:  1919-1922  average  =  100.  Unit  =  l%) 


1914  1915  1916  1917  1918  1919  1920  1921  1922  1923  1924 


*  William  A.  Berridge,  Purchasing  Power  of  the  Consumer,  p.  41. 

When  prices  are  taken  collectively,  we  have  what  the  statistician 
designates  as  “the  price  level.”  The  price  level  is  the  average  of  a 
mass  of  individual  prices,  and  the  average  is  expressed  by  an  index 
number  of  prices.  To  the  consumer,  changes  in  the  price  level  are  felt 
in  the  form  of  changes  in  the  cost  of  living.  When  the  price  level  more 
than  doubled  between  1913  and  1920,  consumers  everywhere  lamented 
and  bemoaned  the  rising  cost  of  living.  They  complained  that  they  had 
to  part  with  more  and  more  dollars  in  order  to  obtain  the  same  amount 
of  goods.  Consumers’  incomes  for  the  most  part  failed  to  keep  pace 
with  rising  prices,  and  the  pinch  was  painful.  Falling  prices,  on  the 
contrary,  mean  a  lower  cost  of  living.  Consumers  benefit  because  their 
incomes  tend  to  fall  more  slowly  than  prices.  The  entire  discussion 
centering  about  the  cost  of  living  grows  out  of  the  fluctuating  ratio 
between  consumers’  incomes  and  the  price  level. 

Not  only  does  the  level  of  prices  in  general  change,  but  also  the 
balance  between  individual  prices  changes.  In  one  and  the  same  year, 
prices  of  wheat,  and  automobiles,  and  furniture  will  rise,  while  prices 
of  corn,  and  radio,  and  clothing  will  fall.  Prices  are  a  system  of  rela- 
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tions  between  individual  goods.  Individual  fluctuations  alter  the  bal¬ 
ance  prevailing  throughout  the  system.  Consumers’  choices  of  a  given 
article  are  checked  by  a  rising  price  and  expanded  by  a  falling  price. 
Likewise,  their  choices  are  shifted  from  one  article  to  another.  When 
one  article  becomes  too  high,  substitutes  are  purchased.  When  fashions 
change,  old  articles  are  ignored.  When  novelties  appear,  consumption 
drifts  into  new  channels  and  forms  new  price  relationships.  What  .shall 
be  consumed,  how  much  shall  be  consumed,  when  and  where  it  shall  be 
consumed,  varies  with  reference  to  the  changing  relationships  between 
individual  prices.  Choice-making  is  interwoven  with  price-making. 

Not  only  do  prices  fluctuate  widely,  but  also  consumers’  purchasing 
power  fluctuates  widely.  The  amount  of  money  which  consumers  have 
to  spend  is  not  a  fixed  quantify.  It  varies  and  fluctuates  from  season 
to  season  and  from  year  to  year.  Every  fluctuation  in  purchasing  power 
means  a  change  in  the  choices  made  by  consumers.  The  diagram  on 
page  96  affords  a  comparison  between  fluctuations  in  money  incomes 
of  factory  woi'kers  and  fluctuations  in  prices  entering  into  the  cost  of 
living. 

The  estimate  of  money  incomes  makes  allowance  for  changes  in 
hourly  wage  rates  and  for  changes  in  volume  of  employment.  It  shows 
actual  earnings  in  representative  manufacturing  lines.  It  is  apparent 
that  purchasing  power  fluctuates  out  of  proportion  to  cost  of  living 
prices.  In  the  fore  part  of  1920,  purchasing  power  rose  in  excess  of 
cost  of  living  prices,  but  later  in  the  year  it  fell  precipitately,  and  in 
1921  stood  below  the  cost  of  living  line.  This  changing  relationship 
between  purchasing  power  and  cost  of  living  can  be  expressed  in  the 
form  of  an  index  of  real  incomes.  Such  an  index  is  derived  by  dividing 
cost  of  living  indexes  into  money  income  indexes.  The  result  of  this 
division  is  the  ratio  between  money  incomes  and  living  costs,  and  this 
ratio  shows  the  changes  in  volume  of  physical  goods  which  can  be 
bought  with  the  changing  money  incomes.  Real  wages,  or  real  income, 
reflects  the  power  to  buy  goods  with  a  given  amount  of  money  pur¬ 
chasing  power.  The  following  diagram  presents  a  picture  of  these  fluc¬ 
tuations  in  real  incomes. 

The  rise  and  fall  of  real  incomes  implies  serious  consequences  for 
consumers.  In  a  period  of  low  real  income,  such  as  1921,  families  are 
limited  in  their  choices  to  the  more  urgent  physical  necessities  of  life. 
In  a  period  of  high  real  income,  such  as  1919-1920,  families  are  able  to 
indulge  in  many  of  the  comforts  and  luxuries  of  life.  The  ability  of  con¬ 
sumers  to  choose  depends  upon  pecuniary  factors.  The  ratio  between 
their  dollar  incomes  and  the  dollar  prices  of  the  goods  which  they  buy 
is  of  vital  importance. 

In  addition  to  price  fluctuations  and  purchasing  power  fluctuations, 
we  must  consider  the  personal  inequalities  of  money  incomes  as  factors 
conditioning  the  choices  made  by  consumers.  The  fact  that  one  family 
receives  $1,000  income  and  another  family  receives  $50,000  income  makes 
the  widest  difference  between  the  choices  which  each  family  can  make. 
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The  poor  family  must  stint  itself  in  satisfying  even  the  most  urgent 
wants,  whereas  the  rich  family  can  gorge  itself  in  satisfying  even  the 
most  trivial  wants. 

Real  Incomes  op  Factory  Workers,*  1914-1924 


*  William  A.  Berridge,  The  Purchasing  Power  of  the  Consumer,  p.  42.  The  fluctua¬ 
tions  of  real  income  presented  by  this  diagram  refer  to  only  one  class  of  people,  namely, 
factory  workers.  Fluctuations  of  real  income  also  occur  among  other  classes  of  people. 
For  instance,  farming  classes  meet  with  fluctuations  of  purchasing  power,  and  these  fluc¬ 
tuations  seriously  affect  the  standards  of  living  prevailing  among  farmers.  The  following 
chart  indicates  changes  in  the  purchasing  power  of  farm  products.  It  represents  the 
relationship  between  prices  at  the  farm  of  things  which  the  farmer  sells  and  prices  at 
wholesale  of  things  which  the  farmer  buys.  The  real  income  of  the  farmer  is  high  when 
prices  of  farm  products  are  high  and  prices  of  other  products  are  low.  The  high  rate  of 
farm  purchasing  power  in  1918  and  1919  contrasts  sharply  with  the  very  low  rate  of 
1921,  1922,  and  1923. 


Purchasing  Power  of  Farm  Products 


1913  1914  1915  1916  1917  1918  1919  1920  1921  1922  1923  1921 

(Indexes  computed  by  United  States  Department  of  Agriculture,  by  dividing  the  price 
index  of  farm  products  by  the  price  index  of  non-farm  products.) 


The  distribution  of  national  income  is  no  less  important  than  its 
aggregate  volume  in  promoting  the  well  being  of  society.  The  happiness 
and  welfare  that  wealth  can  give  depend  as  much  upon  the  distribution 
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as  upon  the  absolute  quantity  of  wealth.  Gross  and  glaring  inequality 
of  income  begets  waste,  extravagance,  and  dissipation  among  the  ultra¬ 
rich  and  penury,  distress,  and  hatred  among  the  ultra-poor. 

These  contrasts  in  personal  incomes  depict  some  very  definite  limita¬ 
tions  upon  the  consumer’s  freedom  of  choice.  Choice  making  has  pre¬ 
viously  been  compared  to  the  casting  of  ballots.  Each  dollar  spent  is 
a  vote  for  a  certain  commodity.  Using  this  analogy  further,  we  may 
note  that  the  unit  of  suffrage  is  not  per  capita  but  per  dollar.  An 
individual  casts  as  many  votes  for  the  selection  of  a  given  type  of 
article  as  he  has  dollars  to  spend  upon  it.  In  political  affairs,  one  man’s 
vote  is  the  equal  of  any  other  man’s.  In  economic  affairs,  one  man’s  vote 
may  be  far  greater  or  less  than  another  man’s,  according  as  the  size  of 
their  incomes  varies.  Unequal  incomes  bestow  unequal  voting  power  for 
purposes  of  consumption.  Distribution  of  money  incomes  means  the 
distribution  of  dollar  votes  among  consumers.  The  smaller  the  number 
of  dollar  votes  in  a  man’s  pay  envelope,  the  more  narrow  and  limited 
his  freedom  of  choice  as  a  consumer.  No  man  can  express  consumers’ 
choices  unless  he  has  the  dollars  to  back  them  up.  The  problem  of  choice 
making  is,  therefore,  a  question  of  the  proper  distribution  of  incomes. 
The  freedom  of  choice  depends  upon  the  personal  inequalities  of  in¬ 
come. 

To  summarize  the  pecuniary  circumstances  which  condition  choice 
making,  we  may  conclude  that  the  spending  of  money  by  consumers  is 
governed  by  three  major  factors:  first,  by  price  fluctuations;  second, 
by  fluctuations  in  the  money  incomes  of  given  classes  of  consumers; 
third,  by  inequalities  in  the  personal  distribution  of  incomes.2 

Money-making  by  Guiding  Consumers’  Money  Choices. — Under  the 
modern  money  economy,  business  finds  that  in  order  to  sustain  profits, 
it  must  attempt  to  guide  the  choices  made  by  consumers.  The  produc¬ 
tion  technology  requires  continuous  use  of  expensive  machinery.  The 
goal  is  quantity  output.  In  order  to  sustain  mass  output,  business  must 
have  mass  sales.  These  can  be  secured  only  by  the  strategy  of  modern 
advertising  and  salesmanship,  a  strategy  which  concerns  itself  with 
the  guidance  of  consumers’  choices.  Each  business  concern  sets  out  to 
collect  the  largest  possible  number  of  dollars  from  consumers.  In  order 
to  make  this  collection,  the  business  must  persuade  the  consumer  to 
choose  its  peculiar  line  of  goods.  Both  production  technology  and  the 
pecuniary  system  of  business  concentrate  their  effort  upon  the  consumer. 
He  must  be  made  to  yield  to  the  importunities  and  supplications  of 
business.  Choose  this,  choose  that,  are  the  cries  dinned  into  his  ears 
from  all  sides.  Screamed  at  by  violent  advertisements,  dissected  by 
psychologists,  assaulted  by  the  “go-getter”  or  “high-powered  sales¬ 
man, ’’"the  consumer  is  being  mentally  torn  limb  from  limb.  Billions 
of  dollars  each  year  are  spent  for  the  purpose  of  breaking  down  the 

2  Choices  by  different  grades  of  income  receivers  are  shown  in  the  earlier  treat¬ 
ment  of  consumption  dealing  with  family  budgets.  See  also,  E.  A.  Winslow,  Pur¬ 
chasing  Power  of  the  Consumer,  pp.  125-258. 
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so-called  ‘  ‘  consumer ’s  resistance.  ’  ’  The  function  of  the  sales  department 
is  to  “make  the  consumer  buy.” 

The  balance  of  the  present  chapter  deals  with  the  methods  by  which 
consumers’  choices  are  guided.  These  methods  are  classified  under  three 
headings:  first,  guidance  by  private  business;  second,  guidance  by  public 
agencies;  third,  guidance  by  the  evolution  of  standards  of  living. 

Guidance  of  Choices  by  Private  Business. — Business  may  set  out  to 
create  new  wants  or  may  content  itself  with  satisfying  old  wants.  The 
viewpoint  of  the  business  concern  is  highly  individualistic,  in  that  the 
endeavor  is  not  so  much  to  increase  the  total  national  consumption  as  to 
increase  the  share  of  consumption  which  is  reflected  in  purchases  from 
the  individual  concern.  Business  competes  for  the  patronage  of  con¬ 
sumers,  and  such  competition  means  that  each  single  enterprise  tries  to 
take  patronage  away  from  all  rival  enterprises.  Guidance  of  wants 
consists  largely  of  making  the  consumer  want  the  product  of  concern  A 
instead  of  the  product  of  concern  B. 

Salesmanship  and  advertising  are  the  fundamental  methods  of  busi¬ 
ness  control  of  wants.  The  point  of  view  of  these  business  devices  is 
well  expressed  in  the  commonly  used  slogans:  “Overcome  sales  re¬ 
sistance”;  “Break  down  consumer  resistance.”  The  consumer  is  looked 
upon  as  being  in  a  state  of  resistance  to  sales  appeal.  His  resistance 
must  be  battered  down  by  the  artifices  of  sales  psychology. 

The  psychology  of  salesmanship  and  advertising  rests  upon  the  dis¬ 
covery  that  a  certain  stimulus  will  bring  a  desired  response.  The  de¬ 
sired  response  is  an  act  of  purchase  of  a  given  commodity.  The  stimulus 
is  a  series  of  appeals  calculated  to  evoke  that  purchase.  What  the 
psychologist  terms  a  response  is  essentially  the  same  thing  as  the  econ¬ 
omist  calls  a  want. 

The  consumer  is  a  bundle  of  wants  or  responses.  The  reactions  to 
stimuli  found  in  the  environment  give  rise  to  the  character  and  behavior 
of  the  organism.  These  reactions  involve  the  perception  of  stimuli, 
that  is,  perception  of  color,  taste,  odor,  touch,  dimension,  or  sound. 
They  also  involve  the  muscular  movements  of  the  various  parts  of  the 
body  and  the  chemical  changes  undergone  in  the  blood,  glands,  and 
bodily  organs.  In  consciousness,  these  processes  are  recognized  as  emo¬ 
tions,  feelings,  impulses,  memories,  habits,  ideas,  reasoning.  Consumers’ 
choices  are  the  tangible  outcome  in  terms  of  behavior  of  a  series  of  inter¬ 
related  physical  and  psychological  reactions. 

The  process  of  directing  a  consumer’s  choice  and  completing  an  act 
of  sale  may  be  considered  as  a  series  of  developments.  Certain  stages 
in  the  process  may  be  recognized  and  isolated.  There  is  no  hard  and 
fast  classification  of  stages  of  selling,  but  for  purposes  of  convenience 
we  may  adopt  the  following  classification :  attracting  attention,  securing 
interest,  arousing  desire,  creating  belief,  securing  decision  and  action, 
and  rendering  satisfaction.  Detailed  discussion  of  these  stages  belongs 
to  special  treatises  on  sales  psychology. 

The  strategy  of  controlling  consumers’  choices  has  to  take  into  ac- 
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count  the  element  of  reason  in  human  behavior.  From  the  business 
man’s  standpoint,  is  it  better  to  deal  with  the  consumer  as  a  creature  of 
reason,  or  as  a  creature  of  impulse,  habit,  emotion,  and  suggestion? 
Undoubtedly,  underlying  all  sales  strategy  is  the  reasoning  factor. 
Business  faces  the  fact  that  the  consumer  gives  “reasons,”  to  himself 
and  to  his  neighbors,  for  all  his  actions.  Business  must,  therefore,  fill 
the  consumer’s  mind  with  “reasons”  for  buying  a  given  commodity. 
Such  reasons  must  be  good  and  sufficient  in  the  consumer’s  mind,  and 
must  make  him  feel  convinced  that  his  choices  are  logical  and  rational. 

How  shall  business  feed  these  “reasons”  into  the  consumer’s  mind? 
The  solution  of  this  problem  has  been  greatly  simplified  by  the  psycho¬ 
logical  discovery  that  most  so-called  reasoning  consists  of  doing  what 
one  wants  to  do  and  finding  plausible  and  agreeable  excuses  afterward. 
The  drive  to  action  is  impulse,  emotion  and  habit.  The  justification 
for  action  is  much  in  the  nature  of  an  afterthought.  The  consumer 
must  prove  to  his  neighbors  and  to  himself  that  what  he  wishes  to 
do  is  fine,  and  strong,  and  good.  Consequently,  he  rationalizes  his  action. 
If  he  wishes  for  the  sake  of  social  prestige  to  indulge  in  luxury  and 
extravagance,  the  consumer  contrives  the  best  sounding  reasons  in  the 
world  for  his  foolish  display.  If  he  indulges  in  enjoyments  that  are 
selfish,  licentious,  unsocial,  or  shameful,  the  consumer  sugar-coats  them 
with  altruistic  and  righteous  justifications.  Our  thinking  as  consumers 
becomes  in  large  measure  an  effort  to  find  plausible  and  flattering  reasons 
for  what  we  want  to  do  and  think  and  feel  and  be.  Business  helps  the 
consumer  to  rationalize  all  his  choices,  good,  bad,  and  indifferent.  It 
presents  him  with  reasons  both  specious  and  sound  to  justify  his  selec¬ 
tions  of  various  goods.  Advertising  appeal  and  sales  talks  both  abound 
with  attractive  ‘  ‘  reasons  ’  ’  for  purchasing  the  desired  product. 

Consumers’  rationalization  by  these  processes  is  quite  different  from 
the  pure  reason  of  the  logician  and  the  scientist.  The  element  of  reason 
in  sales  psychology  is  utterly  inferior  to  the  careful  analysis  of  scientific 
thought.  The  strongest  reasons  for  not  buying  a  commodity  can  be 
broken  down  by  vigorous  sales  and  advertising  campaigns  in  which  non- 
rational  appeal  is  made  to  impulse,  emotion,  and  imagination. 

Even  if  a  consumer  endeavors  carefully  to  weigh  the  advantages  and 
disadvantages  of  a  purchase,  he  is  likely  to  be  outmaneuvered  by  sales 
strategy.  Salesmen  are  taught  that  all  possible  objections  which  a  con¬ 
sumer  can  raise  against  buying  an  object  can  be  classified  under  certain 
headings.  For  each  standard  excuse,  there  is  a  stock  answer  or  refuta¬ 
tion.  The  wit  and  ingenuity  of  the  consumer  is  no  match  for  the  refined 
and  standardized  strategy  of  the  salesman  in  overcoming  reason  with 
“reasons.”  Consumers’  reasons  succumb  to  the  onslaught  of  sellers’ 
reasons.  In  presenting  reasons,  salesmen  must  not  seem  to  argue. 
“Never  argue”  is  the  admonition  universally  given  to  salesmen. 
“Gently  lead  the  consumer’s  mind  away  from  the  objection,  and  talk 
about  something  entirely  different,  in  order  to  give  the  consumer  a 
pleasant  feeling  tone.”  Such  is  the  strategy  of  manipulating  what  the 
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consumer  thinks  are  his  reasoning  powers,  into  the  making  of  choices 
which  suit  the  needs  of  business. 

Reason,  common  sense,  thinking,  are  part  of  the  sales  resistance  which 
sales  effort  tries  to  break  down.  New  reasons  must  take  the  place  of 
old  before  new  products  can  be  marketed. 

Salesmanship  and  advertising,  for  the  most  part,  stress  the  im¬ 
portance  of  feeling,  impulse,  suggestion,  and  habit.  Pictures,  colors, 
and  slogans  in  advertising  must  convey  a  pleasant  feeling  tone  if  they 
are  to  produce  sales.  Appeals  must  stimulate  primary  impulses  and 
instincts.  Imagery  must  be  aroused  in  the  consumer’s  mind,  with  a 
view  to  suggesting  a  given  choice  of  goods.  Suggestion  must  be  re¬ 
peated  time  without  end,  because  repetition  forms  a  fixed  mental  habit. 
Habitually,  the  buyer  must  come  to  associate  in  his  mind  a  certain 
trade-mark  or  bi’ancl  with  his  need  for  a  particular  kind  of  article. 
When  he  thinks  of  clothing,  for  instance,  he  must  unconsciously  and 
by  force  of  habit  associate  his  need  for  clothing  with  a  special  name  or 
make  of  clothing.  Reiteration  of  suggestion  forms  habit  paths  which 
govern  the  action  of  the  consumer.  Simply  the  display  of  a  name,  a 
picture,  or  a  catch  phrase  countless  times  predisposes  the  consumer  to 
buy  the  commodity  in  question. 

In  the  midst  of  such  a  bombardment  of  irrational  selling  appeals, 
the  consumer  has  one  powerful  factor  of  self-defense.  That  factor  is 
the  necessity  for  giving  the  consumer  satisfaction  from  his  choice.  A 
famous  advertising  phrase  runs,  “Satisfied  customers  are  our  best  ad¬ 
vertisement.”  Leading  retailers  display  a  sign  which  reads,  “Satis¬ 
faction  guaranteed.”  Such  phrases  are  a  recognition  of  the  fact  that 
all  sales  effort  is  incomplete  unless  a  purchase  can  be  made  to  mean 
full  satisfaction  to  the  consumer.  Satisfied  customers  repeat  their  orders, 
others  refuse  to  be  deceived  again. 

An  article  which  is  incapable  of  giving  satisfaction  cannot  be 
marketed  permanently,  no  matter  how  powerful  the  appeal  to  emotion 
and  imagination  may  be  on  advertising  pages.  For  a  little  time,  preda¬ 
tory  selling  may  be  commercially  profitable,  but  before  long  the  suffer¬ 
ing  public  wreaks  vengeance  by  refusing  to  buy  further  articles  of  the 
predatory  concern.  The  consuming  public  is  a  ruthless  tyrant  in  this 
respect.  It  has  no  mercy  upon  a  dealer  who  offers  goods  which  fail  to 
yield  satisfaction.  It  will  let  him  perish  in  misery  by  its  power  of 
ceasing  to  buy  his  goods.  No  power  of  annihilation  could  be  more 
effective  than  this. 

The  need  for  creating  satisfaction  underlies  an  important  modern 
development  in  the  direction  of  selling  service  as  well  as  goods.  A 
housewife  who  buys  electrical  household  appliances  receives  a  guarantee 
of  service  for  a  year  or  some  other  stated  period  of  time.  Service  im¬ 
plies  instruction  in  the  use  of  the  appliance,  and  the  supplying  of 
repairs  needed  because  of  defects  of  workmanship  or  material.  The 
automobile  has  brought  into  prominence  the  element  of  service  in  making 
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satisfied  customers.  In  its  many  phases,  the  selling  of  service  is  an 
evidence  of  the  attempt  to  insure  the  satisfaction  of  consumers. 

It  does  not  follow  that  all  things  which  satisfy  the  consumer  con¬ 
tribute  to  his  well  being.  Extravagance  and  waste  may  yield  their  satis¬ 
factions,  but  may  detract  from  the  health  and  welfare  of  the  individual. 
The  fact  that  a  good  brings  enjoyment  and  amusement  does  not  guar¬ 
antee  that  it  will  bring  a  larger  and  better  life  to  the  individual.  Many 
of  the  satisfactions  of  the  modern  age  are  looked  upon  by  critics  as  a 
menace  to  civilization  itself.  Satisfactions  are  not  synonymous  with 
welfare.  Dangerous  satisfactions  tempt  the  consumer  at  every  hand. 

Advertising  and  salesmanship  are  often  defended  upon  the  ground 
that  they  are  necessary  in  order  to  educate  the  consumer.  Sales  effort 
is  said  to  supply  information  on  the  basis  of  which  the  consumer  can 
choose  the  more  intelligently.  This  defense  rests,  in  a  degree,  upon 
sound  economic  foundations.  Wants  do  not  readily  develop  by  them¬ 
selves.  They  are  too  largely  controlled  by  custom  and  inertia.  Wants 
develop  only  under  the  stimulus  of  some  outside  influence.  The  rapid 
adoption  of  the  automobile  and  of  electrical  conveniences  in  American 
life  is  in  no  small  measure  due  to  the  fact  that  the  people  were  educated 
to  the  use  of  such  articles  by  intensive  advertising  and  salesmanship. 
Progress  in  standards  of  living  is  fostered  by  high  grade  sales  effort. 

But  there  is  an  important  limitation  upon  the  educational  value  of 
modern  sales  effort.  The  educational  agency  is  not  an  unbiased,  im¬ 
partial  authority,  animated  primarily  by  the  desire  to  render  public 
benefit.  On  the  contrary,  the  agency  is  a  profit-seeking  corporation, 
animated  primarily  by  the  desire  to  make  private  profit.  The  agency 
is  mercenary  in  motive  and  commercialistic  in  design.  It  educates  the 
public  to  consume  those  things  which  yield  the  most  profit  to  the  sellers. 
Often  the  things  which  yield  most  profit  are  not  the  things  which  the 
public  most  needs.  The  whole  technique  of  selling  is  altogether  too 
biased  and  mercenary  to  pose  as  a  sound  educational  enterprise.  No  one 
would  think  for  a  minute  of  placing  our  public  schools  in  the  hands 
of  certain  individuals,  animated  by  the  desire  to  make  the  utmost  profit 
out  of  public  education.  Yet  consumers’  education  is  largely  at  the 
mercy  of  shrewd  business  genius,  anxious  to  educate  the  public  to  choose 
those  articles  which  give  the  greatest  profit  to  business.  As  an  educa¬ 
tional  or  informational  institution,  sales  effort  doubtless  accomplishes 
many  constructive  results,  but  it  falls  materially  short  of  the  ideal  of  an 
unbiased  authority  for  consumers  to  follow. 

The  question  with  regard  to  advertising  and  salesmanship  is  no 
longer  whether  they  are  to  become  a  part  of  our  economic  system.  They 
are  already  a  part  of  the  system,  and  give  every  appearance  of  per¬ 
manency.  The  real  question  is  how  all  sales  effort  can  be  made  to  result 
in  public  benefit  as  well  as  in  private  gain.  The  only  thing  to  be  abol¬ 
ished  is  the  undesirable  and  unethical  in  advertising.  Consumers  have 
little  reason  to  desire  the  abandonment  of  advertising  as  such.  The 
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problem  is  how  to  standardize  those  sales  practices  which  promote  public 
well-being,  and  how  to  eliminate  all  else. 

The  Guidance  of  Choices  by  Public  Agencies. — The  consumers’ 
problem  of  choice  is  vastly  more  complex  today  than  in  a  former  genera¬ 
tion.  Where  formerly  consumers  had  to  choose  from  a  small  number 
of  styles  and  types  of  goods,  now  they  have  to  choose  from  thousands  of 
possibilities.  Where  formerly  town  life  left  the  consumer  a  wide  amount 
of  freedom  and  independence,  now  it  commits  him  to  existence  in  an 
apartment  with  attendant  crowding  and  congestion.  Where  formerly 
reading  matter  was  limited  to  a  few  publications,  now  it  is  showered 
upon  the  individual  at  all  hours  of  the  day  and  in  all  places.  His  mail 
is  heavy  with  circulars ;  newspapers  and  magazines  flaunt  beautiful 
temptations  in  his  face ;  bill  boards,  street  cars  and  shop  windows  glare 
at  him  with  violent  displays ;  salesmen  of  all  varieties  besiege  him  at 
his  office  and  at  his  home.  Telephone  and  telegraph  connect  him  at 
every  instant  with  all  parts  of  the  community.  Automobiles  encumber 
his  path  or  rush  him  at  hectic  speed  to  his  destination.  Rules,  regula¬ 
tions,  and  restrictions  pile  up  and  must  be  obeyed.  Immense  complexity 
has  entered  into  the  choices  of  the  modern  consumer. 

As  the  number  and  variety  of  consumers’  choices  widen,  the  con¬ 
sumer  is  able  to  know  less  and  less  about  the  merits  of  any  single  choice. 
It  is  a  sheer  impossibility  for  him  to  have  trustworthy  knowledge  of 
real  values.  He  snatches  scraps  of  information  by  hearsay  from  one 
person  and  another.  He  glimpses  the  appeals  supplied  by  advertisers. 
But  at  the  best,  such  sources  of  information  give  only  a  thin  smattering 
of  information  on  the  most  essential  choices  which  the  consumer  makes. 
He  generally  falls  back  upon  confidence  in  the  quality  of  standard  makes 
and  brands  of  goods.  The  consumer  depends  largely  upon  the  ability 
of  the  dealer  to  see  that  his  true  self-interest  requires  the  supplying  of 
goods  of  standard  quality  at  fair  prices. 

In  this  complex  situation,  various  forms  of  public  protection  and 
guidance  of  the  consumer  have  come  into  usage.  Numerous  laws  have 
been  passed  stating  what  the  consumer  shall  not  do.  The  law  pro¬ 
hibiting  the  use  for  beverage  purposes  of  intoxicating  liquors  is  an 
example  of  the  drastic  power  of  the  government  in  regulating  con¬ 
sumption.  Some  states  have  enacted  laws  restricting  the  sale  of  ciga¬ 
rettes.  Laws  forbidding  the  sale  or  use  of  opium  are  on  the  statute 
books.  Laws  for  the  maintenance  of  pure  food  and  drugs  are  in  opera¬ 
tion.  Other  laws  require  standards  of  quality  in  goods  and  forbid 
misbranding  or  misrepresentation.  Even  with  these  laws,  however,  the 
consumer  is  none  too  well  protected  against  so-called  all  wool  cloth  which 
is  mainly  shoddy,  or  solid  mahogany  which  is  merely  stained  birch,  or 
alleged  “real”  articles  which  are  cheap  and  inferior  imitations.  Taxes 
may  be  used  to  influence  consumption  by  placing  heavy  revenues  on 
luxuries  and  wastes  and  light  revenues  on  necessaries.  Sumptuary  legis¬ 
lation  attempts  to  protect  and  guide  the  consumer  for  his  own  benefit. 

All  such  legislation  manifests  the  growing  conviction  that  laissez 
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faire  in  consumption  is  undesirable.  Laissez  faire  may  have  suited  an 
earlier  situation  of  comparative  simplicity,  but  it  is  inadequate  to  the 
modern  complex  situation.  On  the  other  hand,  sumptuary  legislation  is 
in  danger  of  becoming  a  meddlesome  interference  with  the  personal 
liberty  of  the  consumer.  Extremes  of  dictation  to  consumers  are  un¬ 
desirable.  It  is  difficult  indeed  to  decide  just  where  the  limits  of  state 
guidance  should  be  drawn.  No  abstract  principle  or  absolute  theory  of 
personal  rights  and  political  prerogatives  satisfactorily  indicates  a 
dividing  line  between  state  control  and  private  rights.  A  process  of 
political  trial  and  error  promises  to  arrive  at  safer  results.  Political 
experimentation  with  various  alternatives  in  consumers’  guidance 
should  give  the  flexibility  necessary  to  adapt  government  policy  to 
social  need. 

Educational  institutions  also  work  toward  the  end  of  guidance  of 
consumption.  The  common  schools  emphasize  the  laws  of  hygiene  and 
health  and  endeavor  to  build  sound  bodily  and  mental  habits  in  chil¬ 
dren.  In  recent  years  marked  expansion  has  taken  place  in  the  teach¬ 
ing  of  home  economics  in  schools  and  colleges.  Such  instruction  in¬ 
cludes  studies  in  dietetics  and  nutrition,  costume  design,  clothing, 
hygiene,  care  and  training  of  children,  interior  decoration,  and  house 
management.  These  studies  develop  the  science  and  art  of  home-mak¬ 
ing,  and  tend  to  raise  the  standards  of  appreciation  among  consumers. 
They  lead  to  improved  habits  of  consumption  and  higher  types  of  want 
satisfaction. 

Social  organizations  of  many  types  focus  their  effort  on  the  con¬ 
sumer’s  problems.  The  collective  effort  of  the  community  is  necessary 
for  the  maintenance  of  health.  Contagious  diseases  can  be  controlled 
only  by  collective  effort.  Sanitation  in  cities  depends  upon  a  common 
water  supply,  a  common  sewage  disposal,  and  a  common  supervision  of 
living  conditions.  Civic  associations  aid  in  town  planning  and  zoning, 
in  bringing  music  and  art  to  the  community,  and  in  maintaining  a 
proper  social  life.  All  such  organizations,  whether  public  or  private, 
seek  certain  definite  standards  of  consumption.  They  are  a  recognition 
of  the  fact  that  consumption  has  ceased  to  be  a  purely  individualistic 
affair  and  has  become  a  community  affair.  AVhat  harms  one  harms  all 
and  what  helps  one  helps  all.  Collective  effort  is  necessary  to  guide 
consumers  in  the  modern  group  type  of  life. 

One  problem  in  particular  which  engages  the  attention  of  all  agencies 
is  the  prevention  of  waste  in  consumption.  It  is  commonly  estimated 
that  the  American  people  waste  about  10  per  cent  of  the  edible  food 
which  is  purchased.  Waste  occurs  through  ignorant  buying,  in  the 
form  of  selection  of  poor  quality,  of  payment  of  high  prices,  of  buying 
at  the  wrong  time.  The  people  of  the  United  States  have  the  inter¬ 
national  reputation  of  being  a  particularly  profligate  nation.  To  combat 
this  condition,  both  the  government  and  private  social  agencies  attempt 
to  inform  and  convince  the  people  of  economies  in  all  departments  of 
consumption. 
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For  the  effective  influencing  of  consumers,  certain  new  arts  and 
devices  have  come  into  vogue  in  recent  years.  These  are  contained 
in  the  technique  of  publicity  and  propaganda.  The  World  War  more 
than  any  other  single  factor  was  responsible  for  developing  the  im¬ 
portance  of  propaganda.  Propaganda  was  a  means  of  stimulating  pa¬ 
triotism  at  home  and  disaffection  in  the  enemy  countries.  The  Food 
Administration  used  publicity  as  a  means  of  economizing  in  the  use  of 
certain  scarce  foods  and  directing  consumption  toward  foods  which  were 
available  in  plenty.  Seeing  the  effectiveness  of  propaganda  in  the  hands 
of  governments,  private  business  associations  took  up  the  same  weapon 
for  business  purposes.  Large  industries  and  leading  trade  and  com¬ 
mercial  associations  maintain  publicity  experts,  whose  duty  it  is  to  put 
before  the  public  mind  in  multitudes  of  ways  information  calculated  to 
predispose  the  public  favorably.  This  tendency  is  fraught  with  some 
danger  to  the  public,  since  the  information  so  broadcasted  is  tarnished 
with  the  selfish  and  mercenary  point  of  view  of  some  particular  busi¬ 
ness  organization.  The  public  can  not  rely  upon  the  impartiality  or 
accuracy  of  propaganda  news.  Much  of  propaganda  is  aimed  not  to 
lead  but  to  mislead  public  opinion.  As  an  offset  to  commercialized 
propaganda,  public  agencies  resort  to  the  same  technique  to  persuade 
public  opinion  in  a  more  disinterested  way.  Broadly  viewed,  propa¬ 
ganda  carries  the  danger  of  forming  public  choices  on  half  truths, 
plausible  deceits,  and  specious  suggestions. 

Over  against  the  powers  of  propaganda  we  may  set  the  powers  of 
mature  reflection  and  discriminating  judgment.  The  possibility  of 
developing  sensitive  appreciation  of  higher  and  better  choices  is  a  real 
one.  Education,  information,  stimulation  of  rational  choice  making, 
offer  hopeful  pathways  of  progress.  The  consumer  may,  by  taking  care¬ 
ful  thought,  weed  out  of  his  budget  the  wastes  and  futilities  which  beset 
him  at  every  hand.  He  may  balance  the  proportions  spent  for  food,  for 
clothing,  for  recreation,  for  education,  and  for  each  particular  purpose. 
He  may  plan  his  expenditure  so  as  to  save  an  ample  amount  to  buy  his 
home,  to  carry  his  life  insurance,  to  provide  an  estate  for  his  old  age. 
He  may  restrict  the  wanton  play  of  fashion  and  foible  in  his  choices, 
and  adhere  to  more  permanent  and  enduring  satisfactions.  Although 
all  the  powers  of  emotion  and  of  impulse  are  utilized  to  batter  down 
his  reflective  and  rational  resistance,  nevertheless  there  is  a  vitality  and 
latent  strength  in  these  resistances  which  offers  the  only  sound  hope  of 
progress. 

As  reflective  judgment  is  brought  into  action,  the  importance  of 
cultural  factors  in  consumption  becomes  stronger.  The  literature  which 
appeals  to  a  people  is  a  fair  index  of  the  standards  of  appreciation. 
The  music,  the  dancing,  the  pictures  which  a  people  like,  are  a  measure 
of  their  aesthetic  level.  The  features  which  they  demand  in  their 
newspapei’s  and  magazines  reflect  their  true  character.  Their  desire 
to  be  informed  upon  developments  in  science  and  in  thought  is  a  register 
of  their  intellectual  curiosity.  One  caustic  criticism  brought  against 
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contemporary  standards  in  all  these  respects  is  that  decay  and  degenera¬ 
tion  have  set  in.  All  that  is  connoted  by  “the  jazz  age’’  has  reference 
to  new  and  different  levels  of  artistic  interest.  The  need  for  a  main¬ 
tenance  of  high  standards  of  art,  appreciation,  and  culture  is  a  pointed 
challenge  to  the  public  agencies  hoping  to  guide  consumption. 

The  Unconscious  Evolution  of  Choices. — The  foregoing  discussion 
deals  with  the  deliberate  guidance  of  wants.  But  deliberate  guidance 
is  not  the  whole  explanation  of  choices.  Of  equal  importance  are  the 
mass  of  unconscious  choices  made  chiefly  as  a  result  of  custom  and  social 
habit.  Sociology  and  social  psychology  have  made  clear  the  force  of 
group  tradition  in  guiding  human  conduct.  The  group  traditions  of 
China  differ  sharply  from  those  of  America,  and  those  of  peasant  Russia 
differ  from  those  of  metropolitan  England.  Not  only  do  customs  differ 
from  country  to  country,  but  also  they  differ  in  the  same  country  from 
one  period  of  time  to  another.  The  customs  and  conventions  of  colonial 
days  were  as  much  different  from  those  of  the  Civil  War  period  as  the 
latter  were  in  turn  different  from  those  of  modern  America.  The 
traveler  and  the  historian  are  the  most  competent  authorities  to  relate 
the  countless  differences  in  social  custom  as  between  country  and  country 
and  generation  and  generation. 

Various  terms  have  been  used  to  express  the  many  phases  of  social 
custom  in  guiding  choices  of  consumers.  In  economics,  the  common 
phrase  is  “the  standard  of  living.”  The  standard  of  living  is  the 
number  and  variety  of  wants  which  a  given  class  of  people  at  a  given 
time  and  place  deem  it  necessary  to  satisfy.  It  is  a  state  of  mind,  a 
psychical  fact,  a  mass  of  ideas.  People  think  it  necessary  to  wear  a 
certain  style  of  dress,  to  drive  a  certain  make  of  car,  to  live  in  a  certain 
grade  of  house.  The  fact  that  they  think  each  standard  of  expenditure 
necessary  is  the  all-important  fact. 

Standards  of  living  are  in  large  measure  the  accumulation  of  folk¬ 
ways  over  hundreds  of  generations.  Each  new  generation  inherits  in 
the  form  of  custom  and  convention  the  codes  and  canons  of  the  previous 
generation.  This  handed-down  lore  of  social  custom  constitutes  the 
social  heritage  of  the  race.  The  child  grows  into  customs  of  his  fore¬ 
fathers.  Each  modern  custom  is  rooted  in  the  history  of  a  long  past. 
The  social  heritage  is  the  climax  of  prolonged  social  evolution.  As  the 
child  grows  up  in  a  given  social  environment,  the  ways  of  life  seem 
natural,  right,  and  good.  The  ways  of  the  past  become  the  ways  of  the 
present,  and  millions  of  minute  folkways  give  character  and  content  to 
the  standards  of  living  of  the  present  day. 

The  social  heritage  of  today,  although  designed  by  past  generations, 
nevertheless  is  steadily  undergoing  current  change  and  modification. 
The  contact  of  mind  with  mind  develops  new  outlooks  and  new  thoughts. 
One  school  of  sociologists  maintains  that  virtually  all  social  progress 
comes  from  the  contacts  of  cultures  of  different  human  groups.  Migra¬ 
tion,  immigration,  travel,  and  commerce  are  claimed  to  be  the  great 
forces  which  break  up  the  ruts  of  national  habit  and  provincial  custom. 
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The  mixing  of  peoples  is,  according  to  this  view,  the  all-important  force 
which  guides  the  evolution  of  choices  and  wants.  Although  this  force 
of  culture  contacts  is  of  great  importance,  we  probably  should  not  assign 
to  it  a  position  of  such  exclusive  importance.  Other  forces  are  also  of 
marked  importance.  Originality,  invention,  new  ideas,  may  appear 
independently  of  a  mixing  of  peoples  of  different  cultures.  Science, 
research,  and  discovery  set  in  motion  new  wants  and  new  desires.  The 
new  wants  are  at  first  a  luxury  for  the  fortunate  few.  But  gradually 
the  wants  spread  among  the  mass  of  the  people  and,  for  all  but  the  very 
poor,  come  to  be  looked  upon  as  necessities  of  life.  Two  forces  of  evolu¬ 
tion  of  wants  are,  then,  of  primary  importance,  namely,  contact  of  dif¬ 
ferent  cultures  and  originality,  science,  invention,  and  discovery. 

When  wants  become  firmly  established  in  social  custom,  they  exercise 
a  kind  of  tyranny  over  the  individual  consumer.  The  individual  is  not 
free  to  depart  from  what  is  considered  good  form  and  good  taste.  He 
dare  not  violate  the  conventions  of  the  group,  for  fear  of  becoming  an 
outcast.  The  standards  of  fashion  impose  arbitrary  restraints  upon  the 
consumer’s  freedom  of  choice.  It  is  not  so  much  the  individual’s  will 
which  chooses  as  it  is  the  social  will  of  the  group.  The  social  codes 
stamp  a  pattern  of  uniformity  upon  consumers’  choices.  Obedience  to 
the  canons  of  good  form  and  propriety  ordinarily  is  taken  as  the  test 
of  safe  and  sane  citizenship. 

The  binding  force  of  social  custom  is  nowhere  more  clear  than  in  all 
matters  of  pecuniary  emulation.  Such  emulation  involves  countless  ways 
of  displaying  luxury  and  extravagance.  Prestige  in  consumption  is 
attained  by  ostentatious  expenditure.  Social  esteem  is  acquired  by 
making  a  prominent  show  of  rich  living.  The  result  is  competition 
among  consumers  to  determine  who  can  make  the  most  glaring  and 
gorgeous  expenditure  of  money.  Competitive  extravagance  and  con¬ 
spicuous  waste  penetrate  all  modern  standards  of  living.  The  leisure 
classes  at  the  top  of  society  set  the  pace.  Their  conspicuous  indulgences 
in  the  sports,  the  arts,  the  luxuries,  and  the  dissipations  of  high  society 
constitute  a  standard  envied  by  all  other  classes.  The  middle  classes 
seek  to  emulate  the  fads  and  foibles  of  those  higher  up  in  the  scale  of 
spending,  and  even  the  laboring  classes  are  prone  to  copy  and  imitate 
in  ways  often  crude  and  pathetic.  Each  consumer  tries  to  keep  up  with 
the  class  above.  The  pecuniary  canons  of  taste  filter  down  from  the  rich 
to  the  poor.  A  man  is  known  by  the  size  of  his  income  and  his  dramatic 
display  of  the  art  of  spending.  Pecuniary  emulation  is  a  dominating 
factor  in  setting  the  standards  of  living  and  in  guiding  the  course  of 
consumers’  choices. 

Ideal  Standards  versus  Actual  Standards. — The  standards  of  living 
which  have  been  discussed  are  the  actual  standards  of  modern  life. 
These  may  be  compared  with  imaginary  or  ideal  standards  of  living, 
with  a  view  to  discovering  how  the  actual  deviates  from  the  ideal. 
Tlius  we  can  construct  quantity  food  budgets  setting  forth  the  re¬ 
quirements  for  nutrition  in  terms  of  calories,  proteins,  fats,  vitamins, 
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and  the  like.  We  can  discover  the  minimum  amount  of  food  elements 
necessary  to  yield  a  balanced  and  adequate  diet.  Then  we  can  com¬ 
pare  with  these  theoretical  food  standards  the  actual  food  habits  of 
given  classes  of  people,  and  can  ascertain  in  what  respects  actual  stand¬ 
ards  of  food  consumption  fall  short  of  ideal  standards.  This  same 
process  can  be  applied  to  other  parts  of  the  family  budget.  The  chief 
difficulty  is  that  in  many  cases  there  are  inadequate  objective  facts  to 
serve  as  a  basis  for  drafting  an  ideal  standard.  What,  for  instance,  is 
an  ideal  standard  of  dress?  Personal  opinion  and  fancy  deeply  affect 
the  answer,  and  yet,  underlying  countless  differences  of  personal  opinion, 
there  are  certain  standards  of  health,  decency,  economy,  display,  and 
convenience  which  can  be  set  up.  Even  in  matters  of  dress,  those  who 
fall  short  of  the  standards  of  good  taste  are  quickly  detected  and 
branded  with  a  certain  social  taboo.  No  matter  how  much  personal  whim 
and  fashion  may  enter  in,  certain  ideal  standards  can  be  set  up,  and 
used  as  a  point  of  comparison  with  actual  standards.  Even  though  com¬ 
plete  ideal  standards  cannot  be  set  up  in  all  cases,  there  can  be  estab¬ 
lished  numerous  partial  standards  to  be  used  as  a  basis  of  comparison 
with  actual  expenditure. 

Progress  in  standards  of  living,  in  so  far  as  it  can  be  brought  about 
by  deliberate  social  effort,  must  largely  be  a  result  of  setting  up  ideal 
standards  as  goals  toward  which  to  strive.  Gradually,  by  processes  of 
education,  advertising,  and  propaganda,  new  habits  and  customs  can  be 
formed  which  square  with  the  ideal  standards. 

Population  and  Standards  of  Living. — The  standard  of  living  has 
long  played  an  important  part  in  theories  of  population.  The  rela¬ 
tionship  involves  two  main  propositions :  First,  that  growth  of  popula¬ 
tion  tends  to  encroach  upon  the  means  of  subsistence  and  to  keep  the 
standard  of  living  low;  second,  that  growth  of  population  tends  to  be 
checked  as  a  result  of  the  determination  to  maintain  given  standards  of 
living  by  means  of  restricting  the  birth  rate. 

The  first  proposition  was  a  cardinal  point  in  the  doctrines  of  Malthus. 
He  viewed  with  dismay  the  future  of  human  kind,  because  he  anticipated 
that  the  multiplication  of  mouths  to  feed  would  exceed  the  resources 
wherewith  to  feed  them.  The  congestion  of  population  and  the  low 
standard  of  living  in  many  parts  of  the  world,  such  as  India  or  China, 
illustrate  the  reality  of  this  tendency.  But  this  tendency  is  not  in¬ 
evitable  and  uncontrollable.  A  counter  force  has  been  brought  into 
operation,  namely,  the  desire  to  keep  the  size  of  families  small  enough 
to  permit  the  maintenance  of  a  high  family  standard  of  living.  In  each 
country,  the  people  of  larger  incomes  and  higher  education  are  so  firmly 
set  upon  having  the  comforts  and  enjoyments  of  life  that  they  avoid  the 
burden  of  care  and  duty  involved  in  large  families.  The  standard  of 
living  among  the  higher  groups  acts  as  a  drastic  restraint  upon  the 
birth  rate. 

The  balance  struck  between  these  opposite  tendencies  at  any  one 
time  varies  a  great  deal  between  countries  and  between  classes  in  the 
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same  country.  At  one  extreme  are  countries  dominated  by  the  first 
tendency,  and  characterized  by  overpopulation,  congestion,  and  low 
living  standards.  At  another  extreme  are  countries  dominated  by  the 
second  tendency,  and  characterized  by  “race-suicide,”  small  families, 
and  high  living  standards.  The  balance  is  not  a  fixed  and  constant 
ratio  between  population  and  living  standards,  but  is  a  changing  ratio 
in  process  of  evolution  in  one  direction  or  another. 

Welfare  and  Consumption. — Why  should  economics  fear  to  deal 
frankly  with  the  welfare  outcome  of  economic  action  ?  The  end  all  and 
be  all  is  certainly  not  to  grind  out  cold  chunks  of  commodities  nor  to 
pour  lifeless  dollars  into  consumers’  pockets.  The  economic  struggle  is 
all  in  vain,  full  of  sound  and  fury  yet  signifying  nothing,  unless  it  builds 
human  personality,  releases  capacity,  stimulates  the  mind,  gives  appre¬ 
ciation  of  beauty,  makes  healthy  bodies,  and  insures  that  men  shall 
have  life  and  have  it  more  abundantly.  From  every  angle  comes  the 
query,  “What  is  to  be  gained  by  merely  heaping  up  that  material  wealth 
with  which  civilization  is  already  top-heavy?  Wealth  and  ever  more 
wealth.  Is  this  to  be  our  everlasting  cry?  Forever  grasping  at  the 
means  and  forgetting  the  ends  of  human  life  and  welfare  ?  The  need 
of  the  nation  is  not  more  wealth,  but  more  wisdom  in  the  art  of  using 
wealth  toward  rational  aims.  This  is  the  slowly  attained  ideal  of  the 
worthiest  economic  thought  of  our  time.  It  makes  economics  not  the 
slave  of  industry,  rather  it  would  make  industry  the  servitor  of  man¬ 
kind.”  3 

In  an  age  when  nearly  every  one  acts  upon  the  assumption  that  the 
most  important  thing  in  life  is  the  size  of  his  income,  it  is  appropriate 
to  sound  the  challenge  that  the  most  important  thing  in  life  is  the 
quality  of  his  personality.  Smallness,  meanness,  pettiness,  abound  in 
the  circles  of  high  incomes  as  well  as  low.  More  wealth  does  not  seem 
to  mean  more  character,  more  health,  or  more  happiness.  As  one  author 
expresses  the  matter,  “Men  waste  their  substance  in  a  vain  and  rapacious 
scramble  for  the  power  to  acquire  possessions  and  command  services  that 
bring  satisfaction  neither  to  themselves  nor  to  others,  but  which  never¬ 
theless  deprive  whole  hosts  of  their  fellow  creatures  of  true  forms  of 
well  being.  The  welfare  of  wealthy  persons  in  regard  to  quite  ordinary 
matters  of  every  day  life  is  often  very  low,  and  that  of  poor  people 
relatively  high.  ’  ’  4 

Graham  Wallas  has  said,  “Two  types  of  industrial  organization 
might  be  equally  efficient  in  the  production  of  wealth,  and  yet  life  under 
one  might  be  happy  and  under  another  unhappy.”5  A  similar  observa¬ 
tion  is  made  by  Seager  in  a  biographical  note  on  the  life  and  work  of 

s  F.  A.  Fetter,  Atnerican  Economic  Review,  March,  1925,  p.  26. 

4  William  A.  Robson,  The  Relation  of  Wealth  to  Welfare,  pp.  5,  169.  Compare 
the  statement  of  E.  Cannan,  “It  is  a  commonplace  that  material  welfare  does  not 
increase  pari  passu  with  increasing  income,”  in  The  Economic  Outlook,  p.  273. 
Also  compare  the  statement  of  R.  T.  Ely,  “There  are  two  kinds  of  poverty:  one  a 
lack  of  goods  for  the  higher  wants,  the  other  a  lack  of  wants  for  the  higher  goods,” 
in  Outlines  of  Economics,  p.  5. 

s  Graham  Wallas,  The  Great  Society,  p.  321. 
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the  late  Simon  N.  Patten:  “In  Germany  he  perceived  that,  though  much 
poorer  in  their  command  of  commodities  than  the  farmers  of  Illinois, 
the  professional  families  he  met  in  Halle  were  in  many  ways  better 
off.  Through  varied  and  cooperative  habits  of  consumption  the  Ger¬ 
mans  in  great  measure  overcame  their  disadvantages  in  production. 
Halle  was  well  provided  with  public  parks  and  playgrounds.  There  was 
a  municipal  theater  and  opera  house.  Inexpensive  restaurants  were 
everywhere,  making  possible  easily  arranged  excursions  to  the  country 
and  pleasant  evenings  of  social  intercourse  for  the  relief  of  overworked 
housewives.  Observation  of  the  way  in  which  the  Germans  utilized  these 
advantages  made  him  realize  that  social  welfare  depends  quite  as  much 
on  the  way  in  which  wealth  is  used  as  on  its  amount,  a  conviction  which 
influenced  all  his  economic  thinking.”6  As  a  result  of  these  observa¬ 
tions,  Patten’s  interest  centered  largely  in  the  doctrine  that  improve¬ 
ments  in  consumption  may  contribute  to  further  progress  quite  as  much 
as  improvements  in  production. 

Economists  have  associated  the  phrase  “pleasure-gain”  with  the 
process  of  satisfying  wants.  But  a  survey  of  modern  consumption 
reveals  the  fact  that  a  great  deal  of  want  satisfaction  yields  neither 
pleasure  nor  gain.  The  pains  and  ills  of  consumption  surround  us  at 
every  hand.  The  problem  before  economics  is  to  promote  the  art  of 
living,  the  wisdom  of  choosing,  the  skill  of  consuming.  From  the  same 
product,  much  greater  human  benefit  can  be  derived.  From  the  same 
wealth,  much  greater  contribution  can  be  made  to  the  good  life. 

Conclusion. — The  logic  of  our  analysis  of  consumption  may  be 
divided  into  three  main  steps.  First,  we  attempted  to  observe  what 
consumption  is.  This  step  in  analysis  involved  a  factual  and  descrip¬ 
tive  treatment  of  what  actually  occurs  in  the  process  of  consumption. 
Second,  we  attempted  to  find  why  we  consume  as  we  do.  This  step  in¬ 
volved  an  explanation  of  the  forces  which  control  the  choices  made  by 
consumers.  The  third  step,  taken  up  in  the  ensuing  chapter,  treats  the 
following  problem :  Given  wants  as  they  are,  what  theory  of  value  logi¬ 
cally  follotvs ?  This  step  will  involve  an  analysis  of  the  classical  economic 
theories  of  utility  and  value. 

First,  a  factual  statement  of  what  consumption  is ;  second,  a  theory 
of  choice  making,  explaining  why  consumption  has  come  to  be  what 
it  is ;  third,  a  theory  of  value  which,  taking  consumption  as  we  find  it, 
explains  the  process  of  exchange  in  modern  economic  life.  Such  is  the 
chain  of  logic  which  unifies  the  various  phases  of  the  theory  of  con¬ 
sumption. 

6  Henry  R.  Seager,  in  Introduction  to  Essays  in  Economic  Theory,  by  Simon 
N.  Patten,  p.  xiii. 
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PART  III 

VALUE  AND  EXCHANGE 


CHAPTER  VIII 

VALUE  THEORY 

The  problem  of  value  is  to  explain  why  goods  exchange  at  various 
rates.  It  must  explain,  for  instance,  why  a  suit  of  clothes  may  be  equal 
in  exchange  to  perhaps  ten  pairs  of  shoes,  or  why  a  loaf  of  bread  may 
be  equal  in  exchange  to  only  one-fiftli  of  a  pound  of  a  certain  kind  of 
meat.  What  determines  the  countless  rates  at  which  goods  exchange 
for  each  other? 

The  explanation  of  value  is  limited  to  one  definite  phase  of  choice 
making  or  want  satisfaction,  namely,  to  the  overt  act  of  purchase.  The 
cause  of  the  decision  to  purchase  is  dealt  with  separately  in  a  theory 
of  choices.  The  source  and  origin  of  the  want  for  goods  is  a  part  of 
the  same  theory  of  choices.  This  previous  theory  of  choices  brings  the 
matter  up  to  the  stage  where  the  overt  act  of  choice  has  been  committed. 
No  longer  are  we  concerned  with  the  question :  Why  did  the  individual 
make  such  and  such  a  choice?  Our  whole  concern  now  is  with  the 
question :  The  choice  having  been  made  and  acted  upon,  what  is  the 
process  of  valuation  which  governs  the  rate  at  which  goods  exchange? 
Our  starting  point  in  value  theory  is  a  unit  of  behavior,  of  performance, 
of  conduct.  For  the  present  we  need  not  go  back  of  the  act,  to  question 
why  the  act  occurred.  We  will  abstract  from  the  whole  experience 
simply  one  definite,  concrete  aspect,  namely,  the  act  of  purchase  itself. 

The  problem  of  value  has  taken  on  increasing  importance  with  every 
advance  in  the  division  of  labor  and  in  specialization  of  tasks.  Each 
individual  produces  for  others.  The  result  of  his  toil  is  a  commodity 
which  will  be  offered  for  sale.  Production  for  sale  instead  of  for  self 
has  immensely  complicated  the  exchange  of  goods  and  the  range  of 
values.  Practically  all  goods  must  be  thrown  upon  the  market  and 
taken  from  the  market  before  they  reach  the  final  user  or  consumer. 
Consequently  ratios  of  exchange  between  goods  have  to  be  built  up  on 
a  vast  scale.  Specialization  in  production  multiplied  enormously  the 
valuations  required  before  goods  are  consumed. 

Theories  of  value  have  occupied  a  leading  part  in  practically  all 
attempts  at  economic  analysis.  Many  economists  have  maintained  that 
value  theory  is  the  exclusive  subject  matter  with  which  economics  is 
concerned.  From  this  standpoint,  whatever  cannot  be  put  in  some 
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logical  niche  of  value  theory  does  not  belong  in  economics  at  all.  Value 
theory  is  claimed  to  be  the  whole  of  economics.  This  somewhat  extreme 
view  has  largely  dominated  the  science  of  economics  during  the  past 
generation.  Textbooks  of  economics  have  made  the  backbone  of  their 
analysis  merely  a  theory  of  value  and  exchange.  It  is  true  that  nomi¬ 
nally  they  gave  space  to  such  subjects  as  production  and  consumption, 
but  always  their  analysis  of  these  subjects  was  limited  to  phases  which 
served  simply  to  bolster  up  value  theory  itself.  All  other  matters  were 
subordinated  to  the  great  central  matter  of  value  theory. 

At  the  same  time  that  economists  placed  overwhelming  emphasis 
upon  value  theory,  they  could  not  agree  as  to  the  content  of  that  theory. 
The  master  minds  of  the  science  were  continually  embattled  in  brilliant 
disputation  over  the  premises  and  details  of  value  logic.  Antagonistic 
schools  of  thought  ranged  themselves  on  opposite  sides  of  the  argument, 
and  created  a  magnificent  volume  of  literature  dealing  with  the  fine 
points  of  the  logical  system  of  value.  The  history  of  value  theory  is  a 
story  of  opinion  against  opinion,  absolute  laws  assaulted  by  heresies, 
intricate  systems  of  logic  no  sooner  established  than  demolished. 

The  younger  generation  of  economists  have  often  revolted  against 
the  traditional  doctrines  of  value.  Some  have  rejected  such  theory 
bag  and  baggage,  as  being  a  worthless  mass  of  argumentative  junk. 
Others  have  seen  fit  to  ignore  value  theory,  on  the  assumption  that  it  is 
possible  to  avoid  the  embarrassment  of  either  rejection  or  acceptance  by 
simply  letting  the  matter  alone.  Others  have  tried  to  reform  the  older 
value  theory  and  to  bring  it  up  to  date.  And  still  others  have  loyally 
accepted  the  faith  of  the  forefathers  without  complaint.  The  present 
writer  takes  the  position  that  orthodox  value  theory  is  useful  within 
limits.  For  certain  purposes,  it  affords  explanations  which  are  of  real 
use.  It  is  not  desirable  to  make  value  theory  the  all-important  center 
of  the  science,  and  to  exclude  from  economics  other  matters  of  great 
importance.  But  for  many  imperative  purposes,  value  theory  is  utterly 
and  hopelessly  inadequate.  It  is  decidedly  insufficient  as  an  explanation 
of  the  technology  of  production  or  of  the  guidance  of  consumers’  choices. 
It  is  decidedly  insufficient  as  an  explanation  of  the  pecuniary  ways  of 
modern  business  or  of  the  fluctuations  up  and  down  of  practically  all 
parts  of  economic  activity.  Value  theory  is  essential  within  limits,  but 
is  inadequate  as  a  whole  and  complete  basis  for  the  science  of  economics. 
It  is  the  purpose  of  the  author,  therefore,  to  state  the  principles  of  value 
and  to  use  them  for  what  they  are  worth,  but  positively  not  to  be  bound 
and  handicapped  in  all  other  departments  of  economics  by  the  fault  of 
making  value  theory  the  end  all  and  be  all  of  the  science. 

The  Value  Concept. — In  order  to  be  classed  as  an  economic  good, 
an  article  must  have  the  power  to  satisfy  human  wants.  Goods  which 
are  not  wanted  do  not  come  within  the  economic  category.  This  want 
satisfying  power  of  goods  is  called  their  utility.  The  utility  of  a  good 
is  measured  by  the  extent  to  which  it  is  capable  of  satisfying  a  person’s 
wants. 
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The  utility  of  a  good  indicates  the  value  placed  upon  the  good  from 
the  standpoint  of  its  usefulness.  The  term,  “value  in  use,”  refers  to 
this  positive  quantity  of  desirability  or  appeal  in  any  commodity.  Value 
in  use  is  different  from  value  in  exchange.  The  latter  is  a  ratio  of  com¬ 
parison.  It  is  the  ratio  at  which  goods  may  be  exchanged.  It  may  be 
defined  as  the  power  of  a  good  to  command  other  goods  in  exchange  for 
itself.  This  power  to  command  depends  of  course  upon  the  relative 
strength  of  desire  for  different  articles.  The  ratio  of  value  in  exchange 
depends  upon  the  positive  quantity  of  desirability  which  each  article 
possesses.  The  word  value,  as  used  in  value  theory,  refers  to  value  in 
exchange.  When  value  in  use  is  the  idea  to  be  conveyed,  the  term 
utility  may  be  employed. 

The  term  utility  does  not  connote  any  ethical  worth.  Opium  has 
economic  utility  as  well  as  bread.  Vice  has  economic  utility  as  well  as 
virtue.  The  test  of  economic  utility  is  strictly  that  somebody  wants 
the  good.  Whether  the  want  be  good  or  bad,  it  equally  reflects  the 
economic  utility  of  the  good.  Utility  is  strictly  neutral  on  the  moral 
aspects  of  want  satisfaction.  This  attitude  may  at  first  seem  cold 
blooded  and  ruthless,  but  in  fact  it  is  not  at  all  a  proof  of  indifference 
to  questions  of  welfare.  In  previous  chapters  dealing  with  consump¬ 
tion,  we  have  already  freely  discussed  welfare  aspects  of  want  satis¬ 
faction.  But  in  dealing  with  value  theory,  it  is  an  advantage  to  confine 
attention  definitely  to  the  results  of  choice  upon  value,  no  matter  what 
the  welfare  consequence  of  the  choice  may  be.  Whether  a  want  be 
good  or  bad,  it  has  precisely  the  same  effect  upon  value  in  exchange. 
Whether  a  choice  lead  to  glory  or  disaster,  it  has  the  same  effect  upon 
value  in  exchange.  Given  wants  as  they  are,  regardless  of  their  ethical 
implications,  we  may,  therefore,  seek  to  trace  the  process  of  valuation. 

Value  in  use  or  utility  is  the  subjective  phase  of  value.  These  con¬ 
cepts  refer  to  the  psychic  experience  of  desire,  want,  and  satisfaction. 
Value  in  exchange,  on  the  other  hand,  is  the  objective  phase  of  value. 
It  refers  to  ratios  at  which  goods  exchange  each  for  the  other. 

Diminishing  Utility  and  Marginal  Utility. — Our  desire  for  a  com¬ 
modity  diminishes  as  we  increase  the  number  of  units  available  for  con¬ 
sumption.  The  utility  becomes  less  and  less  with  each  successive  in¬ 
stallment  of  the  commodity.  The  satisfaction  derived  from  each  unit 
decreases  with  each  additional  unit.  To  an  assumed  individual,  one  pair 
of  shoes  is  essential,  a  second  is  convenient,  a  third  is  a  luxury,  a  fourth 
is  superfluous.  One  loaf  of  bread  is  a  necessity  to  a  family,  a  second 
loaf  could  be  enjoyed,  a  third  loaf  would  not  tempt  the  appetite,  a 
fourth  would  be  wasted.  Repeated  doses  of  the  same  article  yield  grad¬ 
ually  decreasing  enjoyment.  Desire  becomes  appeased,  and  wants  be¬ 
come  satisfied. 

If  the  stock  of  a  given  commodity  be  increased  indefinitely,  the  point 
is  reached  where  utility  is  nil.  Wants  are,  therefore,  satiable,  pro¬ 
vided  a  sufficient  increase  in  the  number  of  units  of  goods  is  made.  A 
free  good,  such  as  water,  is  present  in  such  abundant  quantities  that 
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people  satisfy  their  wants  for  such  goods  to  the  point  of  satiety.  A 
further  swallow  of  water  would  have  no  utility  to  the  individual.  The 
satiability  of  any  given  want  is  approached  with  each  additional  incre¬ 
ment  of  goods  used  to  meet  that  want. 

Although  any  single  want  taken  by  itself  is  satiable,  it  does  not 
follow  that  wants  in  general  are  satiable.  If  one  want  is  gratified  to  the 
point  of  satiety,  the  individual  may  turn  to  another  want  and  seek 
satisfaction  in  a  new  direction.  When  old  wants  pall,  new  wants  present 
themselves.  Endless  variety  of  want  satisfaction  surrounds  the  con¬ 
sumer.  The  increases  of  production  more  and  more  go  to  the  provision 
of  amusements,  luxuries,  and  indulgences.  This  fact  of  an  endless 
possible  variety  of  new  wants  and  new  satisfactions  is  the  basis  for  the 
doctrine  of  the  insatiability  of  wants.  In  general,  there  is  no  limit  to 
the  stimulation  and  satisfaction  of  wants.  If  one  want  is  surfeited,  the 
individual  seeks  satisfaction  by  diverting  his  consumption  to  a  different 
want.  Viewing  wants  in  the  aggregate,  we  may  say  that  they  are  in¬ 
definitely  extensible. 

Wants  differ  in  the  degree  of  their  intensity.  Some  desires  are 
stronger  than  others.  People  are  determined  to  have  certain  goods  no 
matter  what  the  sacrifice,  but  are  indifferent  to  certain  other  goods  if 
they  involve  any  sacrifice  at  all. 

Wants  differ  in  the  rate  at  which  diminishing  utility  takes  effect. 
The  want  for  a  house  to  live  in  is  carried  to  the  point  of  satiety  by  the 
first  unit  of  the  commodity.  The  rate  of  diminution  of  utility  is  prac¬ 
tically  from  an  intense  quantity  of  desire  for  the  first  unit  to  a  zero 
quantity  of  desire  for  the  second.  The  want  for  suits  of  clothes  or 
staple  articles  of  food  diminishes  more  gradually.  The  rate  of  diminu¬ 
tion  of  utility  must  be  determined  separately  for  each  kind  of  good. 

The  last  unit  of  an  individual’s  stock  of  a  good  is  the  unit  which  he 
would  most  willingly  go  without.  It  is  the  least  wanted  unit  of  the 
series.  The  utility  of  this  least  wanted  unit  is  the  marginal  utility.  A 
man  buys  six  oranges.  If  they  cost  one  penny  more,  he  would  buy 
only  five  oranges.  The  sixth  orange  is  the  marginal  unit,  and  if  the 
cost  were  the  least  bit  higher,  he  would  do  without  it  altogether.  The 
marginal  buyer  is  the  most  reluctant  buyer,  the  one  who  can  barely 
be  persuaded  to  buy  at  the  ruling  price.  If  the  price  were  any  higher, 
he  would  buy  one  less  unit  of  the  good.  Marginal  demand  is  the  demand 
of  the  least  willing  buyer  for  the  least  desired  unit  of  his  stock.  The 
marginal  concept  is  useful  in  designating  the  final  utility  of  the  last 
unit  of  the  individual’s  stock  of  goods. 

Marginal  utility  decreases  with  each  increment  in  the  stock  of  goods. 
The  larger  the  supply  of  a  given  article  in  the  hands  of  an  individual, 
the  less  the  importance  attached  to  any  single  unit  of  the  supply.  Every 
addition  to  his  store  diminishes  the  utility  of  the  least  wanted  unit. 

Total  utility  is  the  aggregate  utility  of  an  individual’s  entire  stock 
of  a  commodity.  Total  utility  increases  with  each  additional  unit  of 
goods,  but  at  a  diminishing  rate  of  increase.  Twelve  oranges  will  have 
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more  utility  than  six  oranges,  but  not  double  the  amount  of  utility.  One 
hundred  oranges  will  have  more  utility  than  twelve,  but  not  eight  times 
as  much  utility. 

Scarcity,  Utility,  and  Value. — Many  goods  which  have  the  greatest 
importance  and  service  to  the  individual  have  little  or  no  economic  value 
in  exchange.  Air  is  of  the  utmost  indispensability,  but  has  no  value  in 
exchange,  whereas  cigarettes  or  chewing  gum  although  low  in  service  to 
the  individual,  command  a  material  value  in  exchange.  AVater  is  of  far 
greater  use  than  automobiles,  but  the  former  has  slight  value  in  exchange 
in  comparison  with  the  latter.  A  pound  of  iron  is  more  needed  than 
a  pound  of  diamonds,  but  the  diamonds  have  the  superior  value  in 
exchange.  These  illustrations  emphasize  the  fact  that  the  positive 
importance  of  a  good  to  an  individual  is  no  measure  of  its  value.  The 
value  depends  upon  a  second  factor,  namely,  the  number  of  the  units 
available.  The  more  scarce  the  supply  of  the  good,  the  greater  the  value 
assigned  to  each  unit.  AVe  may,  therefore,  add  the  element  of  scarcity 
to  the  factor’s  determining  value.  Not  utility  alone,  not  scarcity  alone, 
but  utility  plus  scarcity  determines  value.  If  an  article  has  great  use¬ 
fulness  but  low  exchange  value,  the  reason  lies  in  the  abundant  supply 
of  the  article.  If  an  article  has  small  usefulness  but  high  exchange 
value,  the  reason  lies  in  the  scarcity  of  supply  of  the  article.  The  utility 
which  affects  value  is  the  utility  of  a  little  more  or  a  little  less  of  the 
article.  Scarcity  combined  with  utility  accounts  for  the  valuation  of 
the  article. 

This  combined  influence  of  scarcity  and  utility  is  expressed  in  the 
concept  of  marginal  utility.  The  utility  of  the  final  or  marginal  unit 
of  a  stock  determines  the  value.  If  the  stock  is  scarce,  the  marginal 
utility  of  the  last  unit  will  be  very  high.  If  the  stock  is  plentiful,  the 
marginal  utility  of  the  last  unit  will  be  low.  Marginal  utility,  there¬ 
fore,  rests  upon  the  double  concept  of  scarcity  and  utility.  Marginal 
utility  determines  value.  The  value  of  all  units  in  a  stock  will  be  the 
same  as  the  value  of  the  marginal  unit. 

Price  and  Value. — In  the  modern  market,  instead  of  stating  that  a 
suit  of  clothes  is  worth  twenty  bushels  of  wheat,  we  state  that  a  suit 
of  clothes  is  worth  forty  dollars,  and  that  with  wheat  at  two  dollars 
a  bushel,  twenty  bushels  of  wheat  are  worth  as  much  as  one  suit  of 
clothes.  All  commodities  that  are  bought  and  sold  pass  through  the 
market  at  a  money  price.  The  money  price  is  the  amount  of  money 
which  we  are  willing  to  surrender  in  order  to  secure  the  good.  Most 
of  the  feeling  and  thinking  regarding  values  in  exchange  clusters  about 
prices.  Prices  provide  an  easy  unit  of  calculation  by  which  any  good 
can  be  compared  in  value  with  any  other  good.  Price  indicates  or 
measures  value. 

For  one  unit  of  bread,  a  hungry  man  might  be  -willing  to  pay  a 
dollar.  For  a  second  unit  of  bread,  he  might  be  willing  to  pay  only 
twenty  cents.  For  a  third  unit  of  bread,  he  might  be  willing  to  pay 
only  ten  cents.  The  third  or  marginal  loaf  would,  however,  determine 
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the  price  paid  for  all  three  units  of  bread.  If  three  units  were  avail¬ 
able,  instead  of  paying  a  dollar  for  the  first  and  ten  cents  for  the  last, 
the  consumer  would  pay  the  same  price  of  ten  cents  for  all  three  units. 
All  units  would  command  the  same  price  as  the  marginal  unit.  Price 
is  fixed  by  marginal  utility. 

To  clarify  the  situation  it  is  necessary  to  expand  the  point  of  view 
to  cover  the  group  of  individuals.  Previous  discussion  has  referred  to 
the  individual  as  a  single  and  isolated  creature.  But  for  a  full  inter¬ 
pretation  of  the  problem,  it  is  necessary  to  extend  our  concept  to  the 
aggregate  of  individuals  in  the  market.  The  bakery  has  a  mass  of 
individual  customers,  and  sells  a  supply  of  hundreds  of  loaves  of  bread. 
The  hungry  man  who  walks  into  the  bakery  views  not  three  loaves  of 
bread  but  hundreds  of  loaves.  The  marginal  utility  which  fixes  the  price 
is  the  sum  of  the  marginal  utilities  of  all  the  buyers  of  bread.  Scores 
of  customers  and  hundreds  of  loaves  of  bread  result  in  marginal  utility 
at  a  point  where  ten  cents  a  loaf  will  dispose  of  all  the  bread.  The 
situation  must  be  viewed  in  the  aggregate.  The  functioning  of  marginal 
utility  in  fixing  price  must  be  viewed  collectively. 

Disutility  Balancing  Utility. — Opposite  utility  is  disutility.  Dis¬ 
utility  is  the  discomfort  associated  with  the  efforts  of  production.  In 
its  original  forms,  value  theory  assumed  that  labor  was  naturally  dis¬ 
agreeable.  Inherent  in  human  nature  was  an  aversion  to  work.  Con¬ 
sequently,  labor  was  assumed  to  involve  sacrifice  and  displeasure,  and 
these  aspects  of  labor  were  termed  its  disutility.  The  disutility  of  labor 
was  contrasted  with  the  utility  of  consumption. 

The  word  “cost”  was  used  in  a  psychological  sense,  as  a  synonym 
for  disutility.  The  cost  of  producing  a  good  was  said  to  be  the  sum 
of  the  sacrifices  and  displeasures  necessitated  in  the  effort  of  produc¬ 
tion.  Psychological  cost  was  a  purely  subjective  matter,  consisting  of 
the  feelings  of  fatigue,  monotony,  and  irksomeness  attached  to  labor. 
Why  Avould  men  undergo  these  costs?  For  the  sake  of  the  gains  be¬ 
yond.  The  gains  were  the  wants  and  desires  that  would  be  satisfied 
through  the  utility  produced.  On  the  one  hand  was  utility  and  gain 
beckoning  labor  on  to  produce,  and  on  the  other  hand  was  disutility 
and  cost  dissuading  labor  from  production. 

This  balancing  of  cost  and  gain  rested  upon  the  hedonistic  psy¬ 
chology  of  pleasure  and  pain.  It  assumed  that  man  is  animated  by  two 
great  motives,  the  pursuit  of  pleasure  and  the  avoidance  of  pain.  The 
pursuit  of  pleasure  involved  the  satisfaction  of  wants  and  desires 
through  the  utilities  in  goods.  The  avoidance  of  pain  involved  the 
shunning  of  work  and  the  reduction  of  labor  to  a  minimum.  Pleasure, 
gain,  and  utility  were  the  great  ulterior  motives  animating  production ; 
pain,  cost,  and  disutility  were  the  great  repugnancies  restricting  pro¬ 
duction.  Every  man,  being  rational  and  foresighted,  would  naturally 
seek  the  utmost  of  pleasure  with  the  minimum  of  pain.  He  would  seek 
to  gratify  all  his  wants  and  desires  with  the  least  possible  effort.  Pleas- 
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ure-gain  versus  pain-cost  became  the  great  antithesis  at  the  base  of  value 
theory. 

In  refining  this  doctrine  of  disutility,  the  concept  of  margins  was 
found  useful.  The  first  hour  of  the  day’s  work  was  comparatively  easy 
and  pleasurable.  The  second  hour  involved  some  tedium.  The  third 
hour  meant  the  beginning  of  fatigue.  The  eighth  hour  meant  sharp 
pain  and  displeasure.  Further  hours  intensified  the  pain.  In  other 
words,  the  disutilities  of  each  successive  hour  of  work  increase.  This 
tendency  was  termed  increasing  disutility,  in  contrast  with  the  term 
diminishing  utility  on  the  side  of  utility  analysis. 

Marginal  disutility  is  the  pain-cost  of  the  last  hour  of  labor  per¬ 
formed.  When  labor  reaches  the  point  where  the  pleasure  to  be  had 
from  further  products  is  less  than  the  pain  of  further  labor,  work  will 
cease.  Marginal  utility  must  be  sufficient  to  stimulate  marginal  dis¬ 
utility.  When  the  utility  of  another  unit  of  goods  would  not  compensate 
for  the  disutility  of  another  unit  of  labor,  labor  halts.  Marginal  pain- 
cost  will  restrict  labor  just  to  the  point  where  it  is  offset  by  marginal 
pleasure-gain. 

How  does  marginal  disutility  influence  value?  The  answer  to  this 
query  brings  us  back  to  the  relationship  between  scarcity  and  value. 
Scarcity  is  governed  by  the  pain-cost  of  producing  goods.  Owing  to 
the  disagreeableness  of  labor,  men  will  do  as  little  of  it  as  possible. 
This  reluctance  to  work  restricts  the  output  of  goods  and  makes  goods 
scarce.  Scarcity  will  be  proportional  to  the  marginal  disutility  of  pro¬ 
ducing  the  last  unit  of  goods. 

The  chain  of  causation  runs,  then,  as  follows :  Marginal  disutility 
regulates  scarcity;  scarcity  determines  marginal  utility;  marginal  utility 
determines  value. 

Numerous  objections  have  been  raised  to  the  theory  of  disutility, 
among  the  principal  of  which  are  the  following:  First,  the  emphasis  upon 
the  minute  rational  comparison  of  successive  installments  of  disutilities 
and  utilities  grossly  overrates  the  rational  factor  in  human  conduct. 
Second,  the  emphasis  iipon  pain  and  pleasure  as  dominating  motives 
oversimplifies  human  nature  and  runs  contrary  to  the  main  tenets  of 
modern  psychology  of  behavior.  Third,  the  emphasis  upon  the  assump¬ 
tion  that  labor  is  naturally  and  inherently  painful  contradicts  the 
modern  psychological  doctrine  that  productive  activity  is  pleasurable 
when  undertaken  under  conditions  which  make  labor  interesting  and 
creative. 

These  objections  correct  many  of  the  psychological  implications  con¬ 
tained  in  the  old  theory.  We  must  concede  that  the  psychology  of  the 
pain  and  pleasure  calculus  was  defective.  But  after  allowing  for  psy¬ 
chological  fallacies  here  and  there,  we  still  find  that  the  basic  conclusions 
of  the  value  theory  help  us  to  understand  the  valuation  process.  What¬ 
ever  the  psychological  background  of  the  case  may  be,  Ave  knoAV  that 
a  great  deal  of  modern  labor  is  disagreeable  and  would  not  be  under- 
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taken  without  the  hope  of  ulterior  reward.  We  know,  too,  that  the 
discomforts  of  fatigue  and  monotony  increase  during  the  hours  of  the 
working  day,  and  that  most  men  prefer  to  work  eight  hours  instead 
of  ten  or  twelve.  These  are  the  major  objective  facts  underlying  dis¬ 
utility  principles.  Our  conclusion,  therefore,  is  that  the  idea  of  the 
balancing  of  marginal  disutility  against  marginal  utility,  although 
wrong  in  some  of  its  psychological  implications,  does  nevertheless  ex¬ 
press  an  important  set  of  facts  and  provide  a  logical  analysis  of  these 
facts  from  the  standpoint  of  value.  We  may  reject  the  false  psycho¬ 
logical  implications  and  still  hold  the  core  of  fact  which  is  at  the 
center  of  the  analysis.  For  certain  purposes  and  within  limits,  this  form 
of  value  analysis  is  useful  and  desirable. 

Value  and  Inequalities  of  Purchasing  Power. — Let  us  assume  that 
two  men  enter  a  store  to  buy  shoes.  Each  man  has  a  definite  desire  or 
want  for  shoes.  The  utility  of  a  pair  of  shoes  is  effective  for  the  two 
prospective  buyers.  Likewise  the  rate  of  diminishing  utility  for  suc¬ 
cessive  pairs  is  operative,  and  the  point  of  marginal  utility  is  approached. 
In  all  these  respects,  the  two  men  are  assumed  to  be  precisely  equal. 
But  in  one  respect  they  differ,  namely,  in  respect  to  their  income  or 
purchasing  power.  When  the  clerk  names  a  price  of  ten  dollars,  the 
rich  spender  nonchalantly  pays  the  amount,  but  the  poor  spender  turns 
sadly  away,  and  decides  that  he  must  surrender  hope  of  obtaining  the 
shoes,  because  their  price  is  too  high.  The  value  problem  is  as  follows: 
Why,  although  the  importance  of  the  goods  is  urgent,  does  one  man 
buy  and  tbe  other  not  buy?  Obviously  difference  in  size  of  income  raises 
questions  of  real  importance  to  value  theory.  The  trivial  fancies  of 
the  rich  buyer  may  result  in  purchase,  whereas  the  urgent  wants  of 
the  poor  buyer  may  not  result  in  purchase.  Value  theory  must  include 
the  influence  of  inequality  of  money  purchasing  power  in  its  analysis. 

The  amount  of  money  possessed  by  the  spender  reflects  the  dis¬ 
utility  or  sacrifice  to  him  of  parting  with  the  money.  To  the  laborer 
a  dollar  represents  the  sacrifice  contained  in  the  hours  of  toil.  To  an 
idle  recipient  of  a  fixed  income  from  investments,  a  dollar  represents 
slight  sacrifice  and  can  be  parted  with  light-heartedly.  How  the  dollar 
is  obtained  reflects  the  pain-cost  side  of  the  situation.  How  the  dollar 
is  spent  reflects  the  pleasure-gain  side  of  the  situation.  The  well-to-do 
buyer  tosses  his  dollar  upon  the  counter  with  little  sense  of  sacrifice, 
but  the  low-income  buyer  parts  with  his  dollar  under  the  realization 
that  his  dollar  represents  the  sweat  and  toil  of  the  workshop.  It  is  the 
same  dollar  in  purchasing  power,  but  the  symbol  of  far  different  back¬ 
grounds  of  sacrifice  in  its  accumulation. 

The  effective  demand  on  the  market  is  a  compound,  then,  of  marginal 
utility  plus  purchasing  power.  Market  value  is  the  resultant  of  differ¬ 
ences  in  size  of  incomes  as  well  as  of  the  marginal  utility  of  goods. 
The  permutations  and  combinations  of  these  factors  are  endless.  Con¬ 
sider  the  various  types  of  customers  which  jostle  and  elbow  each  other 
at  the  same  counter.  Mr.  A.  has  intense  want  for  a  coat  but  only  a 
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few  dollars  in  his  pocket.  Mr.  B.  has  slight  want  for  a  coat  but  plentiful 
dollars  in  his  pocket.  Mr.  B.  buys  and  Mr.  A.  goes  without.  AVhims 
and  vanities  of  negligible  utility  may  be  indulged  freely  because  some 
people  have  the  money  to  spend,  but  stern  necessities  of  intense  utility 
may  be  stinted  acutely  because  some  people  do  not  have  the  money 
to  spend.  Scarcity  of  spending  power  is  just  as  influential  as  scarcity 
of  goods.  Scarcity  of  money  income  and  the  sacrifice  which  attaches 
thereto  are  set  over  against  scarcity  of  goods  and  the  utility  which 
attaches  thereto. 

Opportunity  Cost. — A  man  who  decides  to  buy  a  house  may  have 
to  forego  the  buying  of  a  new  automobile.  One  who  decides  to  join 
an  expensive  club  may  have  to  stint  himself  on  furnishing  his  home. 
If  one  goes  on  a  camping  trip,  he  surrenders  the  pleasure  of  going  to 
the  theater.  At  the  margin  of  choice,  the  individual  decides  to  give  up 
the  enjoyment  of  one  good  in  order  to  obtain  the  enjoyment  of  another. 
To  indulge  in  one  luxury  costs  the  individual  the  opportunity  to  indulge 
in  another.  The  opportunity  cost  is  the  sacrifice  of  foregoing  some 
alternative  utility. 

A  worker  faces  an  opportunity  cost  in  apportioning  his  time  between 
work  and  leisure.  If  he  works  a  short  day,  he  limits  his  money  income 
and  therefore  his  ability  to  buy  various  goods  which  would  bring 
enjoyment.  But  he  gains  the  enjoyment  that  comes  from  recreation 
and  diversion.  The  decision  to  work  another  hour  more  or  less  entails 
the  balancing  of  an  hour’s  extra  leisure  against  an  hour’s  extra  income. 
The  election  of  one  alternative  costs  him  the  opportunity  of  the  other. 
The  displaced  alternative  is  a  joy  foregone,  a  pleasure  sacrificed. 

Cost  may  be  considered  ultimately  as  the  most  urgent  excluded 
desire.  Cost  of  labor  is,  in  this  sense,  the  sacrifice  of  the  most  attractive 
alternative. 

Opportunity  cost  helps  to  explain  where  the  points  of  marginal  utility 
and  disutility  fall.  The  marginal  utility  of  any  enjoyment  depends 
upon  the  lure  of  the  most  enticing  competing  enjoyment.  What  we  give 
up  influences  our  choices  in  what  we  consume.  The  marginal  disutility 
of  one  kind  of  labor  must  be  compared  with  the  substitute  use  of  his 
time  which  the  laborer  could  possibly  make.  The  man  who  has  a  scien¬ 
tific  curiosity  but  becomes  a  profiteer  suffers  from  self-denial  of  the 
kind  of  work  he  would  particularly  like  to  do.  The  displaced  activity 
affects  the  point  of  marginal  utility  in  the  ruling  activity.  The  marginal 
points  are  influenced  by  the  most  alluring  possible  alternatives.  If  the 
alternatives  were  not  so  tempting,  the  actual  choices  would  be  easier  to 
arrive  at.  The  restraints  put  upon  every  want  by  the  allurements  in 
some  other  direction  curb  the  force  of  wants.  Extreme  joy  in  satisfying 
a  want  is  stifled  by  the  pain  of  foregoing  a  highly  attractive  alternate 
want.  Opportunity  cost  limits  and  restricts  the  enjoyment  of  goods 
actually  chosen.  The  joy  of  everything  we  have  is  subdued  by  the  grief 
over  everything  we  have  not. 
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Margin  of  Consumption. — Every  one  has  to  choose  between  many 
possibilities  of  expenditure.  Every  one  faces  the  question  whether  to 
buy  a  little  more  or  a  little  less  of  a  given  good.  The  individual  will 
not  be  likely  to  buy  an  additional  unit  of  one  good  if  a  unit  of  another 
good,  price  considered,  will  have  greater  utility.  If  he  spends  too  much 
for  one  line  of  goods,  he  will  suffer  keenly  the  sacrifice  of  goods  which 
would  have  yielded  greater  utility.  The  consumer  will  tend  to  carry 
each  line  of  expenditure  to  the  point  where  marginal  utility  in  any  line 
is  equal  to  marginal  utility  in  any  other  line.  He  will  tend  to  buy 
additional  units  of  each  good  up  to  the  point  where  each  dollar,  no 
matter  for  what  spent,  will  bring  uniform  maximum  satisfaction.  Each 
time  a  dollar  is  spent  he  will  consider  whether  the  additional  unit  of 
goods  so  bought  will  bring  as  much  satisfaction  as  a  unit  of  some  other 
kind  of  goods  would  bring.  Each  expenditure  means  a  balancing  of 
the  loss  of  utility  by  foregoing  one  good  against  the  gain  of  utility  from 
enjoying  another  good. 

When  the  marginal  utilities  in  all  lines  of  consumption  are  carried  to 
the  point  of  uniformity,  the  consumer  is  said  to  be  at  the  margin  of 
consumption.  At  this  level,  marginal  utilities  are  substantially  the 
same  all  along  the  line,  and  the  individual’s  consumption  is  in  equilib¬ 
rium.  No  alternative  way  of  spending  a  dollar  would  give  as  much 
satisfaction  as  the  actual  way.  No  substitute  pleasure  would  be  as 
great  as  the  selected  pleasure.  Maximum  satisfaction  is  obtained  be¬ 
cause  each  unit  of  goods  bought  brings  greater  gain  than  any  other 
unit  of  goods  could  bring.  Of  course,  a  perfect  equilibrium  at  the 
margin  of  consumption  is  purely  hypothetical,  but  as  an  abstract  con¬ 
cept  it  has  the  advantage  of  describing  the  goal  or  objective  toward 
which  consumption  tends. 

Complementary  Goods. — Certain  goods  must  he  accompanied  by 
related  goods  before  they  can  be  consumed.  For  instance,  an  auto¬ 
mobile  requires  gasoline,  a  furnace  requires  coal,  a  pipe  requires  tobacco, 
a  rifle  requires  explosives.  The  members  of  each  group  of  such  goods 
are  said  to  be  complementary  goods.  When  several  articles  are  mutually 
indispensable  for  the  enjoyment  of  any  one  article,  they  lead  to  a  com¬ 
plementary  process  of  valuation.  The  quantity  of  any  one  good  desired 
will  correspond  with  the  quantity  of  the  other  complementary  goods 
to  he  consumed.  For  instance,  the  motorist  determines  his  need  for 
gasoline  by  the  size  of  his  automobile  and  the  mileage  covered.  In 
building  a  house,  the  need  for  individual  materials  such  as  nails, 
cement,  lumber,  and  brick,  is  complementary.  They  must  be  used 
jointly  if  they  are  to  be  used  at  all.  The  utility  of  each  good  depends 
upon  the  utility  of  the  others  in  the  group.  Complementary  utility  is 
a  joint  product. 

If  the  individual  decides  to  use  more  units  of  one  good  in  a  com¬ 
plementary  group,  his  decision  automatically  involves  a  proportional 
increase  of  consumption  of  all  other  goods  in  the  same  group.  For  in¬ 
stance,  if  a  man  chooses  to  spend  more  time  hunting,  he  must  forthwith 
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use  more  ammunition,  more  firearms,  more  sports  clothing,  more  acces¬ 
sories.  Goods  come  in  groups.  We  must  buy  pairs  of  shoes  or  gloves 
and  suites  of  furniture.  We  must  balance  the  menu  with  soups,  entrees, 
and  desserts.  We  must  buj'  all  the  parts  to  an  automobile,  and  all  the 
conveniences  in  a  modern  home.  If  we  choose  one,  we  choose  all  in 
the  group.  Complementary  value  results  from  this  joint  consumption 
of  related  goods  in  such  form  that  equal  or  corresponding  quantities 
of  all  members  of  the  group  must  be  consumed  at  the  same  time. 

Derived  Value. — Are  finished  goods  high  in  price  because  raw 
materials  are  high,  or  are  raw  materials  high  because  the  finished  goods 
will  sell  for  high  prices?  Are  automobiles  expensive  because  steel  costs 
much,  or  does  steel  cost  much  because  automobiles  command  high  prices? 
Is  clothing  high  because  wool  and  cotton  are  high,  or  are  wool  and  cotton 
high  because  people  are  willing  to  spend  freely  for  clothing? 

The  answer  of  economics  is  that  the  finished  goods  determine  the 
price  of  the  raw  materials  and  of  the  machinery  used  in  their  produc¬ 
tion.  Steel  is  high  because  automobiles  are  high  and  wool  and  cotton 
are  high  because  clothing  is  high.  That  this  is  true  is  readily  seen  from 
the  utility  analysis.  Steel,  wool,  cotton,  and  the  like  have  no  utility 
as  such.  They  satisfy  no  want  in  their  raw  state.  Utility  attaches  first 
to  finished  consumers’  goods,  and  is  passed  down  to  the  raw  materials 
necessary  to  production  of  the  finished  goods.  The  utility  of  the  raw 
materials  and  of  the  machinery  is  purely  incidental  to  the  utility  of 
their  finished  products.  The  unfinished  goods  derive  their  utility  from 
the  utility  of  the  finished  goods.  Producers’  goods  derive  their  utility 
from  the  utility  of  consumers’  goods.  Capital  goods  derive  their  utility 
from  the  utility  of  retail  products.  This  dependence  of  raw  material 
values  upon  finished  goods’  values  is  the  basis  for  the  economic  principle 
of  derived  utility. 

Derived  utility  often  is  confusing  because  of  the  fact  that  the  raw 
materials  are  priced  first  in  order  of  time,  yet  are  said  to  derive  their 
price  from  the  subsequent  prices  of  their  finished  products.  How  can 
values  which  come  after,  govern  values  which  come  first?  The  answer 
lies  in  the  anticipation  by  producers  of  what  consumers  will  be  willing 
to  pay.  The  flour  manufacturer  pays  a  price  for  wheat  based  upon  the 
price  which  he  expects  to  get  from  the  baker.  The  baker  in  turn  pays  a 
price  for  flour  based  upon  the  price  which  he  expects  to  get  for  bread. 
Prospective  prices  to  be  paid  for  consumers’  goods  govern  the  values  of 
raw  materials  long  before  the  materials  have  been  converted  by  manu¬ 
facture  and  placed  in  consumable  form.  This  process  of  depending 
upon  anticipations  and  prospects  of  consumers’  prices  involves  a  great 
deal  of  guess  work  and  forecasting  by  business  men.  If  they  overrate 
the  willingness  of  consumers  to  spend  money,  they  suffer  from  over- 
supply  of  goods  on  the  market  and  a  slump  of  prices.  If  they  underrate 
the  willingness  of  the  consumers  to  spend  money,  they  suffer  from  a 
dearth  of  goods  on  the  market  and  a  skyrocketing  of  prices.  Only  be¬ 
cause  the  finished  article  can  be  sold  at  a  high  price  can  the  crude 
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material  or  the  capital  used  in  its  production  be  sold  at  a  high  price. 
Producers’  values  are  derived  from  consumers’  values. 

The  starting  point  of  utilities  is  the  mind  of  consumers.  The  foun¬ 
tain  and  source  of  value  is  the  marginal  utility  of  the  good  to  the  con¬ 
sumer.  All  earlier  utilities  in  the  production  process  are  derived  from 
the  subsequent  utilities  assessed  by  consumers.  All  incompleted  goods 
derive  their  utilities  from  the  prospective  utilities  of  completed  goods. 

Supply  and  Demand. — The  preceding  analysis  has  not  specifically 
named  supply  and  demand  as  the  subject  of  its  treatment,  but  in  fact 
the  concepts  used  have  been  simply  a  refinement  of  the  two  basic  notions 
of  supply  and  demand.  On  the  demand  side,  we  have  dealt  with  utility. 
On  the  supply  side,  we  have  dealt  with  scarcity.  Utility  analysis  is 
simply  a  means  of  reducing  to  minute  parts  the  general  concept  of 
demand.  Scarcity  has  been  emphasized  as  showing  the  influence  of 
supply  upon  value. 

In  the  following  chapter,  supply  and  demand  will  be  analyzed 
directly.  In  thus  treating  the  effect  of  supply  and  demand  upon  value 
and  price,  we  shall  not  be  departing  from  the  concepts  presented  in  this 
chapter.  We  shall  be  simply  elaborating  and  rounding  out  the  prin¬ 
ciples  of  value  along  lines  already  started. 

The  present  chapter  has  attempted  to  state  the  utility  analysis 
cleaidy  and  accurately.  Little  attempt  has  been  made  to  criticize  utility 
theory.  Not  that  much  criticism  could  not  be  hurled  at  the  utility  con¬ 
cepts,  but  that  little  would  be  gained  in  this  volume  by  intricate  dis¬ 
putation.  We  have  been  content  to  state  the  utility  logic  for  what  it 
is  worth.  Some  authorities  think  it  is  worth  nothing ;  others  think  it  is 
worth  everything.  The  present  author  is  writing  on  the  assumption 
that  neither  of  these  views  is  sound.  The  assumption  here  is  that  the 
utility  logic  is  useful  for  the  purpose  of  providing  an  analysis  of  the 
logical  process  of  valuation.  For  this  limited  purpose,  utility  theory 
is  indispensable.  For  many  further  purposes,  it  is  inadequate.  Con¬ 
sequently  later  chapters  will  attempt  to  supplement  utility  theory  by 
pecuniary  theory  calculated  to  supply  what  utility  theory  lacks.  This 
brief  comment  is  necessary  because  of  the  contentious  atmosphere  sur¬ 
rounding  any  mention  of  marginal  utility  in  recent  years. 
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CHAPTER  IX 


SUPPLY  AND  DEMAND 

The  Meaning  of  Supply  and  Demand.  — Supply  is  the  quantity  of  a 
good  that  will  definitely  be  sold  at  a  given  price.  Demand  is  the  quantity 
of  a  good  that  will  definitely  be  purchased  at  a-  given  price. 

Both  supply  and  demand  are  defined  relative  to  a  given  price.  At 
a  high  price,  supply  will  tend  to  be  greater  and  demand  less.  Supply 
does  not  include  all  units  of  a  good  which  are  in  existence,  but  only 
such  units  as  will  actually  be  disposed  of  at  a  given  price.  Demand 
does  not  include  the  whole  purchasing  power  of  consumers  but  only 
such  part  of  it  as  will  actually  be  used  to  buy  goods  at  a  given  price. 
Supply  and  demand  are  not  absolute  terms.  They  are  purely  relative 
to  a  given  price. 

Consequently,  we  may  conceive  of  as  many  different  supplies  and 
demands  as  there  are  different  possible  grades  of  prices.  A  certain  kind 
of  good  may  be  offered  at  any  one  of  countless  possible  price  levels, 
varying  from  extremely  low  to  extremely  high.  But  no  matter  which 
of  these  be  taken  as  the  actual  market  price,  the  supply  factor  will  be 
the  amount  actually  offered  for  sale  at  that  price,  and  the  demand  factor 
will  be  the  amount  actually  bought  at  that  price.  With  each  different 
gradation  of  price,  there  will  come  a  new  quantity  of  supply  and 
demand. 

Both  terms  are  used  to  designate  an  effective  force.  Demand  is  not 
a  vain  longing  for  goods,  but  decision  to  buy  coupled  with  the  pur¬ 
chasing  power  necessary  for  buying.  Supply  is  not  a  theoretical  amount, 
but  the  amount  that  will  be  made  effective  in  the  market.  The  actual 
forces  must  be  differentiated  from  merely  potential  forces.  Potential 
demand  is  the  demand  that  could  be  tapped  by  changing  prices,  and 
potential  supply  is  the  supply  that  could  be  reached  by  changing  prices. 
But  in  common  economic  usage,  the  terms  are  used  in  the  effective 
sense.  Active  desire  plus  ability  to  pay  gives  an  act  of  purchase,  which 
is  effective  demand.  Active  offering  for  sale  plus  willingness  to  accept 
a  certain  price  gives  an  act  of  sale,  which  is  effective  supply. 

The  Laws  of  Supply  and  Demand. — It  is  very  common  for  popular 
authorities  to  attempt  an  explanation  of  almost  every  baffling  problem 
by  a  vague  and  mysterious  reference  to  supply  and  demand.  The 
phrase  serves  as  a  kind  of  blanket  explanation  to  cover  confusion  and 
perplexity.  When  a  business  situation  defies  concrete  and  clear  explana¬ 
tion,  a  loose  resort  to  “the  fundamental  law  of  supply  and  demand”  is 
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a  common  solution  of  the  problem.  From  the  economist’s  standpoint, 
it  is  an  explanation  which  does  not  explain. 

The  general  laws  of  supply  and  demand  are  a  platitude  to  the  man 
on  the  street.  These  laws  may  be  stated  from  two  different  angles: 
first,  from  the  angle  of  the  effect  of  supply  and  demand  upon  price ; 
second,  from  the  angle  of  the  effect  of  price  upon  supply  and  demand. 
From  the  first  standpoint,  the  greater  the  supply  the  less  the  price  of 
a  good,  and  the  greater  the  demand,  the  more  the  price.  Price  varies 
inversely  with  supply  and  directly  with  demand.  From  the  second 
standpoint,  if  the  price  be  raised,  supply  will  increase  and  demand  will 
fall  off.  If  the  price  be  lowered,  demand  will  increase  and  supply  will 
fall  off.  These  general  truisms  are  familiar  to  every  schoolboy.  If  that 
is  all  there  is  to  the  laws  of  supply  and  demand,  no  further  explanation 
is  necessary. 

But  further  thought  discloses  that  these  truisms  are  merely  the  state¬ 
ment  of  a  problem,  not  the  solution  of  one.  The  problem  stated  relates 
to  the  variations  which  occur  in  the  three  factors,— demand,  supply 
and  price.  The  laws  of  supply  and  demand  refer  to  fluctuations  in  all 
three  of  these  factors.  The  terms  of  statement  are :  The  greater  one 
factor,  the  less  some  other  factor ;  the  higher  this,  the  lower  that ;  the 
more  the  price,  the  more  the  supply  and  the  less  the  demand.  The 
interrelations  of  all  these  factors  of  increase  and  decrease  are  exceed¬ 
ingly  complex.  It  is  these  complex  interrelations  of  variable  factors 
which  constitute  the  problem  of  supply  and  demand. 

In  solution  of  this  problem,  economics  endeavors  to  answer  such 
questions  as  the  following:  What  governs  the  fluctuations  in  demand? 
AVhat  are  the  main  types  of  variations  in  supply?  What  is  the  normal 
center  around  which  market  prices  fluctuate?  Instead  of  taking  the 
major  fluctuations  for  granted,  we  take  them  as  the  starting  point  for 
inquiry  and  explanation.  We  seek  to  discover  the  main  types  of  changes 
in  supply,  demand,-  and  prices,  and  the  causes  of  such  changes. 

Competitive  Conditions  Assumed. — In  analysis  of  these  questions, 
free  and  all-sided  competition  is  assumed.  That  is,  it  is  assumed  that 
each  seller  is  seeking  to  secure  the  highest  possible  prices,  and  will 
alertly  and  intelligently  pursue  all  feasible  methods  toward  that  end. 
And  it  is  assumed  that  each  buyer  is  seeking  to  secure  the  maximum 
amount  of  goods  for  the  lowest  possible  prices,  and  will  alertly  and 
intelligently  follow  that  course  to  the  desired  goal.  These  assumptions 
obviously  oversimplify  somewhat  the  actual  conditions  of  the  market 
place.  Restraint  of  trade  and  lessening  of  competition  prevail  in  cer¬ 
tain  degrees  everywhere.  Pure  competition  is  hard  to  find.  But  for 
purposes  of  analysis,  we  may  abstract  from  this  situation  the  isolated 
fact  of  pure  competition.  Of  course,  we  are  dealing  then  with  an 
hypothetical  situation.  But  the  use  of  hypothetical  conditions  need 
not  limit  the  worth  of  the  analysis.  It  is  the  process  of  all  science  to 
isolate  from  a  mass  situation  the  single  element  which  requires  analysis. 
We  are  following  the  technique  of  all  science  when  we  isolate  from  the 
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mass  phenomena  of  the  market  the  single  factor  of  free  and  all-sided 
competition.  By  dealing  with  conditions  of  supply  and  demand  in  their 
simplest  form,  and  under  ideal  conditions  of  perfect  competition,  we 
are  able  to  penetrate  more  clearly  the  laws  which  govern  the  relations 
between  supply,  demand,  and  price. 

These  simplified  conditions  are  preliminary  in  our  study.  Following 
an  analysis  based  upon  these  simplified  assumptions,  we  may  introduce 
such  qualifications  as  are  necessary  to  fit  the  actual  world  of  imperfect 
competition.  From  an  explanation  of  the  simplest  competitive  condi¬ 
tions,  we  niay  proceed  to  an  explanation  of  the  complex  conditions  of 
imperfect  competition  and  of  monopoly  found  in  the  actual  market. 

The  Variations  in  Demand.— Wide  differences  appear  in  the  de¬ 
mands  of  various  buyers.  The  demand  for  a  new  pair  of  shoes  by  a 
man  who  already  has  a  half  dozen  pairs  and  by  a  man  whose  one  and 
only  pair  is  worn  out,  is  a  differing  demand.  The  millionaire  and  the 
day  laborer  have  differing  degrees  of  demand  for  food,  clothing  and 
everything  else.  There  are  buyers  for  whom  every  purchase  means 
close  pinching,  stinting,  and  painful  stretching  of  every  penny  to  the 
limit  of  purchasing  power;  and  there  are  other  buyers  for  whom  pur¬ 
chases  of  the  same  goods  are  easy,  involve  little  or  no  stinting,  and  are 
simply  offhand  buyings  with  a  real  lack  of  interest  in  the  price.  The 
same  price  may  he  offered  by  two  buyers,  one  of  whom  has  a  most 
urgent  demand  for  the  goods,  the  other  of  whom  could  get  along  with¬ 
out  the  goods  as  well  as  not.  Demand  is  not  a  uniform,  unvarying 
thing, — the  same  for  everybody,  everywhere.  So  the  question  arises, 
which  kind  of  demand  is  the  paramount  force  in  settling  prices'?  Is  it 
the  demand  of  the  buyer  who  can  barely  be  persuaded  to  buy  the  article? 
Or  is  it  the  demand  of  the  buyer  who  can  buy  with  easy  indifference  to 
price  ? 

The  answer  is  that  it  is  the  demand  of  the  marginal  buyer,  the  man 
who  can  just  barely  afford  to  buy  at  the  stated  price,  which  tends  to 
establish  the  price  of  the  good.  The  best  point  of  view  from  which  to 
grasp  the  significance  of  marginal  demand  is  that  of  the  seller  himself 
as  he  maps  out  a  selling  plan.  His  mind  works  through  some  such 
process  as  this:  “I  want  to  place  100,000  pieces  of  this  commodity  on 
the  market.  Suppose  I  put  the  price  at  one  dollar  per  piece.  I  am 
afraid  that  some  people  will  find  that  price  too  high.  I  probably  would 
not  sell  more  than  50,000  pieces.  There  must  be  another  50,000  people 
who  would  like  to  buy  this  article,  but  who  will  say  to  themselves,  ‘Well, 
we  can’t  afford  to  pay  a  dollar  for  that  article.  AVe  should  like  to  buy 
it  but  at  that  price  we  can’t  afford  it.  Of  course,  it’s  all  right  for  those 
who  have  the  money  and  who  want  to  pay  the  price,  but  not  for  us.’  ” 
Then  the  seller  who  is  mapping  out  his  selling  campaign  will  reflect 
further:  “I  will  offer  the  article  at  ninety  cents.  Will  that  draw  an 
added  50,000  buyers?  I  am  afraid  not.  It  will  draw  perhaps  30,000 
buyers  additional,  but  it  will  not  sell  the  full  100,000  pieces.  I  must 
catch  the  eye  of  that  lower  20,000  in  order  to  sell  the  full  quantity.  That 
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group  at  the  bottom  of  the  scale  is  the  hard  group  to  persuade  to  buy. 
If  I  reduce  the  price  to  eighty  cents,  I  believe  they  will  be  tempted  to 
part  with  their  money.  1  will  therefore  offer  the  full  100,000  at  eighty 
cents  per  piece.” 

The  marginal  buyer  is  the  eighty-cent  buyer.  Many  buyers  would 
gladly  have  paid  more  rather  than  go  without  the  article.  But  they 
would  not  have  to  pay  more,  because  the  price  for  all  was  set  by  the 
marginal  buyers.  Thousands  of  buyers  would  pay  more  than  they  have 
to,  probably  without  complaint,  but  other  thousands  would  not  buy  at 
all  if  the  price  were  any  higher.  So  the  most  reluctant  buyer,  the  most 
unwilling  consumer,  the  man  of  marginal  demand,  sets  the  price  level 
for  the  goods.  He  is  the  man  at  the  end  of  the  line,  the  man  who  can 
barely  persuade  himself  to  buy,  even  at  the  price  calculated  to  catch 
him.  He  is  the  man  for  whom  the  question,  to  buy  or  not  to  buy,  is  a 
poser.  He  is  tottering  on  the  brink  of  doubt  and  skepticism.  The  price 
for  all  has  to  be  set  at  a  level  which  will  catch  this  marginal  group. 

Three  factors  influence  the  point  where  marginal  demand  will  fall. 
First,  the  intensity  of  the  desire  will  affect  the  willingness  to  pay  a 
certain  price  for  the  good.  The  more  intense  the  desire,  other  things 
being  equal,  the  higher  the  price  at  which  goods  can  be  sold.  Second, 
the  rate  of  diminishing  utility  will  affect  the  willingness  to  pay  the 
price.  When  the  volume  of  sales  depends  upon  selling  more  than  one 
unit  of  a  good  to  the  same  buyer,  the  diminishing  utility  of  successive 
units  is  important.  Third,  the  size  of  income  or  amount  of  purchasing 
power  in  the  hands  of  the  buyer  will  affect  the  willingness  to  pay  a 
certain  price  for  a  good.  Even  though  desire  may  be  intense,  if  there 
is  no  purchasing  power  available,  the  individual  cannot  buy.  Marginal 
demand  is  a  compound  of  three  things :  intensity  of  want,  diminishing 
utility,  size  of  purchasing  power. 

We  may  divide  all  buyers  into  three  classes,  with  respect  to  a  given 
good  at  a  given  price :  those  above  the  margin,  those  at  the  margin,  and 
those  below  the  margin.  Those  above  the  margin  could  well  afford  to 
pay  more.  But  they  do  not  have  to  pay  more  because,  if  prices  were 
raised,  the  marginal  fringe  of  buyers  would  drop  out  of  the  market 
entirely  and  the  sellers  would  have  a  large  stock  of  goods  left  on  their 
hands  unsold.  In  order  to  market  a  certain  supply  of  goods,  it  is  neces¬ 
sary  to  put  prices  down  to  that  point  where  the  marginal  buyers  will 
be  sufficient  in  number  to  take  the  goods  off  the  market.  Prices  must 
bow  to  the  whims  of  the  most  reluctant  buyers.  Finally,  those  below  the 
margin  may  have  wishes  and  desires  for  the  goods,  but  these  are  not 
intense  enough  to  lead  them  to  buy.  If  prices  were  lower,  they  would 
buy,  and  by  so  buying  they  would  become  the  new  marginal  buyers. 

Marginal  demand  is  purely  relative  to  a  given  price.  Change  the 
price,  and  a  new  grade  of  marginal  buyers  appears.  Those  formerly 
at  the  margin  are  now  above  or  below  the  margin,  as  the  case  may  be. 

The  supra-marginal  buyers  could  afford  to  pay  more,  but  do  not 
have  to  do  so.  They,  therefore,  obtain  a  consumer’s  surplus.  The  con- 
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sumer’s  surplus  is  the  difference  between  what  he  has  to  pay  and  what 
he  would  have  been  willing  to  pay  rather  than  go  without  the  goods. 
If  one  can  buy  a  pair  of  shoes  for  five  dollars  which  he  would  if  neces¬ 
sary  have  paid  ten  dollars  for,  he  is  receiving  a  surplus  of  utility  meas¬ 
ured  by  the  difference  between  the  two  prices.  The  excess  of  the  price 
which  one  would  pay  rather  than  go  without  a  good,  over  the  price  which 
he  actually  is  required  to  pay,  represents  surplus  satisfaction  to  the 
buyer.  This  surplus  satisfaction  is  what  the  buyer  often  has  in  mind 
when  he  states  that  he  obtained  an  article  for  less  than  it  was  worth. 
He  means  that  the  article  was  of  such  utility  to  him  that  he  would  if 
necessary  have  paid  five  dollars  for  it,  but  that  in  fact  he  had  to  pay 
only  three  dollars.  What  the  article  is  worth  to  him  is  the  utility  or 
value  in  use  of  a  given  number  of  units  of  the  good.  But  what  the 
article  is  worth  to  marginal  buyers  who  would  not  pay  more  than  three 
dollars  for  it  sets  the  price  for  all  buyers.  The  consumers  who  are 
above  the  margin  receive  a  surplus  of  utility  and  satisfaction. 

The  Assumption  of  One  Price. — Where  forces  of  demand  and 
supply  freely  operate  under  competition,  the  same  good  will  command 
a  uniform  price  for  each  unit  and  to  all  buyers.  There  cannot  he  two 
prices  for  the  same  good  in  the  same  market  at  the  same  time.  The 
market  may  be  local  or  international.  No  matter  what  the  scope  of  the 
market,  the  tendency  toward  a  uniform  price  for  the  same  article  is 
present.  If  one  unit  of  a  good  were  priced  higher  than  another,  that 
unit  would  be  passed  by  in  favor  of  the  low-priced  unit.  Two  merchants 
in  competition  with  each  other  must  sell  at  substantially  the  same  prices 
for  all  units  of  the  same  goods.  Else  the  low-priced  merchant  will  take 
all  trade  away  from  his  neighbor.  But  while  he  is  taking  trade  from  his 
neighbor,  his  low  prices  may  not  cover  his  own  costs,  and  he  will  run 
himself  into  bankruptcy.  The  law  of  one  price  rests  firmly  upon  the 
competition  of  buyers  and  sellers  for  goods  on  the  market.  One  market, 
one  price,  is  the  law  of  uniformity. 

The  meticulous  student  must  not  expect  that  the  law  of  one  price 
applies  down  to  the  minutest  fraction  of  a  dollar  or  a  cent.  It  is  simply 
a  law  which  states  a  tendency,  and  a  tendency  which  is  substantially 
true  in  the  long  run.  On  any  day,  the  individual  who  wishes  to  shop 
around  and  to  compare  prices  and  values,  will  discover  better  bargains 
in  some  stores  than  in  others.  But  these  discrepancies  apparent  to  the 
shopper  are  kept  within  narrow  limits.  Wide  discrepancies  will  lead 
buyers  to  avoid  high-priced  stores  and  to  patronize  low-priced  stores. 
The  glaring  discrepancies  which  appear  from  time  to  time  tend  to  be 
wiped  out.  Always  the  movement  is  in  the  direction  of  one  price  for 
all  units  of  the  same  commodity  in  the  one  market. 

No  matter  whether  the  buyer  be  marginal,  or  above  or  below  the 
margin,  in  his  demand,  and  no  matter  whether  the  seller  paid  more 
or  less  to  obtain  the  goods,  all  buyers  will  be  able  to  obtain  the  goods 
at  substantially  the  same  price  in  the  same  market.  Price  uniformity 
is  a  strong  and  definite  influence  in  the  pricing  process. 


130 


Value  and  Exchange 

The  Elasticity  of  Demand. — If  a  lowering  of  price  has  the  effect  of 
materially  increasing  the  volume  of  sales  of  a  commodity,  demand  for 
that  commodity  is  said  to  be  elastic.  An  increase  in  supply  can  be 
marketed  with  only  slight  price  reductions  where  demand  is  elastic. 
New  purchasers  will  appear  on  the  slender  temptation  of  a  small  price 
concession.  Where  the  contrary  situation  prevails,  and  sharp  price 
cutting  is  necessary  in  order  to  market  an  increased  supply,  demand  is 
said  to  be  inelastic.  New  purchasers  will  appear  only  on  the  Strong 
inducement  of  large  price  concession.  The  rate  at  which  consumption 
responds  to  changes  in  prices  represents  the  elasticity  or  inelasticity 
of  demand. 

In  certain  cases  the  degree  of  elasticity  is  such  that  a  decline  in 
price  is  offset  by  a  corresponding  increase  in  the  number  of  units  sold, 
with  the  result  that  the  total  value  of  sales  remains  constant.  Where 
price  multiplied  by  quantity  remains  constant,  no  matter  what  the  quan¬ 
tity  offered  or  the  price  charged,  the  elasticity  of  demand  is  said  to  be 
unity.  If,  with  declining  price,  quantity  of  units  sold  increases  rapidly, 
with  the  result  that  price  times  quantity  gives  a  greater  product  than 
before,  demand  is  elastic.  If,  with  declining  price,  the  quantity  of  units 
sold  increases  slowly,  with  the  result  that  price  times  quantity  gives  a 
smaller  product  than  before,  demand  is  inelastic.  The  base  of  comparison 
is  demand  as  unity,  and  the  data  to  be  compared  are  total  sales  as 
measured  by  the  product  of  price  times  quantity. 

In  general,  necessities  have  a  relatively  inelastic  demand,  whereas 
luxuries  have  a  relatively  elastic  demand.  The  quantity  of  bread  and 
salt  consumed  remains  fairly  constant  in  spite  of  the  ups  and  downs 
of  prices,  whereas  the  quantity  of  sugar  and  silk  consumed  fluctuates 
widely  in  response  to  price  changes.  Many  articles  which,  although  not 
absolute  necessities,  have  nevertheless  won  a  fixed  place  for  themselves 
in  social  habit  and  custom  are  relatively  inelastic  in  demand.  Many  of 
the  basic  comforts  of  modern  life  are  so  firmly  established  in  our  institu¬ 
tional  standards  that  people  are  determined  to  buy  a  fairly  constant 
amount  of  them  even  though  prices  change  materially.  Standard  com¬ 
forts  are  practically  in  the  same  category  as  necessities.  Both  have  an 
inelastic  demand.  As  incomes  of  various  classes  increase,  more  and  more 
they  come  to  consider  luxuries  as  comfort  necessities  and  therefore  to 
make  their  demand  for  such  articles  inelastic.  The  quantity  demanded 
in  response  to  price  changes  undergoes  evolution  and  change.  Elasticity 
is  in  process  of  alteration.  It  is  not  the  same  yesterday,  today,  and 
forever,  but  is  modified  in  relation  to  progress  in  standards  of  living  and 
size  of  income.  The  direction  of  evolution  is  toward  bringing  more 
and  more  of  the  luxuries  within  the  scope  of  necessities,  and  therefore 
toward  making  demand  for  these  commodities  more  and  more  inelastic. 

The  Variations  in  Supply. — Just  as  on  the  side  of  demand,  it  was 
the  marginal  buyer  who  set  the  price  for  all  buyers,  so  on  the  side  of 
supply,  it  is  the  marginal  producer  who  sets  the  price  for  all  sellers. 

The  marginal  producer  is  the  least  efficient  producer.  He  it  is 
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whose  expenses  soar  highest,  and  whose  total  costs  can  barely  be  covered 
by  total  income  received.  To  understand  the  significance  of  marginal 
expense  of  production,  it  is  necessary  at  the  outset  to  recognize  the 
inequalities  of  expense  which  prevail  among  different  producers.  The 
widest  differences  exist  between  low-cost  and  high-cost  producers.  A 
concern  which  is  unfavorably  located,  which  has  to  buy  raw  materials 
in  small  quantities,  which  has  inefficient  management,  which  has  con¬ 
stant  labor  troubles  and  a  wide  variety  of  other  difficulties,  suffers  from 
a  high  expense  of  production.  Another  concern  in  the  same  branch  of 
industry  enjoys  a  low  cost  of  production.  This  gives  rise  to  the  ques¬ 
tion :  Which  cost  of  production,  the  high  or  the  low,  establishes  the 
standard  for  prices?  Do  the  expensive  plants,  the  poorly  located  plants, 
the  poorly  managed  plants  set  the  price  standards?  Or  are  prices  set 
by  the  efficient,  prosperous,  brilliantly  managed  plants?  The  answer 
is  that  the  high  cost  plants  tend  to  set  the  level  below  which  prices  must 
not  fall.  The  plants  with  highest  expenses  would  have  to  go  out  of 
business  if  prices  were  to  fall  below  their  expense  of  doing  business. 
They  would  lose  money  from  prices  inadequate  to  cover  expenses  and 
would  of  necessity  close  down. 

But  society  cannot  allow  the  expensive  plants  to  close  down  because 
they  are  necessary  in  order  to  provide  an  adequate  total  supply.  The 
plants  of  low  expense  cannot  supply  the  entire  need  and  demand  of 
society.  The  plants  of  high  production  cost  must  be  continued  in  opera¬ 
tion  if  the  total  supply  is  to  be  sufficient. 

The  high  expense  of  the  latter  group  of  concei’ns  is  known  as  the 
marginal  expense.  Marginal  producers  are  those  which  are  just  on  the 
margin  between  life  and  death.  Their  expenses  are  so  high  that  they 
can  barely  keep  going  at  the  price  prevailing.  They  are  the  producers 
who  are  just  able  to  make  ends  meet  and  no  more.  They  can,  so  to 
speak,  scarcely  keep  their  heads  above  water.  But  because  what  they  do 
produce  is  indispensable,  because  society  cannot  do  without  it,  these 
marginal  producers  have  to  be  paid  prices  high  enough  to  meet  their 
high  costs.  Hence  it  comes  about  that  the  high  level  becomes  the  general 
level  for  the  market.  Marginal  expense,  that  is,  the  expense  to  the 
producer  who  can  barely  make  price  cover  cost,  sets  the  minimum  below 
which  prices  must  not  fall  for  everybody. 

If  producer  A  can  put  an  article  on  the  market  at  75  cents  but  pro¬ 
ducer  B  cannot  put  it  on  the  market  for  less  than  $1.00,  then  the  price 
in  the  market  for  the  article  will  be  $1.00  for  both  producers.  Pro¬ 
ducer  A  could  afford  to  sell  for  less,  but  he  does  not  have  to  because  B, 
the  marginal  high-cost  producer,  sets  the  price  for  all.  The  producer 
with  low  expenses  finds  himself  making  royal  profits,  through  the  neces¬ 
sity  on  the  part  of  society  of  keeping  the  costly  producers  alive  in  order 
to  make  production  adequate  to  meet  society’s  needs.  Producer  A  in 
this  case  would  be  said  to  receive  a  producer’s  surplus.  The  difference 
between  the  price  at  which  he  could  afford  to  sell  and  the  price  at  which 
he  is  able  to  sell,  is  the  measure  of  his  surplus  gain. 
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The  consumer  is  obliged  to  pay  a  high  price  for  the  whole  product 
because  the  producers  of  a  part  of  the  product  are  inefficient.  Price 
is  fitted  not  to  the  units  which  are  produced  most  efficiently  but  to  the 
units  produced  most  inefficiently.  The  price  necessary  to  sustain  the 
least  efficient  fraction  of  producers  is  the  price  for  all.  Consequently, 
on  the  side  of  supply,  price  is  set  by  the  inequalities  of  efficiency.  The 
supply  price  is  the  price  high  enough  to  keep  the  most  inefficient  pro¬ 
ducers  alive.  Inefficiency  sets  the  supply  price,  and  efficiency  receives 
a  reward  in  the  form  of  producer’s  surplus  or  extra  profit. 

Although  it  is  clear  that  marginal  expense  fixes  the  minimum  below 
which  price  will  not  fall,  nevertheless  it  remains  to  explain  variations 
in  the  point  at  which  marginal  expense  falls.  If  supply  increases,  will 
the  cost  per  unit  of  product  increase,  or  decrease,  or  remain  constant. 
According  as  cost  varies  in  one  or  another  of  these  ways,  margins  will 
vary  and  prices  will  vary.  The  relation  of  supply  to  price  must  be 
traced  through  the  cost  of  producing  the  supply.  Not  supply  as  an 
absolute  amount,  but  supply  at  a  given  cost  of  production,  is  the  price¬ 
determining  factor.  It  is  important,  therefore,  to  consider  the  main 
classes  of  variations  in  cost. 

Variable  Supply  at  Increasing  Cost. — A  certain  amount  of  coal 
can  be  produced  in  the  best  mines  at  very  low  cost  per  ton.  But  the 
output  of  such  mines  is  inadequate  to  meet  the  total  consumption  need. 
Inferior  mines  must  be  worked,  although  their  operation  results  in  rising 
costs  per  ton  of  coal.  The  greater  the  amount  of  coal  needed  for  con¬ 
sumption,  the  greater  the  per  ton  expense  of  mining.  The  principle  of 
value  in  such  a  case  is  that  price  tends  to  equal  the  cost  per  unit  of  those 
producers  ivliose  costs  have  increased  most. 

Mines  A,  B,  C,  and  D  can  produce  coal  at  $2  per  ton.  But  their 
output  is  insufficient  to  meet  the  total  demand.  Consequently  mines  E 
and  F  must  be  set  to  work.  But  these  mines  cannot  produce  for  less 
than  $3  per  ton.  Price  must  be  high  enough  for  all  the  mines  to  enable 
E  and  F  to  cover  their  expenses.  E  and  F  are  marginal  mines,  and 
determine  the  price  for  all  mines.  The  marginal  mine  is  the  mine 
whose  costs  have  increased  most.  Hence,  price  tends  to  coincide  with 
the  costs  of  the  mine  whose  expenses  have  increased  most  sharply. 

Variable  Supply  at  Decreasing  Cost. — A  certain  number  of  auto¬ 
mobiles  can  be  manufactured  at  a  cost  of  $2,000  per  unit.  But  a 
larger  number  can  be  manufactured  for  $1,500  per  unit,  and  a  yet  larger 
number  for  $1,000  per  unit.  If  supply  increases  to  meet  consumption 
needs,  cost  per  unit  will  decrease  among  the  rank  and  file  of  manu¬ 
facturers.  But  it  will  not  decrease  equally  for  each  individual  pro¬ 
ducer.  In  some  plants,  quantity  production  will  bring  rapid  decrease 
of  unit  costs ;  in  other  plants,  it  'will  bring  very  slow  decrease  of  unit 
costs.  The  principle  of  value  in  such  a  case  is  that  price  tends  to  equal 
the  costs  of  those  concerns  ivhose  costs  have  decreased  least. 

If  manufacturers  A,  B,  C,  and  D  have  decreased  costs  only  to  $1,500, 
but  E  and  F  have  decreased  to  $1,000,  the  price  for  all  will  tend  to  be 
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$1,500.  This  will  remain  true  unless  and  until  additional  low-cost 
producers  enter  the  field,  and  low-cost  plants  become  able  to  turn  out  a 
sufficient  product  for  the  whole  of  consumption.  That  is,  A,  B,  C,  and 
D,  seeing  that  E  and  F  are  taking  orders  away  from  them  by  cutting 
prices  will  feel  the  necessity  of  introducing  efficiency,  reducing  costs, 
and  reaching  a  basis  where  they  can  compete.  But  this  competition 
rests  upon  the  assumption  that  the  low-cost  concerns  multiply  in  number 
and  productive  capacity.  Until  they  do  so,  the  costs  which  have  de¬ 
creased  least  will  tend'  to  set  the  minimum  price  scale  for  all  plants. 
These  costs  will  be  at  the  margin,  and  will  be  the  minimum  below  which 
pi’ice  must  not  fall  if  society  is  to  obtain  their  product  and  continue 
them  in  operation.  In  the  course  of  time  low-cost  producers  tend  to 
drive  high-cost  producers  out  of  the  business. 

Variable  Supply  at  Constant  Cost. — It  is  of  relatively  rare  occur¬ 
rence  that  per  unit  cost  remains  constant,  when  supply  is  either  in¬ 
creased  or  decreased.  A,  B,  C,  and  D  manufacture  hats  at  a  common 
and  uniform  cost  per  hat.  A  new  demand  for  hats  makes  itself  felt, 
and  E  and  D  enter  the  field  to  supply  the  additional  demand.  Their 
cost  per  hat  remains  the  same  as  the  cost  of  all  the  other  concerns. 
Unvarying  expense  per  unit,  no  matter  in  which  direction  supply  may 
vary,  presents  a  value  problem  which  seldom  occurs  in  perfect  form. 
A  condition  approaching  unvarying  expense  does,  however,  appear  fre¬ 
quently  in  certain  industries  during  a  certain  stage  of  their  growth. 
The  law  of  value  in  this  class  of  cases  is  that  price  tends  to  equal  cost. 
That  is  constant  cost  is  accompanied  by  a  tendency  toward  constant 
price.  If  new  demand  appears,  new  supply  also  appears  to  meet  it. 
The  new  supply,  according  to  the  law  of  diminishing  utility,  drives  down 
the  marginal  utility  of  the  last  units  of  supply  until  they  coincide  with 
cost.  That  is,  marginal  utility  is  kept  constant  by  the  device  of  a  freely 
varying  supply  of  units  of  the  good. 

On  the  cost  side,  marginal  cost  is  kept  constant.  All  concerns  are 
marginal  concerns,  and  hence  all  costs  are  constant  marginal  costs.  With 
marginal  cost  constant,  and  marginal  utility  constant,  price  likewise 
tends  to  be  constant  at  the  level  of  cost. 

Variable  Supply  and  Joint  Cost. — Many  articles  are  produced 
under  conditions  of  joint  cost.  The  ste^r  furnishes  not  only  meat,  but 
hides,  fertilizer,  glue,  lard,  and  many  other  products.  Petroleum  fur¬ 
nishes  kerosene,  gasoline,  naphtha,  paraffine,  lubricating  oils,  and  numer¬ 
ous  other  articles.  Cotton  furnishes  not  only  cloth,  but  cotton  seed, 
oils,  meals,  and  other  by-products.  Coal  furnishes  not  only  fuel  but 
dyestuffs  and  other  goods.  Such  articles  have  a  joint  cost  during  all 
but  the  later  stages  of  production.  When  the  individual  article  is  sepa¬ 
rated  from  the  original  group,  and  is  put  through  an  independent  process 
of  manufacture,  it  has  a  separate  and  independent  cost  during  that 
advanced  stage  of  production.  The  principle  of  value  in  articles  of 
joint  cost  has  two  aspects:  first,  the  price  of  each  individual  product  will 
tend  to  fall  to  that  point  where  marginal  demand  will  just  absorb  the 
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supply  offered;  second,  the  total  money  value  of  the  whole  group  of 
articles  will  tend  to  equal  the  total  cost  of  production  in  the  marginal 
concern. 

It  is  useful  to  consider  the  effect  upon  price  of  an  increase  in  demand 
for  one  article  in  the  group,  demand  for  the  other  members  of  the  gi’oup 
remaining  constant.  Demand  for  the  one  article  can  be  satisfied  only  by 
increasing  the  supply  of  the  whole  group.  Thus,  a  demand  for  beef, 
while  increasing  the  supply  of  beef,  will  also  increase  the  supply  of  hides 
and  of  by-products  in  general.  Since  demand  for  these  by-products  has 
not  risen,  the  increased  supply  will  tend  to  lower  the  price  which  will 
serve  to  take  the  supply  off  the  market.  Thus,  an  increased  demand  for 
one  member  of  a  joint  product,  demand  for  the  other  members  remain¬ 
ing  the  same,  will  tend  to  lower  the  price  of  the  other  members  of  the 
group.  Supply  is  joint  and  moves  as  a  unit,  whereas  demand  is  single 
and  moves  separately  with  respect  to  each  individual  article.  Supply 
is  joint,  demand  is  single.  Total  price  must  equal  joint  cost,  but  single 
price  will  equal  that  marginal  demand  necessary  to  absorb  the  quantity 
of  each  single  article  thrown  on  the  market. 

Fixed  Supply. — Of  some  commodities  it  is  true  that  they  are  non- 
replaceable.  The  supply  in  existence  is  the  only  supply  that  can  be 
made  available.  Supply  can  neither  be  increased  nor  decreased.  The 
most  pertinent  illustrations  are  masterpieces  of  art,  rare  jewels,  antique 
furnishings.  The  supply  is  absolutely  limited.  The  principle  of  value 
is  that  price  will  tend  to  fall  to  that  point  where  marginal  demand  will 
exactly  correspond  with  supply,  and  will  absorb  the  quantity  offered. 

This  type  of  case  is  the  opposite  of  the  types  previously  considered. 
There,  supply  was  variable,  and  the  variations  in  supply  were  accom¬ 
panied  by  variations  in  cost.  Here,  supply  is  assumed  to  be  without 
variation.  It  is  definitely  fixed.  The  cost  of  producing  the  article  does 
not  affect  its  price.  No  matter  whether  the  cost  was  high  or  low,  the 
price  will  be  the  same.  The  number  of  units  in  existence  and  the  utility 
of  the  last  or  marginal  unit  will  determine  the  price,  regardless  of  cost. 

A  different  form  of  illustration  of  fixed  supply  is  any  commodity 
whose  supply  cannot  be  changed  over  short  periods  of  time.  AVhen  a 
wheat  crop  is  harvested,  the  supply  is  fixed  until  the  next  harvest  ar¬ 
rives.  AVhen  a  manufactured  product  is  placed  upon  the  market,  it 
constitutes  a  temporary  fixed  supply.  Some  time  would  be  required  to 
add  to  the  supply  by  new  manufacture.  During  the  interval,  the  supply 
would  be  fixed.  Price,  in  its  short-run  fluctuations,  tends  to  be  such 
that  all  units  of  the  supply  will  be  moved  into  the  hands  of  buyers. 
That  is  to  say,  the  price  will  tend  to  be  such  that  marginal  demand  will 
effect  sufficient  purchases  to  dispose  of  the  supply.  Short-run  fixed 
supply  is  accompanied  by  short-run  price  fluctuations  suited  to  move  the 
whole  product  into  buyers’  hands.  AVhat  marginal  buyers  are  willing  to 
pay  for  the  last  units  of  the  stock  will  be  the  dominating  factor. 

Overhead  Costs. — The  costs  of  an  enterprise  may  be  broken  up 
into  two  major  classifications:  operating  costs  and  overhead  costs. 
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Operating  costs  are  illustrated  by  the  labor  that  is  employed  while  the 
factory  is  busy  or  the  power  hired  to  run  machinery.  Their  chief  char¬ 
acteristic  is  that  they  vary  approximately  as  output  varies.  If  output 
increases,  operating  costs  per  unit  of  product  increase  proportionately. 
Overhead  costs  are  illustrated  by  interest  on  fixed  investment,  permanent 
managerial  salaries,  depreciation,  rent,  insurance,  and  taxes.  Their 
chief  characteristic  is  that  they  do  not  vary  as  output  varies.  An 
increase  or  decrease  in  output  does  not  involve  a  proportionate  increase 
or  decrease  in  these  costs.  They  are  fixed  charges  on  the  business,  and 
must  be  met  whether  the  business  operates  or  not.  If  output  doubles, 
these  fixed  charges  will  remain  substantially  the  same.  If  output  is  cut 
in  half,  the  fixed  charges  will  go  on  undiminished. 

For  economical  production,  it  is  of  utmost  importance  that  a  plant 
or  an  enterprise  reduce  the  overhead  cost  per  unit  of  output  by  full¬ 
time  operation  of  the  plant.  Let  us  assume  that  in  a  certain  shoe  factory, 
which  has  a  capacity  for  making  2,000,000  pairs  annually,  the  total 
overhead  burden  is  $2,000,000.  If  the  factory  operates  to  full  capacity 
throughout  the  year,  the  overhead  cost  per  pair  of  shoes  will  be  $1.00. 
But  suppose  the  factory  operates  at  only  half  capacity.  The  output  is 
then  1,000,000  pairs  of  shoes  for  the  year,  but  this  output  must  stand  the 
same  overhead  burden  as  before,  namely,  $2,000,000.  The  overhead  cost 
per  pair  is  then  $2.00.  Operation  at  half  capacity  has  doubled  the  over¬ 
head  cost  per  unit  of  product.  This  cost  is  an  increase  in  per  unit 
expense  of  production.  The  only  true  method  of  cutting  unit  cost  is 
full-time  operation  of  plant.  Every  strategy  possible  for  the  elimina¬ 
tion  of  idleness  contributes  to  the  reduction  of  unit  costs.  The  overhead 
burden  is  inseparably  bound  up  with  idleness.  A  common  accounting 
phrase  is  “idle  overhead.”  Unused  capacity  is  the  worst  foe  of  low 
unit  costs.  Cheapened  production  can  mean  only  one  thing,  namely, 
full-time  production. 

Railroads  recognize  the  importance  of  overhead  costs  by  their 
methods  of  establishing  rates.  Under  given  conditions  as  to  size  of  plant 
and  efficiency  of  management,  approximately  two-thirds  of  a  railroad’s 
expenses  are  a  fixed  overhead  burden.  Whether  the  railroad  carries 
much  or  little  freight,  two-thirds  of  expenses  run  on  just  the  same.1 
In  order  to  stimulate  as  nearly  as  possible  full  time  use  of  roadbed  and 
equipment,  railroads  adapt  their  freight  rates  to  “what  the  traffic  will 
bear.”  Since  a  railroad  is  running  through  a  given  district  anyway, 
it  must  seek  to  carry  a  full  load  as  often  as  possible.  In  order  to  secure 
a  full  load,  rates  must  be  adjusted  to  induce  shippers  to  send  a  large 
volume  of  goods.  The  making  of  rate  schedules  is  calculated  to  per¬ 
suade  shippers  to  send  large  enough  quantities  of  goods  to  make  possible 
a  full  use  of  railway  equipment.  It  costs  the  line  very  little  more  to 
haul  a  full  load  than  to  haul  a  half  load.  “What  the  traffic  will  bear” 
is  such  rates  on  each  class  of  goods  as  will  call  forth  large  shipments 
and  leave  as  little  idle  shipping  space  as  possible. 

i  Lewis  H.  Haney,  The  Business  of  Railway  Transportation,  p.  175. 
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Central  power  stations  have  dealt  with  overhead  costs  by  making 
power  rates  lower  during  the  off-peak  hours  of  the  day.  Cut  rates  during 
the  dull  hours  of  the  days  are  calculated  to  stimulate  more  nearly  full 
time  use  of  power,  and  to  reduce  the  overhead  burden  per  unit  of  power 
supplied.  Night  rates  on  telegraph  and  telephone  service  are  intended 
to  stimulate  use  of  equipment  during  dull  hours  of  the  day.  In  anthra¬ 
cite  coal  production,  advertising  and  education  of  consumers  led  to  a 
reduction  in  seasonal  buying.  The  increased  steadiness  of  purchasing 
resulted  in  more  constant  production,  and  a  lightening  of  the  unit  over¬ 
head  cost.  The  idleness  which  occurs  during  the  depression  stage  of  a 
business  cycle  is  a  serious  problem  in  overhead  costs.  If  a  factory  is 
closed  down  for  several  months,  the  overhead  costs  continue  and  must 
be  met.  Cyclical  idleness  has  tended  to  inspire  manufacturers  to  make 
up  for  their  losses  during  idleness  by  scoops  at  high  prices  during 
prosperity. 

It  is  commonly  found  that  a  plant  will  do  better  to  produce  at  a 
partial  loss  than  not  to  produce  at  all.  Manufacturers  for  export  follow 
the  trade  practice  known  as  “dumping,”  with  a  view  to  selling  product 
at  less  than  cost  prices  in  order  to  dispose  of  it  without  glutting  the 
market  at  home.  The  exported  product  may  command  a  price  too  low 
to  cover  the  total  cost,  but  the  manufacturer  finds  that  it  is  better  to 
make  a  part  of  his  overhead  cost  than  to  make  none  of  it  at  all. 

In  the  long  run,  price  must  he  sufficient  to  cover  both  operating  and 
overhead  costs  to  marginal  concerns.  If  price  is  inadequate  for  this 
purpose,  the  old  marginal  concerns  will  be  forced  out  of  business,  and 
the  new  concerns  at  the  margin  will  be  more  efficient  and  less  expensive 
producers.  In  the  short  run,  however,  price  may  he  so  low  as  harely 
to  cover  operating  expenses.  For  temporary  periods,  business  concerns 
will  find  it  advantageous  to  operate  at  prices  inadequate  to  cover  all 
overhead  costs.  Of  course,  this  partial  loss  is  better  than  a  total  loss, 
but  even  the  partial  loss  cannot  continue  indefinitely  without  wrecking 
the  business.2 

Normal  Cost  and  Normal  Price. — The  word  “normal”  must  be 
given  a  particular  and  strict  definition.  It  is  not  synonymous  with 
the  word  “average.”  It  does  not  signify  inevitable  natural  law.  It 
does  signify  a  tendency.  It  indicates  a  direction  in  which  value  forces 
may  be  expected  to  move. 

2  J.  M.  Clark,  in  The  Economics  of  Overhead  Costs,  urges  a  policy  of  control  of 
demand  and  supply  in  the  business  cycle  by  manipulation  of  the  ratio  between 
price  and  variable  cost.  His  policy  is  described  as  follows,  “If  everybody  stood 
ready  to  cut  down  to  the  absolute  minimum  of  ‘variable  cost,’  and  if  everybody 
shared  such  cuts  as  were  made,  nobody  would  have  to  cut  that  low  or  anything 
near  it,  in  order  to  restore  demand  to  a  reasonable  normal  level.  For  the  chief 
cause  of  falling-off  in  demand  lies  in  the  fact  that  any  unemployment  reduces 
people’s  purchasing  power  and  so  returns  on  itself  in  a  vicious  circle  creating  more 
unemployment.  If  every  one  were  determined  to  sacrifice  earnings  whenever  neces¬ 
sary  to  maintain  output,  this  vicious  circle  could  be  broken  and  the  chief  cause  of 
shrinkage  of  demand  would  disappear.  If  every  one  stood  ready  to  cut  prices  to 
the  limit  to  prevent  unemployment,  no  one  would  have  to  cut  very  far.”  p.  29. 
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Such  a  tendency  or  expectation  rests  upon  certain  assumed  condi¬ 
tions.  Chiefly,  these  conditions  are  free  and  perfect  competition,  and  a 
long  run  period  of  time.  Normal  price  is  the  price  which  will  tend  to 
prevail  under  free  competition  and  in  the  long  run. 

The  force  of  these  assumed  conditions  is  significant  chiefly  because 
of  their  effect  upon  costs  of  production.  Normal  costs  tend  to  establish 
themselves  in  competitive  industry.  Normal  costs  are  substantially  equal 
costs.  This  tendency  arises  from  the  desire  of  every  producer  to  plunge 
into  business  at  the  point  where  he  can  hope  to  make  the  most  gain. 
Such  point  will  be  found  wherever,  in  a  given  branch  of  industry,  one 
producer  can  put  goods  on  the  market  at  a  lower  cost  than  some  one 
else.  The  low-cost  producer  sells  at  the  same  price  as  his  rival  with 
higher  costs  but  makes  a  large  profit  simply  because  his  costs  are  low. 
Wherever  costs  are  unusually  low,  new  producers  enter  the  field.  Their 
output  floods  the  market  and  drives  out  of  business  those  producers  who 
require  high  prices  to  cover  their  exorbitant  costs.  The  high-cost  con¬ 
cern  is  constantly  being  killed  off,  and  all  concerns  are  tending  to  a 
point  of  common  cost  and  common  advantage.  Competition  tends  to 
wipe  out  any  differences  or  advantages  which  appear  in  any  quarter. 
The  tendency  to  the  equalization  of  costs  is  slow.  It  works  out  only  in 
the  long  run.  Likewise  it  depends  upon  competition.  The  less  perfect 
the  competition,  the  less  complete  the  working  out  of  the  tendency. 

This  tendency  has  led  certain  economists  to  introduce  the  concept 
of  representative  costs  and  the  representative  concern.  The  representa¬ 
tive  firm  may  be  defined  as  that  firm  which  is  of  most  economical  size, 
which  has  average  advantages  of  location,  and  which  is  managed  with 
average  ability.  The  bulk  of  the  firms  in  any  branch  of  industry  will 
concentrate  in  this  representative  group.  Their  costs  will  be  normal  for 
the  rank  and  file  of  the  industry.  Year  in  and  year  out,  their  level 
of  costs  will  be  the  prevailing  level  among  the  majority  of  firms.  In 
the  long  run,  others  may  come  and  others  may  go,  but  these  run  on 
indefinitely.  The  tendency  toward  equalization  of  costs  brings  about 
this  core  of  the  industry,  this  major  group,  which  have  normal,  repre¬ 
sentative,  long  run  costs  of  production. 

The  long  run  is  sharply  contrasted  with  the  short  run  in  this  view 
of  normal  costs.  In  the  short  run,  supply  is  limited  by  the  amount  of 
factories,  mines,  machines,  and  other  equipment  available  in  a  given 
line  of  industry.  If  a  sudden  increase  in  demand  is  felt,  the  present 
factory  equipment  is  inadequate.  But  to  build  new  equipment  takes 
time.  To  gather  in  savings  and  to  find  people  willing  to  invest  capital 
in  additional  factories  takes  time.  Consequently,  the  supply  of  pro¬ 
ductive  equipment  is  fixed  over  short  periods  of  time.  An  increased 
demand  would  encounter  a  shortage  of  capital  wherewith  to  make  fin¬ 
ished  goods.  Hence,  it  would  bring  on  a  shortage  of  finished  goods 
themselves  for  the  time  being.  But  only  for  the  time  being.  As  soon 
as  capital  equipment  could  be  installed,  output  would  expand,  supply 
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of  finished  goods  would  increase,  and  the  new  demand  would  be  satis¬ 
fied  with  the  new  supply.  Long  run  supply  would  meet  demand  at  a 
normal  or  representative  cost  basis.  The  supply  of  productive  equipment 
is  highly  mobile  and  variable  over  long  periods  of  time. 

The  fundamental  factor  in  long  run  supply  is  not  consumers’  goods, 
but  the  productive  capacity  to  turn  out  those  goods.  The  supply  of 
equipment  wherewith  to  make  goods  in  the  long  run  determines  the 
supply  of  goods  offered  on  the  market.  On  the  supply  side,  our  long 
run  factor  is  clearly  the  supply  of  the  means  of  production. 

Normal  price  is  that  price  which  in  the  long  run  and  under  free 
competition  approximates  the  cost  of  production  to  representative  or 
marginal  firms.  Price  tends  always  to  fall  toward  cost.  If  price  for 
any  length  of  time  falls  below  the  cost  of  representative  or  marginal 
concerns,  they  will  be  forced  out  of  business.  If  price  for  any  length 
of  time  rises  above  the  cost  of  representative  or  marginal  concerns,  new 
enterprises  will  be  attracted  to  the  given  branch  of  industry,  and  the 
new  supply  will  bring  price  down  to  cost  again.  Normal  costs  to  repre¬ 
sentative  concerns  are  the  center  about  which  actual  prices  fluctuate. 
Market  prices  oscillate  around  normal  prices ;  market  values  tend  toward 
normal  values. 

To  summarize  the  principles  of  normal  price  we  may  state  the  fol¬ 
lowing  propositions :  first,  normal  price  rests  upon  the  assumptions  of 
free  competition  and  long  run  periods  of  time ;  second,  under  these  as¬ 
sumed  conditions,  the  inequalities  of  costs  among  individual  concerns  in 
a  given  branch  of  industry  tend  to  be  wiped  out  and  to  center  at  a 
normal  or  representative  level;  third,  normal  price  or  value  tends  to 
fall  to  the  point  of  representative  or  normal  cost ;  fourth,  market  values 
tend  toward  normal  values,  except  as  they  are  impeded  by  imperfect 
competition,  short  run  periods  of  time,  or  other  extraordinary  forces. 

Monopoly  Value.— The  foregoing  considerations  assume  free  com¬ 
petition.  This  ideal  assumption  is  not  fully  realized  in  the  real  world. 
Combination  in  restraint  of  competition  is  a  commonplace.  Monopoly  in 
varying  degrees  appears  at  every  hand.  It  is  necessary  to  consider  there¬ 
fore  the  modification  of  value  theory  necessary  under  conditions  of 
monopoly. 

Under  perfect  monopoly,  the  producer  has  complete  control  of  the 
supply  of  goods.  Monopoly  thus  affects  value  primarily  from  the  supply 
side  of  the  value  equation.  Monopoly  does  not  control  demand,  and 
cannot  materially  affect  value  from  the  demand  side  of  the  value 
equation. 

Monopoly  price  will  be  that  price  expected  to  yield  in  the  long 
run  the  maximum  monopoly  profit.  This  does  not  imply  that  the  most 
profitable  price  will  be  the  highest  price.  Profit  depends  not  only  upon 
price  but  upon  quantity  of  sales.  If  an  excessive  price  chokes  demand 
and  leads  to  a  severe  slump  in  sales,  the  possibility  of  profit  is  cut  off. 
Let  us  assume  that  a  publishing  house  has  a  monopoly  of  a  book.  The 
problem  of  monopoly  price  is  to  determine  which  price,  when  allowance 
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for  volume  of  sales  is  made,  will  yield  the  greatest  profit.  The  monopoly 
may  make  such  comparisons  as  the  following : 


Possible 

Price 

Copies  That 
Will  Sell  at 
Given  Price 

Total  Sales 
at  Given  Price 

Profit  per  Copy 
at  Given  Price 

Total  Profit 
at  Given  Price 

$10.00 

1,000 

$10,000.00 

$8.00 

$8,000.00 

5.00 

3,000 

9,000.00 

3.00 

9,000.00 

2.50 

25,000 

75,000.00 

.50 

12,500.00 

From  comparison  of  the  profit  due  to  three  possible  prices,  it  is 
obvious  that  the  highest  price  does  not  necessarily  lead  to  the  highest 
profit.  A  price  lower  than  $2.50  might  increase  the  total  sales  some¬ 
what,  but  not  enough  to  yield  as  much  net  profit  as  the  former  price. 
Monopoly  price  is  that  price  which,  considering  quantity  of  sales,  will 
bring  the  largest  profit  in  the  long  run. 

A  perfect  monopoly  will  arbitrarily  limit  supply  to  the  point  where 
price  multiplied  by  quantity  sold  will  give  the  greatest  gain.  Monopoly 
price  is  set  and  maintained  by  virtue  of  an  artificial  regulation  of 
supply.  Deliberate  restriction  of  supply  is  the  key  to  monopoly  control. 
This  is  the  weapon  which  constitutes  monopoly  power. 

Monopoly  price  will  tend  to  be  highest  with  goods  of  inelastic  de¬ 
mand.  If  the  price  is  raised,  the  demand  is  steady  and  firm,  and  sales 
will  not  materially  fall  off.  Practically  as  many  units  will  be  sold  as 
before,  and  each  unit  will  bring  a  higher  price.  On  the  other  hand, 
monopoly  price  will  tend  to  be  moderate  with  goods  of  elastic  demand. 
If  the  price  is  raised,  demand  is  highly  flexible,  and  people  will  go 
without  the  goods.  Monopoly  power  is  especially  baneful  in  the  case  of 
necessities,  since  these  have  relatively  inelastic  demand.  No  matter  how 
much  a  monopoly  might  elevate  the  prices  of  salt  or  bread,  people  would 
have  to  buy  these  commodities  in  large  volume.  Monopoly  power  is  not 
so  injurious  in  the  case  of  luxuries,  since  these  have  an  elastic  demand. 
If  a  monopoly  raises  luxury  prices,  sales  will  slump  severely. 

In  the  actual  business  world,  neither  perfect  competition  nor  perfect 
monopoly  is  commonly  found.  What  is  found  is  imperfect  competition 
and  incomplete  monopoly.  Under  these  conditions,  the  competitive  laws 
of  value  still  work  themselves  out,  but  against  much  friction  and  op¬ 
position.  Competitive  price  is  still  that  price  which  tends  to  bring  the 
buyer  of  marginal  demand  and  the  seller  of  marginal  cost  together. 
But  this  tendency  is  crippled  and  delayed  by  countless  combinations 
in  restraint  of  trade,  price  fixing  agreements,  and  semi-monopolies.  In 
so  far  as  monopoly  power  becomes  established,  price  will  be  held  above 
cost  by  the  device  of  an  artificial  limitation  of  supply.  Here  are  two 
warring  tendencies:  competition  tending  to  drive  price  down  to  cost, 
monopoly  tending  to  hold  price  above  cost.  The  resultant  of  these 


140 


Value  and  Exchange 

antagonistic  forces  is  such  compromise  as  reflects  the  relative  intensity 
of  the  two  forces  in  any  given  case. 

The  mere  fact  that  varying  degrees  of  monopoly  are  present  should 
not  obscure  the  fact  that  underneath,  the  forces  of  actual  and  potential 
competition  are  ever  present.  Likewise,  the  mere  fact  that  competition 
in  some  degree  is  present  should  not  lead  to  the  fallacy  of  assuming  a 
perfect  state  of  competition  and  of  expecting'  quick  and  sure  working 
out  of  the  laws  of  competitive  value.  If  competition  is  tediously  slow 
in  driving  price  down  to  cost,  the  cause  is  to  be  found  in  the  friction 
set  up  by  monopoly.  If  monopoly  fails  to  sustain  price  at  an  excessive 
height,  the  cause  is  to  be  looked  for  in  the  unexpected  vitality  and  force 
of  competition.  Monopoly  is  a  disturbing  factor  which  protracts  and 
delays  the  working  out  of  the  normal  values  of  competition,  and  which 
occasionally  frustrates  them  altogether. 

The  Evolution  of  Value  Theory. — The  analysis  of  value  theory, 
involving  marginal  concepts  of  supply  and  demand,  is  in  general  the 
orthodox  doctrine  of  the  main  part  of  the  generation  of  economists  who 
did  most  of  their  creative  thinking  and  writing  in  the  first  two  decades 
of  the  present  century.  Not  all  would  agree  on  the  details,  but  they 
would  agree  on  the  substantial  trend  of  the  argument.  This  more  or 
less  standard  set  of  principles  is  the  culmination  of  an  evolutionary 
process  of  thought.  Several  previous  generations  struggled  with  particu¬ 
lar  phases  of  value  theory.  Through  much  dispute  and  discussion,  there 
was  gradually  built  up  a  balanced  and  well-rounded  system  of  thought 
on  the  subject.  Bach  authority  may  have  been  wrong  in  many  respects, 
but  the  essence  of  each  writer’s  contribution  had  qualities  of  perma¬ 
nence.  These  various  angles  of  development  have  been  woven  into  a 
harmonious  whole  of  economic  theory.  We  may  mention  a  few  of  the 
major  phases  of  this  development,  although  we  cannot  in  present  space 
pretend  to  give  anything  like  an  adequate  historical  outline  of  value 
theory. 

In  1776,  there  appeared  a  volume  from  the  hand  of  an  English' econ¬ 
omist,  Adam  Smith,  under  the  title  of  The  Wealth  of  Nations.  Adam 
Smith ’s  theory  of  value  is  indicated  in  its  main  outlines  by  the  following 
extracts  from  his  book: 

Labor  is  the  real  measure  of  the  exchange  value  of  all  commodities.  Equal 
quantities  of  labor  at  all  times  and  places  may  be  said  to  be  of  equal  value  to 
the  laborer.  Labor,  never  varying  in  its  own  value,  is  alone  the  ultimate  and 
real  standard  by  which  the  value  of  all  commodities  can  at  all  times  and  places 
be  estimated  and  compared.  The  proportion  between  the  quantities  of  labor 
necessary  for  acquiring  different  objects  seems  to  be  the  only  circumstance 
which  can  afford  any  rule  for  exchanging  them  for  one  another.3 

In  1817,  David  Ricardo,  an  English  stockbroker  of  Jewish  extrac¬ 
tion,  published  his  economic  views  under  the  title  of  The  Principles  of 
Political  Economy.  Although  he  took  exception  to  certain  of  Smith’s 

3  Volume  I,  Chapter  V. 
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doctrines,  lie  endorsed  them  in  substance,  and  proceeded  to  elaborate 
and  refine  the  earlier  views.  Ricardo  said,  ‘  ‘  The  value  of  a  commodity, 
or  the  quantity  of  any  other  commodity  for  which  it  will  exchange, 
depends  on  the  relative  quantity  of  labor  which  is  necessary  for  its 
production.  The  quantity  of  labor  bestowed  on  the  production  of  com¬ 
modities  regulates  their  value.”  He  refers  to  “labor  as  the  foundation 
of  the  value  of  commodities,”  and  makes  “the  comparative  quantity  of 
labor  which  is  necessary  to  their  production,  the  rule  Avhich  determines 
the  respective  quantities  of  goods  which  will  be  given  in  exchange  for 
each  other.” 4 

Seizing  upon  an  ambiguity  in  the  theories  of  Smith  and  Ricardo,  a 
German  socialist,  Karl  Marx,  established  socialism  upon  a  basic  proposi¬ 
tion  that  labor  is  the  sole  producer  of  value.  According  to  the  Marxian 
interpretation,  the  value  of  a  commodity  is  the  amount  of  human  labor 
embodied  in  it.  The  amount  of  labor  is  to  be  conceived  as  the  labor 
time  socially  necessary  for  the  production  of  the  good.  “The  labor  time 
socially  necessary  is  that  required  to  produce  an  article  under  the  normal 
condition  of  production,  and  with  the  average  degree  of  skill  and  in¬ 
tensity  prevalent  at  the  time.  Such  phrases  as  “simple,  abstract,  human 
labor,”  “socially  necessary  labor,”  and  “crystallized  labor”  are  used  to 
explain  the  Marxian  view. 

Since  all  value  was  exclusively  and  solely  attributable  to  labor,  such 
payments  as  interest  and  profit  were  a  theft  from  labor.  What  the 
laborer  received  for  his  toil  was  bare  subsistence.  The  product  of  his 
toil  was  sold  by  the  capitalist  at  a  market  value  far  in  excess  of  the 
subsistence  needs  of  the  worker.  The  difference  between  what  the  worker 
actually  received  and  the  value  which  he  produced  was  surplus  value. 
Profit  was,  therefore,  nothing  other  than  unpaid  labor. 

Two  lines  of  protest  against  the  Marxian  exaggeration  of  the  labor 
element  in  value  presented  themselves.  One  of  these  attempted  to 
attribute  value  wholly  to  the  side  of  demand  or  utility.  The  other 
attempted  to  prove  that  although  cost  of  production  determined  prices, 
nevertheless  labor  was  not  the  sole  cost  of  production,  but  was  accom¬ 
panied  by  other  legitimate  costs,  including  interest,  rent,  and  profit. 

The  most  direct  attack  upon  the  Marxian  excesses  came  from  the 
theorists  who  attributed  value  to  demand.  Thus,  W.  S.  Jevons  wrote, 
“Repeated  reflection  and  inquiry  have  led  me  to  the  somewhat  novel 
opinion  that  value  depends  entirely  upon  utility .”  Jevons,  an  English 
economist,  was  closely  sympathetic  in  point  of  view  with  a  French 
economist,  Walras,  and  an  Austrian  economist,  Menger.  Chiefly  through 
Menger,  and  allied  Austrian  economists,  the  marginal  utility  theory  of 
value  was  built  up  in  great  detail.  The  marginal  theory  has  become 
associated  with  the  “Austrian  School”  of  economists.  They  shifted  em¬ 
phasis  from  the  supply  and  cost  side  of  the  matter  to  the  demand  and 
utility  side. 

The  final  solution  of  the  separate  value  theories  was  contained  in  the 

4  Volume  I,  pp.  1,  33,  74. 
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proposition  that  both  supply  and  demand,  or  cost  and  utility,  are  of 
importance  in  determining  value.  Even  Adam  Smith  and  Ricardo  gave 
recognition  to  demand  as  well  as  to  supply  factors,  but  in  their  emphasis 
upon  labor  as  the  cause  of  value,  they  left  an  opportunity  for  the 
Marxian  doctrine  of  exclusive  labor  value  and  of  surplus  value.  Toward 
the  close  of  the  nineteenth  century  and  during  the  first  two  decades  of 
the  twentieth  century,  both  supply  and  demand  have  been  assigned 
places  of  importance  in  value  theory.  A  merger  of  conflicting  tendencies 
has  taken  place,  and  the  theory  of  value  has  come  to  be  a  balanced  doc¬ 
trine  of  supply  and  demand. 

Instrumental  in  this  merging  process  were  Alfred  Marshall  in  Eng¬ 
land,  and  J.  B.  Clark,  R.  T.  Ely,  S.  N.  Patten,  F.  A.  Fetter,  and  F. 
W.  Taussig,  to  mention  only  a  few  of  the  men  prominent  in  the  develop¬ 
ment.  They  applied  the  marginal  concept  rigidly  to  supply  and  cost 
as  well  as  to  demand  and  utility.  Over  against  marginal  utility  they 
balanced  marginal  disutility.  Marshall  illustrated  the  joint  importance 
of  supply  and  demand,  cost  and  utility,  by  the  analogy  of  a  pair  of 
shears.  One  blade  he  termed  supply,  the  other  demand.  The  cutting 
of  the  shears  corresponded  to  price.  No  one  would  say  that  price  or 
value  was  due  to  one  blade  alone,  without  the  cooperation  of  the  other. 
The  cutting,  or  valuation,  process  depends  upon  the  mutual  cooperation 
of  both  blades,  supply  and  demand. 

Logically,  the  connecting  link  between  supply  and  demand  is  scarcity. 
Cost  of  production  or  quantity  of  labor  affect  value  only  by  first  affecting 
the  scarcity  of  the  goods  on  the  market.  Cost  as  such  and  labor  as  such 
have  no  direct  influence  upon  value.  Only  indirectly  as  they  influence 
scarcity  can  they  influence  value.  On  the  other  hand,  the  price  paid 
by  demanders  of  goods  will  depend  upon  the  scarcity  of  the  goods. 
Scarcity  is  a  term  which  is  relative  both  to  supply  and  demand.  Gustav 
Cassel,  in  his  Theory  of  Social  Economy,  written  in  1924,  takes  the  posi¬ 
tion  that  economic  theory  can  dispense  altogether  with  the  categories 
of  marginal  utility  and  disutility,  and  can  formulate  a  complete  theory 
of  value  purely  on  the  basis  of  price,  scarcity,  and  demand.  His  preface 
states,  “From  the  first  beginnings  of  my  studies  of  this  science  I  have 
felt  that  it  ought  to  be  possible  to  do  away  with  the  whole  of  the  old 
theory  of  value  and  build  up  the  science  from  the  beginning  on  the 
theory  of  prices.” 

It  is  not  necessary  to  go  to  the  extreme  suggested  by  Cassel,  and 
to  reject  the  whole  marginal  analysis.  We  may  use  it  for  limited  pur¬ 
poses,  and  within  certain  boundaries.  But  Cassel ’s  criticism  does  in¬ 
dicate  that  traditional  value  theory  does  not  furnish  a  completely  ade¬ 
quate  theory  of  value.  A  large  number  of  the  younger  generation  of 
economists  have  found  the  traditional  theory  insufficient  to  solve  their 
new  problems.  Even  though  such  theory  be  conceded  to  be  all  right 
as  far  as  it  goes,  most  emphatically  it  does  not  go  far  enough.  What 
shall  be  used  to  supplement  and  extend  the  traditional  theory?  In 
answer,  economists  are  not  agreed,  but  the  trend  is  strongly  in  the 
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direction  of  price  analysis  of  the  money  economy.  Instead  of  making 
a  subjective  value  theory,  the  trend  is  toward  an  objective  analysis 
in  terms  of  prices.  Statistical  methods  make  possible  quantitative  stud¬ 
ies  of  the  major  price  problems.  The  following  chapter  presents  the 
body  of  thought  and  method  contained  in  such  price  study  of  the  money 
economy.  It  represents  an  extension  of  value  theory  calculated  to  meet 
the  needs  of  modern  economic  problems. 
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CHAPTER  X 


PROBLEMS  OP  THE  MONEY  ECONOMY 

The  Meaning-  of  the  Money  Economy. — In  1924,  the  total  volume 
of  exchanges  in  the  United  States  amounted  to  an  estimated  total  of 
$700,000,000,000.  In  the  same  year,  the  people  spent  in  retail  markets 
in  the  neighborhood  of  $35,000,000,000.  For  every  dollar  spent  in  retail 
stores  by  consumers,  about  twenty  dollars  had  been  interchanged  by 
dealers  and  middlemen  in  the  long  line  of  tradesmen  from  first  pro¬ 
ducers  to  final  consumers.  The  money  spent  at  retail  is  only  one-twen¬ 
tieth  of  the  total  money  changing  hands  in  the  course  of  a  year.  The 
other  nineteen-twentieths  of  the  total  volume  of  money  payments  con¬ 
sisted  of  a  vast  complex  of  contracts,  purchases  and  sales,  between  count¬ 
less  dealers,  speculators,  shippers,  traffic  companies,  manufacturers,  and 
traders.  This  vast  maze  of  money  transactions  is  the  money  economy. 

In  the  money  economy,  a  contrast  appears  between  the  technology 
of  producing  physical  goods  and  the  technology  of  producing  money 
gains.  The  former  technology  comprises  the  process  of  industry.  Here 
belong  the  efforts  of  farmers,  miners,  manufacturers,  and  all  those 
whose  energy  is  devoted  to  the  fabrication  and  preparation  of  goods 
for  human  use.  The  devices  of  engineering,  of  machinery,  of  human 
skill,  of  efficiency,  of  scientific  management,  are  applied  to  the  tasks  of 
industry.  But  the  technology  of  money  gains  belongs  in  the  category  of 
modern  business.  Industry  is  making  goods,  whereas  business  is  making 
money.  Business  comprises  the  efforts  of  financiers,  promoters,  dealers, 
speculators,  accountants,  and  tradesmen.  Their  task  is,  from  a  modicum 
of  goods,  to  buy  at  one  price  and  sell  at  another,  thereby  making  a 
margin  of  profit.  The  goods  are  incidental,  the  real  desideratum  is  the 
money  profit. 

This  contrast  between  industrial  and  business  pursuits  penetrates 
the  whole  fabric  of  modern  economic  life.  Let  us  take  the  position  of 
a  factory  worker.  On  the  surface,  he  is  engaged  in  the  production  of 
goods.  But  this  is  not  his  direct  motive.  He  is  producing  the  goods 
for  others,  not  for  himself  or  his  family.  He  has  no  direct  interest  in 
the  goods.  He  will  never  wear  the  shoes  or  the  clothes  which  he  is 
making.  He  will  never  see  the  product  again  after  it  passes  his  hand. 
He  is  producing  goods  for  others,  not  for  self.  But  one  vital  interest 
inheres  in  this  task,  namely,  the  money  he  can  get  out  of  it.  His  pay 
envelope  is  the  thing.  His  direct  motive  is  to  make  as  large  a  money 
wage  as  possible.  He  must,  it  is  true,  go  through  a  certain  number  of 
perfunctory  motions  as  a  laborer  in  order  to  secure  this  money  reward. 
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But  the  test  of  his  prosperity  as  a  worker  is  the  amount  of  money  he 
makes.  He  may  have  to  make  more  or  less  goods  in  order  to  gain  the 
money,  but  the  bright  ulterior  hope  is  the  pay  envelope.  Acquisition  of 
money  for  himself  will  make  him  prosperous,  and  this  is  absolutely  the 
only  thing  which,  so  far  as  he  is  concerned,  can  make  him  prosperous. 
Production  for  others  and  acquisition  for  self  dominate  the  process,  be¬ 
cause  the  laborer  is  fundamentally  engaged  in  making  money  and  only 
incidentally  engaged  in  making  goods. 

Even  the  modern  farmer  comes  under  the  money  economy.  Most  of 
his  product  is  sold  for  the  consumption  of  others,  and  most  of  his  own 
consumption  comes  from  retail  markets.  Farming  has  become  a  cash 
and  credit  business.  The  prosperity  of  the  farmer  is  often  greatest  in 
years  when  his  crop  production  is  lowest,  because  the  short  crop,  when 
sold  for  a  high  price,  yields  a  larger  net  profit.  His  prosperity  de¬ 
pends  upon  the  amount  of  money  he  can  obtain  from  his  crops,  whether 
the  crops  be  more  or  less.  His  prosperity  is  a  money  prosperity  through 
and  through. 

The  business  man  is  the  cardinal  type  of  the  money  economy.  He 
it  is  who  directs  the  physical  task  of  making  goods,  who  owns  the  goods, 
who  owns  the  capital  equipment  with  which  they  are  produced,  who 
finances  the  entire  undertaking.  In  so  far  as  he  deals  with  goods,  he  is 
directing  production  for  others,  but  the  outcome  will  be  acquisition  for 
himself.  The  acquisition  will  be  in  money.  His  ability  is  concentrated 
on  the  problems  of  buying  and  selling, — buying  low  in  order  to  sell 
high,  selling  high  in  order  to  buy  further.  This  activity  may  or  may 
not  result  in  greater  production  of  goods.  If  indirectly  and  incidentally 
some  commodities  are  produced,  well  and  good.  Likewise,  if  no  com¬ 
modities  are  produced,  but  by  clever  strategies  of  salesmanship  money 
is  made,  well  and  good.  Business  which  enriches  the  owner  and  enter¬ 
priser  in  terms  of  money  may  or  may  not  enrich  the  community  in 
terms  of  goods. 

The  business  man  works  by  pecuniary  standards.  By  these  stand¬ 
ards,  business  is  prosperous  whether  it  makes  more  or  less  goods  pro¬ 
vided  only  it  makes  more  money.  The  pecuniary  employments  have  to 
do  with  vendibility  and  salability  rather  than  serviceability.  They  con¬ 
centrate  upon  ownership,  exchanges,  bargainings,  for  the  purpose  of 
pecuniary  gain.  Profit  is  their  goal,  product  is  an  incident.  To  simplify 
these  observations,  we  may  reduce  them  to  a  definition  of  business  from 
the  pecuniary  standpoint  of  the  money  economy.  We  may  define  busi¬ 
ness  as  an  organized  undertaking  to  gain  money  profits  by  a  series  of 
price  bargains  for  the  purchase  and  sale  of  contracts,  rights,  services, 
and  goods. 

Differential  Gains  and  Social  Gains. — Under  this  money  economy, 
the  point  of  primary  concern  is  what  every  citizen  gets  for  himself. 
The  attack  is  individualistic.  Not  that  the  citizen  is  avaricious  or  greedy, 
but  that  his  point  of  approach  is  naturally  what  he  can  get  for  himself. 
What  he  can  get  for  himself  depends  less  on  his  efficiency  in  producing 
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goods  for  the  use  of  others  than  on  his  efficiency  in  driving  shrewd  price 
bargains  with  all  parties  concerned.  The  gain  of  the  individual  is  a 
differential  gain.  The  person  who  has  the  advantage  in  a  price  bargain 
benefits  from  the  other  party’s  disadvantage.  One  business  profits  by 
taking  trade  away  from  another  business.  Profit  of  one  enterprise  may 
be  the  loss  of  some  other  party  in  industry.  Every  man  is  driving  as 
shrewd  a  price  bargain  as  possible  in  order  to  promote  his  individual 
prosperity.  By  exacting  a  little  extra  here  and  squeezing  out  a  discount 
there,  by  getting  the  jump  on  one’s  rivals  and  acting  first,  by  restraints 
of  trade  and  petty  agreements,  it  is  possible  to  take  advantage  of  chances 
to  increase  the  money  profit. 

The  relation  of  such  differential  money  gains  to  the  general  social 
welfare  has  been  a  problem  challenging  the  attention  of  economists. 
Adam  Smith,  being  an  exponent  of  laissez  faire  and  of  individual  liberty, 
set  forth  the  doctrine  that  as  each  man  pursued  his  own  gain  he  would 
be  led  as  by  an  invisible  hand  to  those  acts  which  would  redound  to  the 
good  of  all.1  Self  gain  would  coordinate  with  social  gain,  because  it 
would  pay  best  to  do  those  things  which  were  of  serviceability  to  society. 
Private  gain  was  assumed  to  coincide  with  social  gain.  This  relation¬ 
ship  was  said  to  be  in  accord  with  natural  and  inevitable  laws.  The 
normal  and  expected  thing  was  an  identity  between  private  gain  and 
community  gain.  If  in  any  case  private  gain  deviated  from  social  gain, 
the  case  was  said  to  be  exceptional.  It  was  abnormal  and  unnatural. 
Any  failure  to  unite  service  and  private  gain  in  the  same  transaction  was 
viewed  as  an  incidental  disturbance  of  the  smooth  harmony  of  natural 
law.  All  things  were  believed  to  work  together  for  the  common  good 
for  those  who  intelligently  sought  their  own  self-interest. 

In  the  course  of  time,  much  criticism  has  been  aimed  at  this  classic 
faith  in  the  benign  results  of  pursuit  of  selfish  gain.  At  an  opposite 
extreme,  certain  economists  have  set  forth  the  basic  assumption  that 
private  gain  is  public  loss.  The  leading  exponent  of  the  extreme  view 
is  Thorstein  Veblen.  His  position  is  taken  as  follows: 

The  business  man’s  place  in  the  economy  of  nature  is  to  make  money,  not  to 
produce  goods.  The  production  of  goods  is  a  mechanical  process,  incidental  to 
the  making  of  money;  whereas  the  making  of  money  is  a  pecuniary  operation, 
carried  on  by  bargain  and  sale,  not  by  mechanical  appliances  and  powers. 
The  business  men  make  use  of  the  mechanical  appliances  of  the  industrial 
system,  but  they  make  a  pecuniary  use  of  them.  And  in  point  of  fact  the  less 

i  “Every  individual  is  continually  exerting  himself  to  find  out  the  most  advan¬ 
tageous  employment  for  whatever  capital  he  can  command.  It  is  his  own  advantage 
and  not  that  of  society,  which  he  has  in  view.  But  the  study  of  his  own  advantage 
naturally,  or  rather  necessarily,  leads  him  to  prefer  that  employment  which  is 
most  advantageous  to  the  society.  By  directing  that  industry  in  such  a  manner 
as  its  produce  may  be  of  the  greatest  value,  he  intends  only  his  own  gain ;  and  he 
is  in  this,  as  in  many  other  cases,  led  by  an  invisible  hand  to  promote  an  end 
which  was  no  part  of  his  intention.  Nor  is  it  always  the  worse  for  society  that 
it  has  no  part  in  it.  By  pursuing  his  own  interest  he  frequently  promotes  that  of 
society  more  effectively  than  when  he  really  intends  to  promote  it.”  Wealth  of 
Nations,  Book  IV,  Chapter  II. 
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use  a  business  man  can  make  of  the  mechanical  appliances  under  his  charge, 
and  the  smaller  product  he  can  contrive  to  turn  out  for  a  given  return  in  terms 
of  price,  the  better  it  suits  his  purpose.  The  highest  achievement  in  business 
is  the  nearest  approach  to  getting  something  for  nothing.  The  less  any  given 
business  concern  can  contrive  to  give  for  what  it  gets,  the  more  pi'ofitable  its 
own  traffic  will  be.  Business  success  means  “getting  the  best  of  the  bargain.” 
Sabotage  is  indispensable  to  any  large  success  in  industrial  business.  The 
private  gain  which  the  business  concerns  come  in  for  by  this  management  entails 
a  loss  on  the  rest  of  the  community,  and  the  loss  suffered  by  the  rest  of  the 
community  is  necessarily  larger  than  the  total  gains  which  these  manoeuvres  bring 
to  the  business  concerns.2 

It  will  be  noticed  that  Veblen  practically  reverses  the  propositions 
of  Adam  Smith.  What  Smith  called  disturbances  and  abnormalities, 
Veblen  declares  to  be  the  regular  and  common  phenomena  of  the  money 
economy.  A  certain  kernel  of  serviceability  is  conceded,  but  for  the  most 
part,  Veblen  considers  business  as  rank  parasitism.  Private  gain  con¬ 
sists  of  “getting  something  for  nothing,”  of  restriction  of  output,  of 
sabotage.  According  to  Veblen,  this  is  the  natural  and  normal  working 
of  the  price  system.  And  the  exception  or  abnormal  is  the  occasional 
instance  where  service  and  private  profit  harmonize.  It  is  unnatural  to 
expect  substantial  good  to  accrue  from  unmitigated  pursuit  of  private 
profit. 

This  scathing  and  ruthless  criticism  of  business  is  supported  by  many 
authorities  of  a  similar  bent  of  mind.  R.  H.  Tawney  refers  to  it  in  his 
mention  of  “the  sickness  of  an  acquisitive  society.”  Sidney  AVebb 
refers  to  it  in  the  title  of  one  of  his  books,  The  Decay  of  Capitalist 
Civilization. 

The  realistic  truth  would  seem  to  lie  somewhere  between  the  views 
of  Smith  and  Veblen.  Business  is  neither  all  good  nor  all  bad.  Each 
of  these  authorities  seized  upon  one  phase  of  business  and  played  that 
phase  up  to  the  exclusion  of  everything  else.  There  is  much  more 
validity  in  Veblen ’s  position  than  the  average  business  man  would  be 
willing  to  admit.  There  is  much  more  validity  in  Adam  Smith’s  position 
than  the  average  socialist  would  be  willing  to  admit.  After  one  finishes 
reading  Adam  Smith,  he  looks  around  for  the  harmony,  equilibrium,  and 
serviceability  which  nature  is  said  to  provide,  and  everywhere  he  sees 
poverty,  discontent,  warfare,  ugliness,  cheapness,  and  decay.  After  one 
finishes  reading  Veblen,  he  looks  around  for  the  iniquity,  spoliation,  and 
parasitism  which  naturally  are  said  to  result  from  the  money  economy 
and  everywhere  he  sees  beautiful  homes,  good  schools,  happy  children, 
and  the  highest  standard  of  living  the  world  has  ever  known.  Business 
is  responsible  for  both  sets  of  facts. 

What  conclusions  may  be  drawn  in  explanation  of  pecuniary  values? 
First,  business  consists  of  getting  as  much  money  as  possible  out  of 
each  deal.  Value  is  represented  in  the  price  bargains  made  in  a  series 
of  deals.  In  each  deal,  the  attempt  is  made  to  exact  as  large  a  differ- 

2  77ie  Vested  Interests,  p.  92  ff. 
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ential  gain  as  possible.  Second,  this  endeavor  results  in  an  underlying 
current  of  serviceability  together  with  a  surface  current  of  disservice- 
ability.  Each  business  transaction  results  in  a  partial  service  and  a 
partial  disservice.  The  service  aspect  arises  from  the  fact  that  goods 
reach  the  hands  of  consumers,  and  elevate  their  standards  of  living. 
The  disservice  aspect  arises  from  the  fact  that  restriction  of  output, 
excessive  prices,  and  other  differential  gains  are  exacted.  In  trying  to 
get  as  much  money  as  possible  out  of  each  deal  or  bargain,  certain  in¬ 
dividuals  make  a  gain  at  some  one  else’s  expense,  but  at  the  end  of 
the  series  of  deals,  goods  are  available  for  human  use.  Thus,  the  con¬ 
sequences  of  business  are  a  compromise  between  parasitism  with  its 
differential  gains  and  serviceability  with  its  social  gains. 

The  path  of  progress  would  seem  to  be  in  the  direction  of  devising 
ways  and  means  for  insuring  that  money  making  shall  more  and  more 
coincide  with  goods  making.  Better  trade  ethics,  better  commercial 
laws,  better  working  rules,  better  business  standards,  hold  out  the  pros¬ 
pect  of  improvement  and  development.  The  inherent  workings  of  the 
money  economy  can  be  extended  and  amended  so  that  private  profit 
will  be  increasingly  at  one  with  public  product. 

Pecuniary  Supply  and  Demand. — In  previous  chapters,  discussion 
of  supply  and  demand  has  proceeded  on  the  assumption  that  given 
quantities  of  each  are  known.  But-  this  assumption  becomes  too  bi’oad 
when  the  actual  conditions  of  the  money  economy  are  encountered. 
Under  these  conditions,  both  supply  and  demand  are  unknown  quan¬ 
tities.  No  one  knows  definitely  what  the  supply  of  a  certain  commodity 
is,  and  no  one  knows  definitely  what  the  demand  for  the  commodity  is. 
Business  men  make  estimates,  guesses,  and  approximations,  but  their 
guesses  often  prove  in  the  course  of  time  to  have  been  hopelessly  wrong. 
The  force  of  supply  is  what  business  men  think  the  supply  to  be,  and 
the  force  of  demand  is  what  they  think  demand  to  be. 

The  individual  concern,  of  course,  knows  what  its  own  supply  is  at 
any  one  time,  but  that  knowledge  is  utterly  insufficient  as  a  guide  to 
estimating  the  supply  of  all  other  concerns  in  the  same  branch  of  produc¬ 
tion  or  trade.  If  there  are  100  different  factories  making  a  certain 
kind  of  cloth,  each  single  factory  needs  to  know  not  only  its  own  supply, 
but  the  supply  of  the  other  99  factories.  Indeed,  the  scope  of  supply  is 
broader  than  this,  because  it  must  comprehend  producers  in  foreign 
countries  as  well.  Possible  imports  or  exports  are  a  primary  factor  in 
supply.  The  single  farmer  knows  only  the  amount  of  his  own  crop. 
But  the  price  for  his  crop  will  be  the  result  of  the  supply  of  all  other 
farmers,  not  merely  at  home,  but  in  other  countries.  International 
supply  is  as  important  as  national  or  local  supply.  The  individual 
producer  faces  immense  difficulties  in  discovering  what  the  general 
supply  is  at  any  given  time.  The  task  of  collecting  nationwide  and 
worldwide  information  is  stupendous.  On  the  demand  side,  the  same 
perplexity  appears.  The  individual  can  only  guess  at  his  demand,  and 
must  take  into  account  demand  for  competitors’  products  as  well  as  for 
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his  own  products.  Under  these  circumstances,  supply  and  demand  are 
unknown  quantities,  and  the  best  that  can  be  done  is  to  make  the 
estimates  as  scientific  and  accurate  as  possible. 


Indexes  of  Production  * 
(Computed  Normal  =  100  Per  Cent) 


1924 

1925 

Mar. 

Jan. 

Feb. 

Mar. 

Producers’  Goods 

Pig  iron . 

105 

102 

106 

105 

Steel  ingots  . 

110 

113 

113 

107 

'Bituminous  coal . 

89 

109 

96 

83 

Copper,  U.  S.  mines . 

94 

109 

lllr 

107n 

Tin  deliveries  . 

73 

130 

119 

111 

Zinc . 

93 

97 

97 

96 

Petroleum  . 

125 

123 

120 

... 

G-as  and  fuel  oil . 

111 

111 

105 

... 

Cotton  consumption  . 

82 

96 

101 

96 

Woolen  mill  activity  f  . 

95 

98 

97 

94  p 

Cement . 

125 

144 

119 

129 

Lumber  . 

129 

146 

136 

122n 

Leather,  sole . 

75 

78 

83 

82 

Consumers’  Goods 

Cattle  slaughtered  . 

100 

110 

102 

110 

Calves  slaughtered . 

119 

149 

158 

143 

Sheep  slaughtered  . 

88 

83 

85 

98 

Hogs  slaughtered . 

123 

112 

103 

88 

Sugar  meltings,  0.  S.  ports . 

99 

116 

85 

115 

Wheat  flour  . 

103 

103 

104 

89 

Cigars  . 

96 

102 

95 

96 

Cigarettes  . 

79 

90 

78 

80 

Tobacco,  manufactured . 

96 

111 

103 

98 

Gasoline . 

130 

138 

141 

Tires  f  . 

156 

169 

171 

.  .  • 

Newsprint  . 

106 

109 

111 

113 

Paper,  total  . 

100 

105 

106 

102 

Boots  and  shoes . 

91 

77 

92 

91p 

Anthracite  coal . 

98r 

94r 

103r 

85  r 

Automobile,  all . 

131 

100 

110 

319 

Automobile,  passenger  . 

138 

94 

106 

121 

Automobile,  truck  . 

101 

123 

127 

112 

*  Monthly  Review,  Federal  Reserve  Bank  of  New  York,  May,  1925,  p.  5. 
t  Seasonal  variation  not  allowed  for. 
p  Preliminary, 
r  Revised. 


To  give  quantitative  precision  to  the  concepts  of  supply  and  demand, 
it  is  necessary  to  employ  the  devices  of  statistics.  Statistical  measure¬ 
ment  of  output,  stocks  on  hand,  sales,  and  the  like,  make  possible  a 


Monthly  Production  in  Basic  Industries.  Seasonal  Variation  * 

Allowed  For 

(ComjDuted  Normal  — 100  Per  Cent) 
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measurement  of  the  factors  which  influence  prices.  Statistical  measure¬ 
ments  can  be  reduced  to  index  numbers,  and  can  be  portrayed  by 
graphs  and  charts,  so  that  business  men  can  grasp  readily  the  quan¬ 
tities  presented.  A  whole  technique  of  measurement  has  grown  up,  and 
has  become  useful  in  guiding  the  estimates  which  are  made  of  supply 
and  demand.  Although  still  in  its  infancy  in  manjr  ways,  nevertheless 
this  technique  has  laid  firm  foundations  and  has  already  made  important 
achievements.  In  business,  it  is  utterly  inadequate  to  refer  vaguely 
to  abstract  logical  concepts  of  supply  and  demand.  The  necessities  of 
the  money  economy  urge  upon  the  business  man  the  importance  of 
knowing  how  much  supply  and  how  much  demand  there  are  over  a 
stated  period  of  time. 

For  purposes  of  illustration,  certain  samples  of  statistical  measure¬ 
ment  are  presented  in  accompanying  diagrams.  These  samples  make  no 
pretense  to  affording  a  thorough  and  complete  description  of  the  tech¬ 
nique  of  measurement.  Such  a  task  belongs  in  a  separate  intensive  study 
of  business  statistics  and  their  interpretation. 

Statistics  of  supply  may  be  given  in  the  form  of  absolute  quantities 
of  a  product.  For  example,  they  may  be  given  as  millions  of  tons  of 
coal,  or  millions  of  bushels  of  wheat.  But  for  convenience  in  use,  these 
raw  statistics  may  be  reduced  to  index  numbers  of  various  types.  The 
accompanying  charts  present  index  numbers  of  production,  the  indexes 
being  calculated  as  percentages  of  an  estimated  normal.  This  estimated 
normal  is  a  mathematical  fiction  in  a  sense,  since  it  is  not  the  actual  pro¬ 
duction  but  the  assumed  production  under  certain  conditions.  It  is  com¬ 
puted  on  the  basis  of  the  average  rate  of  growth  and  the  average  seasonal 
fluctuation  for  a  given  date.  Computed  normal  is  the  amount  which 
production  w'oulcl  be  if  the  industry  followed  the  rate  of  growth  which 
has  prevailed  in  the  recent  past  and  if  it  followed  the  average  seasonal 
variation.  The  indexes  in  the  table  on  page  149  show  whether  production 
is  above  or  below  the  estimated  normal,  and  how  much  it  is  above  or 
below. 

These  indexes  may  be  used  to  gain  a  long  range  view  of  production 
movements  by  charting  the  data  over  a  period  of  years.  The  diagrams 
on  page  150  afford  comparisons  between  various  lines  of  industry  over 
the  period  from  1920  to  1925. 

It  is  obvious  that  some  industries  are  above  normal  when  others  are 
below  normal,  and  that  the  magnitude  of  fluctuation  varies  widely. 
Such  variations  show  forcefully  the  need  for  individual  study  of  supply 
in  each  separate  industry.  In  large  measure,  the  fluctuations  above  and 
below  normal  are  interwoven  with  the  general  business  movements  which 
have  come  to  be  called  the  business  cycle. 

The  diagram  on  page  152  presents  the  differences  in  production  as  be¬ 
tween  two  major  classes  of  goods,  those  intended  for  use  by  consumers 
and  those  intended  for  use  by  producers  for  further  production.  The 
individual  goods  included  in  each  classification  were  shown  in  the  table 
above. 
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In  general,  it  will  be  noted  that  consumers’  goods  fluctuate  less  vio¬ 
lently  than  producers’  goods.  The  output  of  producers’  goods  in  the 
summer  of  1921  was  barely  one-third  what  it  had  been  in  the  early  part 
of  1920.  The  output  of  consumers’  goods  was  nearly  two-thirds  in  1921 
what  it  had  been  in  1920. 

The  foregoing  tables  and  charts  pertain  to  current  production.  They 
represent  measurements  of  the  new  supply  that  is  being  put  on  the 
market  by  the  present  operation  of  industry.  But  current  output  is  by 
no  means  a  complete  measure  of  supply.  In  addition,  it  is  necessary 
to  have  a  measurement  of  the  accumulated  stock  of  goods  on  hand. 

Production  or  Consumers’  Goods  and  Producers’  Goods  * 
(Computed  Normal  =  100  Per  Cent) 


*  Monthly  Review ,  Federal  Reserve  Bank  of  New  York,  November  1,  1923,  p.  5. 

Accumulated  stocks  vary  widely  from  time  to  time.  If  goods  have  been 
accumulating  on  dealers’  shelves  and  in  warehouses,  the  situation  means 
that  current  production  has  been  running  ahead  of  current  consump¬ 
tion.  The  diagram  on  page  153  shows  the  different  fluctuations  of  stocks 
of  goods  and  of  current  output  of  goods. 

The  nature  of  accumulated  stocks  varies  significantly  from  industry 
to  industry.  In  manufacture,  if  producers  discover  an  excessive  ac¬ 
cumulation  of  stocks,  they  can  close  down  their  plants  and  mitigate  the 
consequences  of  overproduction.  In  agriculture,  if  excessive  stocks  are 
discovered  after  crops  are  planted,  there  is  no  way  of  closing  down  the 
activity  of  the  farm.  Current  farm  production  is  relatively  slow  in 
adapting  itself  to  the  conditions  of  accumulated  supply.  In  refrigerated 
products,  figures  showing  the  amount  of  butter,  eggs,  and  like  products 
in  cold  storage  are  of  leading  importance.  In  cereal  crops,  the  carry 
over  of  supply  from  one  year  to  the  next  has  to  be  taken  into  account. 
As  the  factors  vary  from  product  to  product,  the  individual  analysis  of 
each  product  is  necessary. 
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The  diagram  on  page  154  illustrates  the  application  of  statistical  tech¬ 
nique  to  the  problem  of  automobile  supply: 

On  the  side  of  demand,  statistical  measurement  is  useful  in  estimat¬ 
ing  the  rate  at  which  goods  are  moving  into  consumption.  Two  stages 
of  the  process  of  distributing  goods  to  consumers  may  be  noted.  The 
first  or  primary  stage  is  represented  by  the  volume  of  goods  being 

Relative  Current  Production  and  Accumulated  Stocks  for  Manufactured 

Commodities  * 

(1920  Monthly  Average  =  100) 


1320  1921  1922  1923  1924  1925 


*  Survey  of  Current  Business,  April,  1925,  p.  8. 

handled  by  railroads,  by  the  volume  of  wholesale  trade,  by  exports  and 
imports,  and  similar  series  of  items.  The  second  stage  is  distribution 
direct  to  the  consumer,  and  is  represented  by  sales  of  retail  stores  and 
similar  items.  Moreover,  permeating  both  of  these  stages  is  the  factor 
of  general  business  activity.  The  tempo  and  intensity  of  business  vary 
greatly  from  time  to  time,  and  in  order  to  measure  the  probable  demand 
for  goods,  it  is  necessary  to  know  the  general  tone  of  business.  Conse¬ 
quently,  the  attempts  to  measure  demand  resolve  themselves  into  three 
major  classifications,  primary  distribution,  distribution  to  consumers, 
and  general  business  activity. 

The  table  on  page  155  illustrates  data  bearing  upon  these  three  major 
classifications  of  demand  statistics. 

These  indexes  may  be  plotted  over  a  period  of  years,  to  show  the 
characteristics  of  their  fluctuations.  The  diagrams  on  page  156  afford 
a  long-range  view  of  various  items. 


ANNUAL  AUTOMOBILE  DATA  IN  THOUSANDS 
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Supply  in  the  Automobile  Industry  * 


*  Business  Bulletin,  Cleveland  Trust  Company,  May  15,  1924, 
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These  diagrams  bring  out  the  sharp  differences  between  various  items. 
Factory  employment  reflects  variations  in  wage  earners’  purchasing 
power.  Railroad  traffic  reflects  the  movement  of  goods  in  the  direction 
of  consumers.  Wholesale  trade  reflects  the  anticipations  of  retail  trade. 


Indexes  op  Distribution  and  Demand  * 
(Computed  Normal  =  100  Per  Cent) 


1924 

1925 

Mar. 

Jan. 

Feb. 

Mar. 

Primary  Distribution 

Car  loadings,  merchandise  and  misc.  . . 

108 

104 

112 

110 

Car  loadings,  other  . 

113 

113 

109 

105 

Wholesale  trade,  Second  District  .... 

97r 

94r 

lOOr 

95  r 

Exports  . 

84 

94 

90 

102  p 

Imports  . 

102 

110 

109 

113  p 

Grain  exports . 

73 

67 

65 

.  .  . 

Panama  Canal  traffic  . 

138 

95 

100 

106 

Distribution  to  Consumer 

Department  store  sales,  Second  Dist.  . . 

97 

97 

107 

98 

Chain  store  sales . 

102r 

96r 

99r 

96r 

Mail  order  sales . 

85 

98 

101 

92 

Life  insurance  paid  for . 

103 

98 

99 

99 

Magazine  advertising  . 

91 

92 

98 

97 

Newspaper  advertising . 

96 

91 

93 

92 

General  Business  Activity 

Bank  debits,  outside  of  New  York  City 

104r 

lllr 

109r 

110p 

Bank  debits,  New  York  City  . 

107r 

122r 

117r 

122p 

Velocity  of  bank  deposits,  outside  of 

New  York  Citv  . 

104r 

lOlr 

99r 

lOlr 

Velocity  of  bank  deposits,  New  York 

City  . 

107r 

lllr 

112r 

llSr 

Postal  receipts  . 

96 

98 

98 

.  .  . 

Electric  power  . 

105 

106 

105 

.  .  . 

Employment,  N.  Y.  State  factories  .... 

99r 

92r 

93r 

93r 

Business  failures  . 

104 

98 

96 

105 

Building  permits  . 

197r 

159r 

181r 

163r 

*  Monthly  Review,  Federal  Reserve  Bank  of  New  York,  May,  1925,  p.  5. 
p  Preliminary, 
r  Revised. 


Department  store  sales  and  mail  order  sales  reflect  the  actual  movement 
of  goods  into  the  hands  of  consumers.  Each  item  has  a  particular 
significance. 

The  purchasing  power  of  farmers  is  sensitively  reflected  in  the  volume 
of  mail  order  sales.  The  decline  in  mail  order  business  in  1920  to  1922 


Monthly  Changes  in  Distribution,  Demand,  and  General 
Business  Activity  * 

(Computed  Normal  — 100  Per  Cent) 
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was  directly  traceable  to  the  agricultural  depression,  the  slump  in  farm 
prices,  and  the  small  purchasing  power  of  the  farmer’s  dollar. 

The  purchasing  power  of  wage  earners  is  of  great  importance  as  a 
guide  to  demand  fluctuations.  The  purchasing  power  of  this  group  is 
governed  by  a  combination  of  two  basic  factors,  including  the  hourly 
wages  rates  and  the  number  of  hours  employed.  The  volume  of  factory 
employment  “probably  forecasts  by  a  few  months  the  commercial  buying 

Monet  Incomes  op  Factory  Workers  * 

(Base,  1919-1922  Average  =  100.  Corrected  for  Seasonal  Variation) 

Retail  Sales  op  333  Department  Stores 

(Base,  Estimated  Line  of  Secular  Trend  =  100.  Unit  1%.  Corrected 

for  Seasonal  Variation) 


1919  1920  1921  1922  1923  1924 


*  W.  A.  Berridge,  Purchasing  Power  of  the  Consumer,  pp.  88,  110. 

power  of  those  large  numbers  of  our  people  whose  earnings  are  in  the 
form  of  industrial  wages.”3  Laborers’  incomes  are  a  compound  of 
volume  of  employment  and  rates  of  wages.  The  correspondence  between 
money  incomes  of  factory  workers  and  sales  of  goods  at  retail  is  shown 
in  the  diagram  above. 

In  general,  money  incomes  and  retail  sales  show  a  sympathetic  rela¬ 
tionship.  Retail  sales  are  relatively  more  steady  than  money  incomes, 
but  the  direction  of  the  movements  of  the  two  factors  is  much  the  same. 
Consumers’  demand  is  indicated  with  substantial  accuracy  by  the 
changes  in  wage  earners’  incomes. 


3  W.  A.  Berridge,  Cycles  of  Unemployment  in  the  United  States,  p.  70. 
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Price  Movements. — The  classical  economics  dealt  with  an  abstract 
price  related  to  given  but  unknown  amounts  of  supply  and  demand  in 
an  assumed  state  of  free  and  unrestricted  competition.  The  concepts 
evolved  by  this  method  of  approach  are  of  value,  but  they  are  not  the 
chief  concern  in  the  money  economy.  In  the  present  business  order, 
the  chief  concern  is  with  actual  prices  of  concrete  goods  related  to 
statistically  measured  quantities  of  supply  and  demand  in  the  real 
world  of  business.  The  endeavor  is  to  reduce  price  movements  to  defi¬ 
nite  measurement.  The  object  of  this  endeavor  is  to  forecast  as  well  as 
possible  future  price  movements,  to  profit  from  favorable  price  changes, 
and  to  avoid  the  loss  of  unfavorable  price  changes. 

Average  op  Wholesale  and  Retail  Prices  * 


*  Wholesale  prices  are  United  States  Bureau  of  Labor  Statistics  monthly  averages  of 
404  commodities.  Retail  prices  are  United  States  Bureau  of  Labor  Statistics  monthly 
averages,  covering  data  from  32  cities,  and  comprising  food,  clothing,  housing,  fuel  and 
lighting,  furniture,  miscellaneous. 

For  measurement  purposes,  prices  are  commonly  expressed  in  index 
numbers.  Such  indexes  are  percentages  of  change  with  reference  to 
some  year  taken  as  a  base.  The  index  percentages  of  change  measure 
with  substantial  accuracy  the  fluctuations  in  prices.  To  illustrate  the 
nature  of  price  indexes,  there  are  given  on  pages  158  to  161  sample 
diagrams  of  various  types  of  price  movements.  These  samples  are  classi¬ 
fied  in  three  major  groups,  as  follows: 

1.  Average  of  all  wholesale  and  retail  prices. 

2.  Average  of  prices  by  major  groups  of  commodities. 

3.  Prices  of  single  commodities. 

The  United  States  Bureau  of  Labor  Statistics  classifies  commodities 
in  nine  main  groups  for  the  purposes  of  group  price  indexes.  These 
main  groups  are  as  follows'. 
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Farm  products. 

Foods. 

Cloth  and  clothing. 

Fuel  and  lighting. 

Metals  and  metal  products. 

Lumber  and  building  materials. 

Chemicals  and  drugs. 

House  furnishing  goods. 

Miscellaneous. 

The  prices  of  major  groups  of  commodities  show  marked  differences 
in  their  fluctuations.  Such  differences  are  illustrated  in  the  diagrams 
on  pages  159  and  160  :4 

Index  Numbers  op  Agricultural  Products,  Non-Agricultural 
Products  and  “All  Commodities” 
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The  diagram  on  page  161  shows  the  differences  in  fluctuations  of 
various  individual  commodities. 

These  diagrams  of  price  movements  illustrate  certain  general  con¬ 
clusions.  The  comparison  of  wholesale  and  retail  prices  shows  that  retail 
prices  move  more  slowly  and  more  mildly  than  wholesale.  Retail  prices 
are  said  to  lag  behind  wholesale,  both  on  the  up  and  the  down 
grade.  The  comparison  of  prices  of  major  groups  of  commodities  indi¬ 
cates  sharp  discrepancies  between  the  groups.  Farm  prices  were  ex¬ 
cessively  high  in  1919,  but  were  in  turn  excessively  low  following  1921. 
The  magnitude  of  variations  and  the  time  of  variations  show  marked 
differences  as  between  different  groups  of  commodities.  Likewise,  dif¬ 
ferences  between  individual  commodities  are  of  material  significance. 
By  studying  movements  and  fluctuations  of  concrete  prices  over  definite 
4  United  States  Bureau  of  Labor  Statistics,  Monthly  Lahor  Review. 
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periods  of  time,  it  is  possible  to  arrive  at  a  clearer  understanding  of 
the  trends  of  prices  and  of  their  significance  for  the  prosperity  of 
business. 

The  Principal  Time  Variations.— The  variations  in  supply,  demand, 
and  prices  fall  into  four  main  classifications.  The  four  main  types  of 
fluctuations  are  stated  as  follows  by  Persons : 


Index  Number  op  Prices  op  Groups  op  Commodities 
(1913  =  100) 


1.  A  long  time  tendency  or  secular  trend;  in  many  series,  such  as  bank 
clearings  or  production  of  commodities,  this  may  be  termed  the  growth  element; 

2.  A  wave-like  or  cyclical  movement  superimposed  upon  the  secular  trend: 
these  waves  appear  to  reach  their  crests  during  periods  of  rising  prosperity  and 
their  troughs  during  periods  of  industrial  depression,  their  rise  and  fall  con¬ 
stituting  the  business  cycle; 

3.  A  seasonal  movement  within  the  year,  with  a  characteristic  shape  for  each 
series ; 

4.  Residual  variations  due  to  developments  which  affect  individual  series, 
or  to  momentous  occurrences,  such  as  wars  or  national  catastrophes,  which 
affect  a  number  of  series  simultaneously.1 2 3 4 5 

5  Warren  M.  Persons,  Indices  of  General  Business  Conditions,  p.  8. 


161 


Problems  of  the  Money  Economy 

Each  factor  of  supply,  demand,  or  price  is  a  composite  of  these  four 
types  of  fluctuations.  The  types  of  fluctuations  appear  in  all  items,  but 
not  in  uniform  degrees.  The  four  types  of  change  are  common  char¬ 
acteristics  of  all  articles  of  supply,  of  all  classes  of  demand,  of  all  price 
indexes,  but  the  extent  to  which  the  types  manifest  themselves  varies 
widely  from  one  commodity  to  another. 

Index  Numbers  of  Prices  of  Individual  Commodities 
(1913  =  100) 


By  utilizing  these  main  types  of  change,  it  is  possible  to  advance  our 
understanding  of  values  much  beyond  the  point  where  we  vaguely  refer 
to  long-run  and  short-run  movements.  These  types  of  change  afford 
opportunity  for  statistical  measurement  along  definitely  standardized 
lines.6 

Normal  Equilibrium  and  Abnormal  Disturbance. — The  traditional 
economics  stressed  normal  equilibrium,  the  static  state,  and  the  point 
at  which  competition  tended  to  bring  all  things  into  a  condition  of 
1  balance  and  rest.  The  constant  turmoil  and  disturbance  were  viewed 
as  abnormal.  Gradually  all  the  waves  of  commotion  would  tend  to  sub¬ 
side  and  the  surface  of  the  economic  sea  would  be  in  perfect  calm. 

The  more  recent  emphasis  is  upon  the  disturbing  factors  themselves. 

B  These  four  types  have  previously  heen  illustrated  in  chapters  dealing  with  pro¬ 
duction  and  consumption.  See  pp.  49-51,  87-88.  They  are  further  illustrated  in 
later  chapters  dealing  with  business  cycles. 
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In  other  words,  in  the  money  economy  disequilibrium  is  constantly  with 
us.  The  most  normal  condition  surrounding  us  is  repeated  change,  not 
static  rest.  Consequently,  we  may  advantageously  study  the  fluctuations, 
variations,  and  movements  of  all  factors  in  the  market.  Our  center  of 
attention  is  dynamic  change,  not  perfect  equilibrium.  AVe  must  know 
something  of  the  nature  of  the  changes  always  encircling  us,  how  to 
interpret  them,  how  to  pi’edict  them,  perhaps  how  to  control  them,  at 
least  how  to  adjust  our  business  activities  to  them  as  effectively  as 
possible. 

AVorking  with  such  a  subject  matter,  we  do  not  seek  to  lay  down 
deductive  principles  which  can  be  taken  as  arbitrary  laws  of  value. 
On  the  contrary,  we  seek  to  discover  the  ways  in  which  changes  take 
place.  AAre  use  lags,  correlations,  trends,  probabilities,  and  frequencies 
as  our  instruments  for  analyzing  change.  In  place  of  absolute  state¬ 
ments  or  abstract  concepts  of  value,  we  deal  with  concrete  studies  of 
the  variations  of  actual  data.  AVe  use  averages,  variations,  tendencies. 

Changing  Price  and  Volume  of  Sales. — The  popular  understanding 
of  the  principles  of  supply  and  demand  is  to  the  effect  that  a  high 
price  will  cause  a  decline  in  sales,  but  that  a  low  price  will  bring 
forth  an  increase  of  sales.  Much  of  the  abstract  reasoning  of  economics 
has  implied  the  same  cause  and  effect  relationship.  The  higher  the 
price,  the  less  the  sales ;  the  lower  the  price,  the  more  the  sales.  Such  is 
the  general  statement  of  price  theory,  and  where  other  things  remain 
equal,  the  statement  is  substantially  true.  But  in  the  actual  world  of 
affairs,  the  fact  that  other  things  do  not  remain  equal  limits  the  signifi¬ 
cance  of  the  laws  of  price  as  stated.  The  things  which  do  not  remain 
equal  are  the  things  of  most  crucial  importance  to  business.  Other 
things  not  remaining  equal,  we  may  inquire  what  effect  higher  or  lower 
prices  will  have  upon  sales  and  demand. 

The  answer  brings  us  back  to  the  conception  of  typical  time  move¬ 
ments.  If  a  product  appeals  strongly  to  the  public  taste,  and  an  intense 
want  for  the  product  appears,  then  the  normal  rate  of  growth  may  be 
steadily  upward  even  though  prices  are  raised.  That  is,  if  the  secular 
trend  of  public  want  for  a  good  is  more  and  more  intense,  then  rising 
prices  may  not  cause  a  falling  off  in  sales.  Sales  may  increase  in  spite 
of  rising  price.  Likewise,  in  the  prosperity  phase  of  the  business  cycle, 
rising  prices  do  not  diminish  sales.  On  the  contrary,  rising  prices  are 
accompanied  by  a  marked  increase  in  sales.  While  boom  and  optimism 
prevail,  people  buy  regardless  of  increased  prices.  The  same  reaction 
appears  in  the  case  of  seasonal  movements.  Clothing  prices  are  highest 
at  the  peak  of  the  season,  but  sales  are  also  highest  simultaneously. 
Left  overs  are  disposed  of  at  cut  prices  during  the  off-peak  months. 
Seasonal  sales  are  greatest  when  prices  are  highest.  Residual  forces 
may  cause  a  similar  situation.  For  instance,  prices  rose  very  rapidly 
during  the  war,  but  sales  nevertheless  increased  by  leaps  and  bounds. 
It  is  obvious,  therefore,  that  demand  variations  of  a  secular,  cyclical, 
seasonal,  or  residual  nature,  may  reverse  the  ordinary  understanding  of 
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the  effect  of  high  prices,  and  may  result  in  larger  sales  in  spite  of  high 
prices. 

The  same  observation  may  be  passed  with  regard  to  the  effect  of  low 
prices  on  sales.  When  a  product  is  not  in  public  favor,  low  prices  will 
not  stimulate  sales.  For  instance,  when  the  automobile  displaced  bicycles 
and  horses,  low  prices  for  the  latter  could  not  stimulate  sales.  A  fall¬ 
ing  secular  trend  of  demand  more  than  offsets  a  cut  in  price.  During 
the  depression  stage  of  the  business  cycle,  low  prices  do  not  bring  forth 
sales.  Everybody  waits  for  prices  to  fall  still  lower.  Seasonal  and 
residual  factors  may  likewise  nullify  the  tendency  of  low  prices  to  stimu¬ 
late  sales. 

A  recent  business  phenomenon  supplies  another  illustration  of  the 
inadequacy  of  prices  to  govern  sales  in  any  arbitrary  way.  The  phe¬ 
nomenon  of  installment  credits  permeates  a  large  part  of  modern  sell¬ 
ing.  The  effect  of  such  credits  is  twofold,  to  raise  prices  and  to  increase 
sales.  Installment  prices  are  from  10  to  25  per  cent  above  cash  prices, 
but  the  installment  prices  move  the  goods  when  the  cash  prices  cannot. 
Many  of  the  devices  of  advertising  and  salesmanship  are  calculated  to 
bring  about  the  same  result.  That  is,  they  aim  to  create  a  market  for 
the  goods  at  high  prices.  Many  examples  are  on  record  of  goods  which 
could  not  find  a  market  at  low  prices,  because  cheapness  was  associated 
with  inferiority.  But  when  the  same  goods  were  wrapped  in  decorated 
packages,  given  an  aristocratic  trade  name,  and  offered  to  customers  of 
exclusive  tastes,  they  found  an  ample  market.  All  such  occurrences 
force  us  to  modify  our  theories  of  price  and  demand  to  fit  the  facts  of 
modern  business. 

A  Reverse  Statement  of  Supply  and  Demand. — To  emphasize  the 
significance  of  the  money  economy,  it  is  useful  to  reverse  the  ordinary 
statement  of  the  law  of  supply  and  demand.  Ordinarily,  supply  refers 
to  goods  in  the  producers’  hands  and  demand  refers  to  the  effective 
desire  for  goods  on  the  part  of  consumers.  The  concepts  refer  to  goods. 
But  to  understand  the  money  economy,  we  may  reverse  the  concepts  and 
make  them  refer  to  money.  Demand  becomes  then  the  desire  of  pro¬ 
ducers  to  secure  the  dollars  which  are  in  the  hands  of  consumers.  De¬ 
mand  may  be  viewed  as  a  business  demand  for  consumer  dollars.  Supply 
becomes  the  quantity  of  money  in  the  hands  of  buyers.  Supply  may  be 
viewed  as  a  pecuniary  quantity  of  dollars  in  the  hands  of  purchasers. 

This  version  of  supply  and  demand  conforms  with  the  actual  outlook 
of  modern  business.  The  business  man  sits  in  his  office  contemplating 
one  major  problem,  namely,  how  to  collect  dollars  from  potential  buyers. 
In  the  outside  world  he  visualizes  a  scattered  mass  of  dollars.  Pay 
envelopes,  salary  checks,  net  incomes,  rise  up  before  his  imagination. 
This  vast  supply  of  dollars  he  must  somehow  cause  to  flow  into  his 
business.  He  demands  his  share  of  this  pecuniary  supply  of  purchasing 
power.  He  can  make  his  demand  effective  by  many  devices.  One  device 
is  to  tempt  the  individual  to  part  with  his  money  by  offering  him  goods 
at  certain  prices.  The  goods  are  the  business  man’s  way  of  making 
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effective  demand  for  the  real  objects  of  desire, — dollars.  Dollars  are 
supply,  goods  are  demand. 

The  setting  of  prices  by  business  men  is  governed  chiefly  by  their 
desire  to  part  the  possible  buyer  from  his  money.  When  price  is  high, 
it  is  because  business  expects  to  be  able  to  get  the  buyer’s  dollar  by 
offering  few  goods.  When  price  is  low,  it  is  because  business  believes 
it  impossible  to  get  the  buyer’s  dollar  without  offering  many  goods.  All 
effort  concentrates  on  getting  the  buyer’s  dollar.  Prices  are  high  or  low 
according  as  it  is  necessary  to  give  few  or  many  goods  in  order  to  get 
the  buyer’s  dollar.  The  supply  of  buyers’  dollars  on  the  one  hand  and 
methods  of  getting  those  dollars  into  the  possession  of  business  on  the 
other  hand,  explain  the  prices  set  in  the  markets. 

This  way  of  viewing  supply  and  demand  squares  with  the  way  in 
which  initiative  is  assumed  in  business.  The  consumer  is  a  more  or 
less  passive  and  quiescent  object.  His  indifference  and  lethargy  are 
prime  characteristics.  But  not  so  with  business.  Business  is  on  the 
alert  to  go  after  the  money  of  the  consumer.  If  the  passive  indifference 
of  the  consumer  acts  as  a  resistance  to  sales  appeal,  then  it  is  the 
function  of  the  “go-getter”  to  go  get  the  consumer’s  money  by  inten¬ 
sive  sales  effort.  The  salesman  is  the  epitome  of  business  demand,  for 
his  demand  is  a  demand  for  the  buyer’s  money.  The  initiative  rests 
with  business.  The  aggressive  is  taken  by  business.  The  victory  is 
won  by  business. 

We  have  previously  described  consumption  as  the  satisfaction  of 
wants.  We  then  took  the  viewpoint  of  the  consumer  wanting  goods, 
such  as  food  or  clothing.  But  we  may  now  reverse  the  viewpoint,  and 
consider  the  business  man  wanting  the  dollars  of  the  buyer.  The 
satisfaction  of  pecuniary  wants  is  the  transfer  of  money  from  con¬ 
sumers  to  business  men.  The  thing  wanted  is  the  buyer’s  dollar.  Busi¬ 
ness  wants  are  wants  for  money.  Nothing  else  satisfies. 

The  supply  of  and  demand  for  buyers’  dollars  shapes  the  whole 
strategy  of  pricing.  Business  men  make  their  campaigns  with  as  much 
meticulous  care  as  would  a  general  planning  a  crucial  battle.  The 
tactics  of  the  pecuniary  campaign  are  aimed  at  one  primary  purpose, 
to  make  money  by  profitable  contracts  of  purchase  and  sale.  The  out¬ 
come  cannot  be  successful  unless  they  devise  effective  methods  for 
acquiring  the  money  of  buyers.  Acquisition  of  dollars  is  indispensable, 
and  guides  and  directs  the  price  making  activities  of  business. 

The  Money  Economy.- — The  foregoing  considerations  are  sufficient 
to  illustrate  the  importance  of  supplementing  and  amending  traditional 
laws  of  value  for  the  purpose  of  obtaining  a  more  complete  guide  to 
the  behavior  of  value  in  the  business  world.  The  money  economy 
accentuates  many  factors  which  were  but  mildly  active  in  the  economic 
life  of  former  generations.  To  cope  with  the  events  of  the  money 
economy,  it  is  necessary  to  supplement  traditional  value  theory  with 
pecuniary  theory  related  to  the  exigencies  of  the  money  economy. 
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CHAPTER  XI 


PROBLEMS  IN  PRICING 

An  Extension  of  Price  Theory. — Value  theory  has  for  the  most  part 
concentrated  upon  the  nature  of  market  value.  Commodities  bought 
and  sold  in  markets  have  been  the  chief  subject  of  analysis.  When, 
the  values  of  capital  equipment  or  other  objects  not  in  the  market 
have  been  considered,  they  have  been  treated  under  the  head  of  derived 
value.  Other  than  market  values  have  been  disposed  of  as  values 
derived  from  the  market  values.  This  inclusion  of  everything  within 
the  scope  of  market  values  and  the  incidental  derived  values  has  re¬ 
sulted  in  a  logical  and  symmetrical  system  of  thought. 

But  in  the  modern  money  economy,  it  is  necessary  to  supplement 
these  abstract  value  principles  with  more  definite  considerations.  Val¬ 
uation  has  broadened  to  include  many  things  not  originally  contem¬ 
plated  by  the  masters  of  thought  who  formulated  traditional  economio 
theory.  Valuation  should  be  considered  now  as  a  relative  term,  that 
is,  relative  to  some  specific  purpose.  If  the  purpose  is  rate  making  for 
public  utilities,  valuation  involves  a  peculiar  technique  which  does  not 
apply  to  any  other  situation.  If  the  purpose  is  taxation,  appraisal  of 
value  has  a  method  unique  for  that  purpose.  If  the  purpose  is  making 
complete  accountant’s  records  of  a  concern,  valuation  proceeds  upon 
certain  lines  distinctive  for  that  one  purpose.  If  the  purpose  is  in¬ 
vestment  in  property,  or  appraisal  of  the  security  behind  loans,  or 
government  price  fixing  for  articles  of  consumption,  value  is  a  special 
matter  peculiar  to  the  single  purpose  in  hand.  Value  as  such  has 
little  meaning.  Value  for  a  specific  purpose  alone  has  meaning.  Some 
of  the  purposes  of  valuation  will  be  briefly  considered. 

Valuation  of  Corporate  Securities  for  Purposes  of  Investment  or 
Speculation. — The  elements  of  value  in  the  market  for  stocks  and 
bonds  are  many  and  varied.  To  suggest  the  character  of  such  elements, 
it  is  desirable  to  present  certain  of  the  more  important  factors  govern¬ 
ing  the  prices  of  corporate  securities.  When  a  person  buys  a  security, 
the  thing  really  bought  is  a  right  to  income.  The  interest  or  dividend 
paid  by  the  security  is  the  objective  of  the  buyer.  In  addition  to  this, 
he  may  desire  to  speculate  on  an  appreciation  in  value  of  the  security, 
but  such  speculation  will  in  turn  depend  upon  some  other  buyer’s  desire 
to  obtain  the  income  which  the  securities  yield.  In  other  words,  de¬ 
mand  for  corporate  securities  is  a  demand  for  the  incomes  which  they 
yield,  and  supply  is  supply  of  incomes  which  they  yield.  The  upper- 
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most  question  in  the  buyer’s  mind  is  how  much  he  can  afford  to  pay 
for  the  right  to  a  certain  dividend  or  interest  payment. 

Since  the  real  objects  purchased  are  rights  to  income,  primary  im¬ 
portance  attaches  to  the  question  of  the  ability  of  the  corporation  to 
earn  an  income.  Earning  power  of  the  corporation  is  the  source  and 
fountain  of  dividends  and  interest  payments  on  stocks  and  bonds.  The 
earning  power  in  question  is  not  merely  for  the  present  but  for  the 
future.  The  buyer  is  anticipating  what  earnings  are  likely  to  be. 
Future  earning  capacity  is  just  as  important  as  present  earning 
capacity. 

Earning  capacity,  both  present  and  future,  is  translated  into  value 
by  the  process  of  capitalizing  incomes.  An  income  of  $600,000,  capi¬ 
talized  at  the  rate  of  6  per  cent,  gives  a  value  of  $10,000,000.  Capi¬ 
talized  value  is  determined  by  dividing  a  given  rate  per  cent  into  the 
amount  of  income.  Any  variation  in  either  the  size  of  the  income  or 
the  rate  of  capitalization  yields  a  different  capitalized  value. 

Capitalization  of  earning  capacity  is  fundamental  to  all  valuation 
of  corporate  property.  The  capitalization  process  underlies  all  esti¬ 
mates  of  investors  or  speculators.1 

The  estimate  of  earning  capacity  involves  a  further  concept,  which 
may  be  stated  as  the  value  of  the  going  concern.  The  value  of  the 
going  concern  rests  upon  tangible  and  intangible  values.  The  tangible 
values  are  the  values  of  the  physical  plant  merely  as  commodities. 
Brick  and  mortar,  structural  steel,  lumber  in  the  plant,  all  have  a 
price  in  the  commodity  markets,  and  the  factory  from  which  they  are 
made  has  a  physical  value  which  is  related  to  this  value.  Each  machine 
has  a  value  as  a  machine,  a  physical  value.  But  the  sum  total  of 
these  physical  values  is  less  than  the  whole  value  of  the  corporate  prop¬ 
erty.  In  excess  of  the  merely  tangible  values  are  intangible  values. 
The  intangible  values  reflect  the  capacity  of  the  business  to  earn  money. 
If  a  concern  decided  to  scrap  its  plant,  and  sell  the  separate  pieces  of 
matter  for  their  scrap  value,  the  selling  price  would  be  low  indeed. 
But  when  the  scattered  mass  of  material  is  fused  into  a  business  or¬ 
ganization,  it  has  a  new  value,  and  a  greater  value.  This  added  value 
arises  from  varied  sources.  The  efficiency  and  reputation  of  the 
management,  the  possession  of  a  favorable  location,  the  ownership  of 
patents,  copyrights,  secret  processes,  and  franchises,  the  morale  and 
esprit  de  corps  of  the  labor  forces,  the  creation  of  fixed  buying  habits 
through  advertising,  the  existence  of  an  effective  sales  organization,  the 
building  of  strong  credit  relations  with  the  banks, — all  of  these  factors 
combine  to  augment  the  value  of  the  established  business  as  a  going 
concern.  These  factors  one  and  all  increase  the  good  will  of  the  or¬ 
ganization.  In  1925,  an  automobile  company  which  sold  for  $146,- 
000,000  included  as  a  part  of  the  purchase  price  good  will  valued  at 
$50,000,000.  This  value  as  a  going  concern  is  highly  perishable  and 

i  For  further  analysis,  see  below,  pp.  228-230. 
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very  difficult  to  reproduce.  If  the  plant  burns  up,  a  new  one  can  be 
erected  in  a  brief  time.  But  if  the  going  concern  is  destroyed,  it  will 
require  years  to  re-create  good  will  and  all  the  advantages  and  privi¬ 
leges  that  go  therewith. 

This  value,  although  intangible  and  immaterial,  nevertheless  is  of 
vital  importance  in  determining  the  capitalized  value  of  a  corporate 
business.  It  is  important  because  it  represents  the  capacity  of  the 
business  to  earn  extraordinary  profits.  Going  concern  value  is  in  pro¬ 
portion  to  the  earning  capacity  of  the  business.  Good  will  value  is  in 
proportion  to  the  ability  to  earn  excess  profits.  Earning  capacity  is 
the  acid  test  of  the  proper  weight  to  be  given  to  these  intangible  assets. 
This  earning  capacity,  in  turn,  is  the  income  which  is  used  in  deter¬ 
mining  the  capitalized  value  of  the  corporation.  The  market  value 
of  its  securities  will  depend  closely  upon  the  earning  power,  as  derived 
from  both  its  tangible  and  intangible  assets. 

Although  the  central  factor  in  the  value  of  corporate  securities  is 
the  capitalization  of  expected  income,  nevertheless  this  factor  is  sur¬ 
rounded  by  many  conditioning  factors.  A  partial  list  of  these  con¬ 
ditioning  influences  would  include  the  following:  (1)  safety  of  the 
principal  sum;  (2)  regularity  of  dividend  and  interest  payments; 
(3)  stability  of  the  market  price;  (4)  marketability  of  the  securities; 
(5)  taxation  or  tax  exemption  of  the  securities;  (6)  legality  of  the 
issue.  Each  of  these  items  may  be  minutely  studied  in  special  books 
dealing  with  finance,  but  for  purposes  of  the  present  volume,  space 
permits  merely  to  mention  them  as  important  factors  conditioning  the 
value  of  corporation  securities.2 

This  brief  statement  of  the  problem  of  investment  values  is  neces¬ 
sarily  incomplete.  The  purpose  is  to  suggest  the  scope  and  nature  of 
the  problem,  and  to  include  it  in  the  jurisdiction  of  value  theory. 
Further  refinement  of  the  theory  of  investment  values  is  offered  in 
later  chapters  of  the  present  work.3 

2  Valuation  of  securities  involves  also  a  mathematical  technique.  Market  price 
usually  differs  from  par  value.  Interest  is  computed  on  a  par  value,  but  this 
computation  must  be  adjusted  further  to  find  what  percentage  it  is  of  market 
value.  The  capitalization  process  refers  to  net  yields  calculated  in  this  way,  rather 
than  to  nominal  rates  on  par  values. 

If  a  bond  is  kept  until  maturity,  market  fluctuations  in  the  meantime  have  no 
significance  for  the  holder.  But  if  the  owner  wishes  to  sell  before  maturity,  the 
price  is  a  mathematical  calculation  drawn  from  the  following  main  elements: 

1.  The  current  rate  of  interest  on  given  grades  of  investments. 

2.  The  redemption  price  of  the  bond. 

3.  The  nominal  rate  of  interest  specified  in  the  bond. 

4.  The  frequency  of  interest  payments. 

5.  The  number  of  years  to  the  redemption  date. 

From  these  elements,  it  is  possible  to  calculate  proper  adjustments  in  bond 
values,  taking  into  account  the  discount  or  premium  on  the  bonds.  Proper  allowance 
for  amortization  can  thus  be  made. 

Of  like  importance  is  the  calculation  of  actuarial  data,  of  annuities  and  present 
values  of  future  sums.  The  mathematical  technique  of  investment  finance  is 
essential  to  valuation  of  financial  items.  For  presentation  of  this  technique,  see 
F.  C.  Kent,  Mathematical  Principles  of  Finance,  especially  Chapter  VI. 

s  See  Chapters  XIII,  XVII. 
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Valuation  of  Public  Utilities  for  Purposes  of  Rate-making. — Those 
industries  classed  as  public  utilities  afford  a  special  problem  in  valua¬ 
tion.  Telephone,  telegraph,  light,  gas,  and  railway  corporations  have 
their  rates  regulated  by  public  service  commissions.  Regulation  has 
superseded  competition.  In  these  fields  of  enterprise,  competition  has 
for  the  most  part  broken  down.  It  has  failed  to  accomplish  its  func¬ 
tion.  The  function  of  competition  is  to  drive  prices  continually  down 
close  to  the  level  of  costs.  Competition  checks  excess  prices,  and  tends 
to  make  market  prices  equal  normal  prices.  But  in  the  public  utilities, 
this  function  of  competition  has  proved  weak.  Public  utilities  are 
monopolistic  in  their  nature.  Some  are  monopolies  of  location.  For 
instance,  a  railroad  may  obtain  exclusive  control  of  the  one  best  route, 
a  telephone  company  must  have  exclusive  control  of  service  in  order 
to  make  complete  and  universal  connections  for  telephone  users. 
Monopolies  of  organization  are  common.  Where  it  is  cheaper  per  unit 
of  service  to  have  large  scale  enterprise  and  monopoly  control,  competi¬ 
tion  breaks  down.  This  consequence  is  common  in  those  industries 
which  fall  within  the  law  of  decreasing  unit  costs  with  increasing 
volume  of  business.  Monopolies  of  legal  origin,  due  to  franchises  and 
exclusive  concessions,  also  appear.  In  all  such  cases,  competition  as  an 
effective  weapon  for  the  prevention  of  excessive  prices  is  futile.  The 
alternative  is  regulation  of  rates  by  public  service  commissions 

Regulation  of  rates  involves  a  determination  of  values.  Fair  rates 
are  those  rates  which  will  yield  a  fair  return  on  a  fair  valuation.  Rate 
making  leads  back  to  value  making.  Public  service  commissions  cannot 
fix  rates  without  first  fixing  the  values  of  the  properties  of  the  utilities 
concerned.  The  fonmda,  “a  fair  return  on  a  fair  value,”  has  made 
valuation  for  rate  making  purposes  the  pivot  on  which  the  whole  struc¬ 
ture  of  rates  swings. 

Valuation  for  rate  making  purposes  differs  radically  from  valuation 
of  private  industrial  properties  for  investment  purposes.  In  the  case 
of  industrial  corporations,  valuation  centers  chiefly  around  the  capi¬ 
talization  of  earnings.  In  the  case  of  public  utility  corporations,  valua¬ 
tion  cannot  take  capitalization  of  earnings  as  its  center  without  running 
in  a  vicious  circle.  Fair  earnings  are  the  unknown  quantity,  the  sum 
to  be  found.  But  if  existing  earnings  be  capitalized,  and  such  capi¬ 
talized  value  be  taken  as  fair  value,  then  the  existing  earnings  are 
arbitrarily  assumed  to  be  fair  earnings.  We  should  be  assuming  the 
fairness  of  the  earnings,  when  this  point  is  the  very  point  in  question. 
It  should  be  obvious  that  any  earnings  would  be  fair  earnings,  if  the 
valuation  upon  which  they  were  based  were  their  own  capitalized  value. 
To  escape  this  vicious  circle,  it  is  necessary  to  step  outside  the  technique 
of  capitalization  of  earnings  in  order  to  find  value  for  rate  making 
purposes. 

However,  when  a  new  and  independent  basis  of  valuation  is  sought, 
the  result  is  not  a  matter  of  uniformity  and  agreement.  For  the  most 
part,  valuation  for  rate  making  purposes  is  a  legal  invention.  Public 


170 


Value  and  Exchange 

service  commissions  have  endeavored  to  hand  down  rulings  on  the 
subject.  State  and  federal  courts  have  rendered  countless  decisions 
in  individual  cases.  Statutory  legislation  has  often  attempted  to  clarify 
the  procedure.  By  a  process  of  accretion,  these  multitudinous  rulings 
and  decisions  have  developed  into  a  body  of  principles  of  valuation. 
This  body  of  principles  is  by  no  means  unanimously  subscribed  to.  It 
is  not  even  free  from  ambiguity  in  many  of  its  implications.  But  in 
spite  of  these  limitations,  it  is  a  substantial  core  of  principles  which 
can  be  codified  and  recognized. 

The  main  interest  of  the  courts  in  this  particular  problem  of  valua¬ 
tion  has  arisen  from  their  obligation  to  protect  property  rights  from 
confiscation  without  due  process  of  law.  The  value  of  which  the  courts 
speak  is  the  value  which  is  protected  from  confiscation  by  state  or 
federal  constitutions.  Legal  value  is  reasonable  value.  Reasonableness 
is  a  compromise  between  two  things, — reasonable  prices  to  the  public 
for  service,  and  reasonable  rewards  to  the  corporations.  Corporations 
cannot  sustain  rates  so  high  that  they  constitute  an  unreasonable  charge 
upon  the  public.  The  public  cannot  exact  rates  so  low  that  they  con¬ 
stitute  an  unreasonable  impairment  of  the  value  of  the  corporation. 

In  stating  the  principles  of  reasonable  value,  the  courts  have  left 
matters  in  a  loose  and  vague  form.  This  much  is  established,  that  cer¬ 
tain  standard  factors  must  be  taken  into  account.  Just  how  much 
weight  must  be  given  to  them  is  largely  left  to  the  judgment  of  the 
commission  or  the  court  in  each  separate  case.  We  may  proceed  to 
examine  briefly  some  of  the  factors  which  must  be  taken  into  account 
in  determining  reasonable  or  fair  value. 

One  factor  of  major  importance  is  original  cost.  This  figure  is 
often  difficult  to  ascertain,  owing  to  the  destruction  or  incompleteness 
of  records,  or  to  the  fact  that  property  has  changed  hands,  gone  through 
receivership,  or  become  part  of  a  consolidation.  A  further  difficulty  is 
in  deciding  upon  what  standard  shall  be  taken  for  defining  original 
cost.  The  standard  may  be  actual  original  investment,  but  many 
authorities  insist  that  the  standard  should  be  merely  prudent  invest¬ 
ment.  Prudence  is  intended  to  eliminate  alleged  values  due  to  manipu¬ 
lations,  speculation  and  the  like.  Additional  confusion  has  arisen  from 
the  date  to  which  original  cost  applies.  Shall  it  include  merely  cost  at 
the  formation  of  the  enterprise,  or  also  subsequent  betterments  and 
additions?  For  the  most  part,  it  includes  the  betterments,  and  is  origi¬ 
nal  cost-to-date.  In  estimating  this  sum,  much  depends  upon  the  ac¬ 
counting  system  and  records  of  the  corporation  concerned.  Even  after 
original  cost-to-date  has  been  ascertained,  that  figure  cannot  be  taken 
alone  as  the  fair  value.  It  simply  is  one  essential  step  in  arriving  at 
fair  value.  It  is  not  the  final  step,  it  is  not  the  only  step,  it  is  merely 
one  indispensable  step. 

A  second  factor  of  major  importance  is  cost  of  reproducing  the 
property  of  the  corporation,  at  present  prices.  This  figure  is  neces¬ 
sarily  an  estimate  or  a  guess.  It  will  vary  greatly  with  the  major 
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fluctuations  in  prices.  The  cost  to  reproduce  a  property  would  vary 
immensely  between  1913  and  1923,  owing  to  drastic  changes  in  average 
prices.  When  prices  are  rising,  public  utilities  like  to  have  reproduc¬ 
tion  cost  used  as  a  basis  of  value  because  it  gives  them  a  figure  well 
above  original  investment.  But  when  prices  are  falling,  public  utilities 
dislike  to  have  reproduction  cost  used  as  a  basis  of  value  because  it 
gives  a  figure  which  may  be  well  below  original  cost.  The  weight  to  be 
given  reproduction  cost  will  depend  largely  upon  the  inflation  or 
deflation  of  prices.  Inventory  of  all  items  of  plant  and  equipment,  and 
appraisal  of  original  and  reproduction  cost  presents  many  technical  diffi¬ 
culties.  When  an  estimate  is  at  last  reached,  the  figure  is  not  reasonable 
value,  but  merely  one  indispensable  factor  in  determining  reasonable 
value. 

Whether  original  cost  or  reproduction  cost  be  given  more  weight,  the 
element  of  depreciation  must  enter  into  the  calculation  of  value.  Origi¬ 
nal  cost  of  a  new  plant  means  something  quite  different  from  original 
cost  of  an  old  plant.  The  task  of  the  accountant  is  to  charge  off  each 
year  a  certain  amount  which  represents  deterioration  of  the  ageing  prop¬ 
erty.  Original  cost  is  subject  to  a  deduction  for  depreciation.  But  on 
the  other  hand,  the  concern  is  entitled  to  a  rate  large  enough  to  enable 
it  to  set  aside  reserves  to  meet  depreciation  charges.  Deductions  and 
reserves  must  both  be  allowed  for  the  depreciation  adjustment.  If  repro¬ 
duction  cost  is  under  consideration,  it  makes  a  difference  whether  the 
estimate  is  applied  to  reproduction  new  or  to  reproduction  less  an 
arbitrarily  assumed  depreciation  proportional  to  the  life  of  the  present 
plant.  Accounting  methods  differ  in  allowing  for  depreciation,  but  what¬ 
ever  the  method,  depreciation  as  a  factor  enters  into  the  calculation  of 
reasonable  value. 

In  further  calculation  of  final  fair  value  many  component  elements 
are  important.  Due  weight  must  be  given  to  market  value  of  securities, 
capital  stock  outstanding,  overhead  charges  and  working  capital,  in¬ 
tangible  assets  and  good  will,  and  estimated  “present  value”  of  plant 
and  equipment. 

In  spite  of  lack  of  uniformity  in  court  decisions,  there  is  substantial 
agreement  that  the  foregoing  factors  must  be  given  consideration  in 
determination  of  fair  value.  The  weighting  of  these  factors  proceeds 
quite  differently  from  the  weighting  of  the  factors  which  determine  the 
value  of  industrial  corporations  under  a  regime  of  competition.  Fair 
value  for  rate  making  purposes  is  a  new  and  independent  product.  The 
finding  of  fair  value  rests  upon  a  technique  and  a  body  of  principles 
which  are  distinct.  The  source  of  these  determinants  is  largely  legal 
decisions.  The  outcome  is  a  special  and  unique  product,  value  for  a 
particular  purpose.  Value  for  rate  making  purposes  differs  from  ex¬ 
change  value  and  from  investment  value  for  corporate  properties.  It  is 
a  unique  and  separate  kind  of  value.  It  should  be  recognized  as  an 
independent  fact,  although  a  part,  of  the  general  and  all-embracing 
theory  of  value. 
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Value  for  Purposes  of  Price  Fixing. — During  the  World  War,  the 
Government  found  it  necessary  to  fix  the  prices  of  a  great  many  com¬ 
modities  which  during  peace  times  have  their  prices  determined  by  com¬ 
petition.  The  price  fixers  evolved  a  special  technique  of  valuation 
adapted  to  their  peculiar  purpose.  In  accord  with  this  technique  they 
established  prices  at  the  level  of  what  they  called  bulkline  costs.  They 
assumed  that  about  one-tenth  of  the  product  in  any  given  branch  of 
industry  would  come  from  concerns  whose  costs  were  altogether  exces¬ 
sive.  This  tenth  of  concerns  could  not  expect  to  be  protected  by  having 
prices  fixed  at  high  enough  levels  to  enable  them  to  earn  a  profit.  This 
tenth  would  take  a  loss  during  any  given  year.  Prices  as  fixed  by  the 
Government  would  not  be  high  enough  to  cover  the  costs  of  these  most 
unfortunate  producers.  This  tenth  of  the  product  would  be  produced 
below  the  bulkline  of  costs.  What  then  is  the  bulkline? 

The  bulkline  is  that  level  of  cost  within  which  about  nine-tenths 
of  the  product  could  be  produced.  Prices  were  fixed  to  protect  the  bulk¬ 
line  concerns.  The  bulk  of  concerns  could  make  a  profit  at  prices  ad¬ 
justed  to  bulkline  costs.  The  upper  nine-tenths  of  concerns  would  cover 
their  costs  and  stay  in  the  business.  The  lower  one-tenth  would  either 
get  out  of  business  entirely,  or  hang  on  in  the  hope  of  later  on  recouping 
their  losses  and  climbing  above  the  bulkline.  The  bulkline  concept 
assumes  that  under  uprmal  conditions  about  one-tenth  of  all  producers 
will  be  operating  at  a  loss.  This  group  is  in  a  state  of  flux,  some  con¬ 
cerns  being  killed  off,  some  being  temporarily  injured  but  being  brought 
back  into  the  fold  of  profit  at  a  later  year. 

The  bulkline  concept  carries  to  a  further  refinement  the  concept  of 
marginal  costs.  It  defines  in  greater  detail  exactly  what  goes  on  at  the 
margin.  It  describes  the  marginal  producers  under  two  heads:  first, 
those  at  the  bulkline  where  costs  are  low  enough  to  make  possible  a  mild 
profit ;  second,  those  below  the  bulkline  where  costs  are  so  high  as  to 
prohibit  any  profit.  For  price  fixing  purposes,  it  was  found  desirable  to 
protect  only  that  nine-tenths  of  the  product  which  was  produced  at 
profit-yielding  costs. 

The  price  fixers  in  this  country  largely  derived  their  data  on  costs 
of  production  from  the  Federal  Trade  Commission.  F.  W.  Taussig, 
from  experience  as  Chairman  of  the  Price  Fixing  Commission  of  the 
War  Industries  Board,  directing  price  fixing  in  such  commodities  as 
iron,  steel,  copper,  lumber,  wool,  hides,  cotton  fabrics,  sulphuric  acid, 
brick,  cement,  etc.,  stated  the  principle  of  price  fixing  as  follows:  “It 
was  cost  of  production  at  the  hands  of  the  marginal  or  bulkline  person 
that  usually  formed  the  basis  of  the  prices  fixed.  ’  ’ 4  Producers  with 
very  low  costs  would  reap  large  harvests,  but  they  were  caught  by  the 
excess  profits  tax. 

Although  price  fixing  was  a  war  measure  and  therefore  abnormal, 
nevertheless  it  marked  out  the  general  economic  principles  of  a  funda- 

4  See  Quarterly  Journal  of  Economics,  February,  1918,  p.  240;  also  Kemper 
Simpson,  idem.,  Volume  35,  p.  2S7. 
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mental  economic  policy.  Some  people  urge  the  importance  of  price 
fixing  during  peace  times  as  a  perfectly  normal  measure.  Although 
public  support  of  such  a  proposal  would  doubtless  be  lacking,  never¬ 
theless  war  time  experimentation  illustrated  what  could  be  done  if  price 
fixing  were  desired. 

Valuation  for  Purposes  of  Taxation. — The  appraisal  of  property  for 
taxation  purposes  rests  upon  special  modes  of  procedure.  Assessed 
valuation  usually  is  estimated  as  a  certain  percentage  of  the  actual 
market  or  fair  value  of  the  property.  The  percentage  taken  varies 
widely  between  states.  In  Iowa,  assessed  valuation  is  only  12.7  per  cent 
of  true  market  valuation,  whereas  in  New  York,  it  is  84.8  per  cent. 
Personal  property  is  subject  to  more  violent  discrepancies  than  real 
property.  Indeed,  the  valuation  of  personalty  has  become  so  un¬ 
reliable  in  the  hands  of  assessors  that  most  tax  authorities  favor  the 
abolition  of  the  personal  property  tax  altogether.  Some  forms  of  prop¬ 
erty  are  often  taxed  at  full  market  value,  or  on  the  amount  invested,  of 
which  securities  of  corporations  are  an  illustration.  Intangible  property 
may  be  assessed  at  a  taxable  value,  and  may  produce  revenue  just  as 
effectively  as  tangible  property  produces  revenue.  The  courts  recognize 
good  will  and  going  exchange  value  as  proper  subjects  of  taxation.  The 
Supreme  Court  of  the  United  States  has  declared:  “In  the  complex 
civilization  of  today,  a  large  portion  of  the  wealth  of  a  community  con¬ 
sists  in  intangible  property.  It  matters  not  in  what  intangible  property 
consists, — whether  privileges,  corporate  franchises,  contracts,  or  obliga¬ 
tions.  It  is  enough  that  it  is  property  which,  though  intangible,  exists, 
which  has  value,  produces  income  and  passes  current  in  the  markets 
of  the  world.  ...  If  a  state  comprehends  all  property  in  its  scheme  of 
taxation,  then  the  good  will  of  an  organized  and  established  industry 
must  be  recognized  as  a  thing  of  value.”5 

The  attitude  of  business  toward  tax  value  is  utterly  different  from 
the  attitude  toward  market  value  or  rate  making  value.  On  the  market, 
business  exaggerates  the  value  of  its  property  as  much  as  possible.  Be¬ 
fore  a  public  service  commission,  utilities  plead  for  the  highest  value 
obtainable.  But  before  the  tax  assessor  all  is  different.  Business  then 
laments  the  run-down  condition  of  its  property,  grieves  over  its  worth¬ 
lessness,  and  seeks  as  low  a  valuation  as  possible.  Tax  values  are  de¬ 
pressed  values,  rate  making  values  are  inflated  values,  in  so  far  as  it 
lies  within  the  power  of  business  to  influence  the  situation. 

In  spite  of  all  that  business  can  do,  the  power  to  determine  taxable 
value  rests  chiefly  in  the  hands  of  the  Government.  Constitutional 
clauses,  statutory  laws,  and  judicial  interpretation  have  created  a  set 
of  principles  governing  assessed  value.  The  origin  of  assessed  value  is 
mainly  legal.  The  judge  and  the  law  are  the  final  arbiters  of  value  for 
this  special  purpose.  The  technique  of  the  tax  assessor  is  auxiliary  to 
the  legal  principles  of  valuation.  Under  these  circumstances,  valuation 
for  taxation  purposes  has  taken  on  certain  distinguishing  characteristics 

5  166  U.S.  219;  166  U.S.  221. 
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and  lias  assumed  a  body  of  principles  peculiar  to  its  own  needs  and  ends. 

Valuation  for  Miscellaneous  Purposes. — The  concept  of  value  has 
been  applied  to  a  variety  of  other  special  purposes.  To  indicate  the 
significance  of  these  applications,  the  following  illustrations  may  be 
cited  : 


1.  Valuation  for  accounting  purposes  involves  numerous  methods  of 
measuring  merchandise,  plant,  investment,  depreciation,  good  will,  and 
other  business  factors. 

2.  Valuation  for  purposes  of  hank  credit  involves  estimation  of  the 
worth  of  collateral  as  backing  for  loans,  and  an  estimation  of  the  value  of 
character  as  a  basis  of  credit.  The  margin  required  for  various  kinds 
of  secured  loans  varies  from  about  50  per  cent  required  on  real  estate 
to  90  per  cent  or  better  allowed  on  the  best  bonds. 

3.  Valuation  for  census  purposes  involves  many  considerations  of 
a  special  sort.  Census  estimates  of  national  wealth  require  special 
statistical  methods. 

4.  Valuation  for  insurance  purposes  involves  an  estimate  of  the  cost 
of  shouldering  insurable  risks  by  the  mathematical  technique  of  the 
actuarial  expert. 

5  Valuation  by  the  courts  for  condemnation  purposes  involves  esti¬ 
mates  of  the  worth  of  property  based  largely  upon  the  appraised  or 
market  values  of  adjoining  properties  of  similar  kind  and  quality. 

These  examples  of  valuation  enforce  the  point  that  value  is  pur¬ 
posive.  What  content  is  to  be  read  into  value  will  depend  upon  the 
purpose  to  be  served  in  each  given  case.  The  extension  of  value  theory 
to  purposes  other  than  mere  marketing  of  commodities  has  become  an 
important  phase  of  modern  economic  developments.0 

Competition  and  Price  Practices. — Competition  is  assumed  to 
secure  the  survival  of  the  most  efficient  concerns  through  the  free  action 
of  individual  self-interest.  Low-cost  competitors  are  anxious  to  increase 
their  business.  They  can  do  so  by  lowering  prices.  But  when  they  lower 
prices,  they  extinguish  their  high-cost  competitors.  Such  competitors 
cannot  afford  to  produce  and  sell  at  the  lowered  prices.  The  most, 
efficient  will  drive  out  the  least  efficient,  the  low-cost  will  drive  out  the 
high-cost  concern.  The  survival  of  the  most  effective  concerns  will  be 
of  maximum  benefit  to  the  public.  The  annihilation  of  the  least  effective 
concerns  will  rid  the  public  of  the  unfit.  Thus,  the  free  competitive 
action  of  individual  self-interest  will  redound  to  the  good  of  all  con¬ 
cerned,  both  on  the  side  of  business  and  on  the  side  of  society. 

The  theory  of  perfect  competition  is  hardly  ever  realized  in  actual 
business.  The  cleansing  effect  of  the  struggle  for  survival  between  the 
fit  and  the  unfit  is  obstructed  by  many  obstacles.  The  triumph  of  the 

6  See  Henry  Floy,  Value  for  Rate  Making ,  pp.  45  ff.  “Value  for  rate  making 
will  result  in  a  different  amount  than  value  for  sale  or  for  taxation.  Abstractly 
the  value  of  the  same  items  must  be  the  same,  but  the  purpose  supplies  the  adjec¬ 
tive  which  modifies  the  final  result.’’ 
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most  efficient  over  the  least  efficient  is  often  thwarted  by  sagacious  price 
strategy. 

The  obstacles  to  the  perfect  working  of  competition  in  price  may 
be  classified  under  three  headings :  unfair  competition,  price  discrimi¬ 
nation,  and  elimination  of  competition.  In  general,  unfair  competitive 
practices  are  those  practices  which  enable  the  less  efficient  concerns  to 
make  profits  and  to  drive  the  more  efficient  concerns  out  of  business. 
Unfair  competition  tends  to  permit  the  survival  of  the  unfit,  their 
unfitness  being  judged  by  the  fact  of  their  relatively  high  costs  of  pro¬ 
duction  and  of  their  relative  inefficiency  in  doing  business.  The  refer¬ 
ence  to  unfair  competition  as  distinguished  from  fair  competition  sug¬ 
gests  that  competition  is  not  altogether  and  intrinsically  good.  Com¬ 
petition  may  be  either  good  or  bad,  fair  or  unfair.  Competition  as 
such  is  neither  an  ideal  goal  nor  a  trustworthy  goal.  Discrimi¬ 
nation  between  desirable  and  undesirable  forms  of  competition  is  neces¬ 
sary.  Price  discrimination  favors  some  buyers  and  injures  others. 
Its  effect  is  chiefly  not  upon  the  competitors  of  the  seller  but  upon  the 
customers.  Elimination  of  competition  is  widely  practised.  Combina¬ 
tion,  control,  monopoly,  are  implied  in  this  obstacle.  The  driving  out 
of  competition  altogether  may  enable  the  inefficient  but  all-dominating 
concern  to  survive.  Whether  unfair  competition,  price  discrimination, 
or  elimination  of  competition  be  the  method  used,  the  effect  is  the  same 
in  that  constructive  competition  is  extinguished. 

The  concrete  practices  of  approved  competition  are  somewhat  diffi¬ 
cult  of  definition.  Neither  economists,  business  men,  nor  the  courts  are 
clear  and  uniform  in  their  definitions  of  what  is  fair  and  what  is  unfair 
or  of  what  is  competition  and  what  is  monopoly.  However,  substantial 
agreement  exists  on  many  points,  and  the  problem  is  recognized  clearly 
even  though  the  solution  is  not  as  yet  always  distinct.  To  understand 
the  nature  of  the  situation,  it  is  necessary  to  study  the  price  practices 
which  have  been  incorporated  in  business  strategy. 

The  one-price  policy  has  become  almost  the  unanimous  practice  of 
retail  merchants  in  the  United  States.  According  to  this  policy,  the 
retailer  decides  upon  the  prices  to  be  charged  for  his  wares,  and  all 
customers  pay  the  standard  prices.  Shrewd  customers  and  dull  cus¬ 
tomers,  rich  customers  and  poor  customers  alike  pay  the  standard  price 
for  each  good.  Higgling  with  the  merchant  has  been  entirely  elimi¬ 
nated.  But  this  achievement  has  not  been  reached  in  other  fields  of 
trade.  Wholesale  trade  and  manufacture  for  the  most  part  allow  room 
for  a  great  deal  of  higgling  in  the  market.  Different  prices  to  different 
customers  prevail.  Often  the  seller  asks  a  very  high  price,  in  the 
expectation  that  he  will  have  to  come  down  in  order  to  come  to  terms 
with  a  buyer.  Purchasing  agents  of  large  concerns  become  expert  in 
getting  lowest  possible  quotations  from  manufacturers  and  dealers.  In 
so  far  as  competition  is  concerned,  either  the  one-price  policy  or  higgling 
is  a  competitive  practice.  They  are  simply  two  different  methods  of 
competition.  And  in  general,  the  one-price  policy  affords  a  more  sound 
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basis  for  business  practice.  Such  a  policy  insures  fair  and  equal  treat¬ 
ment  to  the  weak  buyers  as  well  as  the  strong.  It  standardizes  business 
conduct.  Moreover,  it  enables  sales  effort  to  concentrate  on  quality  and 
service  rather  than  upon  petty  disputes  over  price  concessions  to  indi¬ 
vidual  buyers. 

Local  price  cutting  is  a  device  by  which  a  large  enterprise  doing 
business  in  several  localities  seeks  to  drive  out  its  competitors  in  one  of 
these  localities.  In  the  one  locality,  the  large  concern  puts  the  local 
selling  price  extremely  low,  even  below  the  cost  of  production.  This 
means  selling  at  a  loss  in  the  competitive  locality,  but  this  loss  is  made 
up  by  charging  a  high  price  throughout  the  rest  of  the  country.  After 
the  local  competitors  have  been  driven  out  of  business  by  the  ruinously 
low  local  prices,  the  big  concern  comes  into  sole  control  of  that  market, 
and  can  then  boost  the  local  prices  to  all  that  the  traffic  will  bear,  without 
fear  of  opposition.  The  history  of  tobacco,  oil,  and  powder  companies 
affords  illustrations  of  these  death-dealing  price  attacks  upon  local 
competitors.  Louis  Brandeis,  now  a  Justice  of  the  Supreme  Court, 
said  in  1913,  “Americans  should  be  under  no  illusions  as  to  the  value 
or  effect  of  price  cutting.  It  has  been  the  most  potent  weapon  of 
monopoly — a  means  of  killing  the  small  rival  to  which  the  great  trusts 
have  resorted  most  frequently.”  Local  price  cutting  is  a  form  of  unfair 
competition,  and  the  result  of  its  action  is  an  elimination  of  competition 
and  a  tendency  toward  monopoly  control.  It  is  both  contrary  to  legal 
principles  and  requirements,  and  hostile  to  sound  economic  principles. 

Price  maintenance  is  a  policy  by  which  large  manufacturers  seek  to 
prevent  dealers  from  selling  their  branded  or  trade-marked  products 
at  less  than  standard  prices.  Each  retailer  in  any  given  community  is 
anxious  to  draw  as  much  trade  to  himself  as  possible,  and  often  the  most 
fruitful  means  of  attracting  trade  is  to  sell  standard  brands  of  goods 
at  cut  prices.  Chain  stores  and  department  stores  are  particularly  prone 
to  adopt  this  policy.  Manufacturers  of  the  branded  articles  oppose  such 
cut  price  tactics,  on  the  ground  that  these  tactics  weaken  the  confidence 
of  the  public  in  the  fairness  of  the  original  standard  prices  and  that 
the  variations  in  price  make  for  an  unstable  production  and  sales 
system.  Manufacturers  have  often  endeavored  to  fix  the  resale  prices 
of  their  products.  In  some  cases  they  have  required  retailers  to  sign 
contracts  whereby  they  agree  not  to  cut  prices.  In  some  cases,  they 
have  refused  to  do  further  business  with  retailers  who  have  violated 
the  price  standard.  From  an  economic  standpoint,  price  maintenance 
offers  the  advantage  of  stability.  It  affords  a  standard  profit  margin 
calculated  to  enable  the  average  concern  to  make  an  attractive  profit. 
But  it  places  a  burden  upon  the  consumer  whenever  a  large  concern, 
which  hy  virtue  of  the  economies  of  large  scale  selling,  could  and  would 
sell  at  cut  prices,  is  forced  to  sell  at  arbitrary  high  prices.  Economi¬ 
cally  speaking,  price  maintenance  aids  the  producer  but  may  do  so  at 
the  expense  of  the  consumer. 

From  a  legal  standpoint,  the  fixing  of  a  standard  retail  price  is 
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approved,  but  not  all  methods  of  enforcing  the  standard  are  approved. 
If  the  manufacturer  seeks  to  compile  a  black  list  of  all  cut  price  dealers, 
and  uses  any  sort  of  spy  or  detective  system  to  discover  the  “undesir¬ 
ables,”  his  enforcement  methods  are  illegal.  If  the  manufacturer  be¬ 
comes  aware  in  the  natural  course  of  events  that  certain  dealers  have 
cut  prices,  he  may  refuse  to  sell  them  further  supplies.  The  difference 
between  legality  and  illegality  seems  to  hinge  upon  the  amount  of  delib¬ 
erate  spying  which  is  done  in  order  to  compile  the  black  list.  Price 
maintenance  without  the  spying  is  considered  a  form  of  fair  competition. 

Price  discrimination  involves  the  practice  of  a  single  concern’s  quot¬ 
ing  lower  prices  to  some  customers  than  to  others.  Price  discrimination 
is  illegal  when  the  intent  or  effect  of  it  is  “substantially  to  lessen  com¬ 
petition.”  The  opponents  of  price  discrimination  assume  that  fair 
competition  requires  uniformity  of  prices  to  all  buyers.  The  issue  be¬ 
tween  price  discrimination  and  price  uniformity  is  a  broad  and  im¬ 
portant  one.  It  involves  numerous  sharp  distinctions  and  clear-cut 
definitions.  The  discussion  will  be  taken  up  under  a  series  of  separate 
headings. 

(1)  The  policies  of  one  price  to  all  customers  and  of  different  prices 
to  different  customers  are  equally  consistent  with  fair  competition.  The 
retail  store  which  charges  one  price  to  all  customers  is  competing  with 
neighbor  stores  likewise  charging  one  price  to  all  their  customers.  The 
one-price  policy  does  not  mean  that  two  separate  stores  charge  one  and 
the  same  price,  but  that  any  store  taken  by  itself  charges  uniform  prices 
to  its  own  customers.  Price  uniformity  of  this  kind  is  not  incompatible 
with  fair  competition.  On  the  other  hand,  a  dealer  who  higgles  and 
bargains  with  each  of  his  customers  may  equally  well  be  following  lines 
of  fair  competition.  Either  uniformity  or  difference  in  price  comports 
with  fair  competition.  There  is  nothing  intrinsic  in  either  uniformity 
or  difference  of  price  which  is  antagonistic  to  fair  competitive  standards. 

But  both  devices  may  be  turned  into  harmful  uses.  They  are  capable 
of  becoming  weapons  of  unfair  competition  or  of  monopoly.  The  test 
of  both  policies  is  their  intent  and  effect  upon  competitors.  If  they  are 
aimed  to  destroy  competitors,  they  are  objectionable  from  the  competi¬ 
tive  standpoint. 

(2)  Certain  commodities  are  sold  at  a  uniform  delivery  price. 
Cement,  for  instance,  has  been  sold  at  quotations  f.o.b.  destination.  The 
delivery  price  less  freight  is  the  “mill  net,”  or  actual  price  realized 
by  the  producer.  Suppose  in  a  given  locality  a  person  desires  to  buy 
a  certain  product.  He  may  buy  from  a  mill  ten  miles  distant  or  from 
a  mill  1,000  miles  distant.  The  product  is  heavy  and  the  freight  rate 
is  important.  He  finds  that  both  manufacturers  quote  the  same  deliv¬ 
ered  price.  If  he  consults  other  manufacturers  at  varying  distances  he 
finds  that  one  and  all  quote  a  uniform  delivery  price  in  his  com¬ 
munity.  If  a  manufacturer  cannot  match  the  uniform  delivery  price, 
he  abandons  the  market  to  his  competitors.  The  price  uniformity  here 
under  consideration  is  that  charged  by  manufacturers  situated  in  dif- 
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ferent  cities  but  selling  at  a  common  delivery  point.  This  practice 
means,  however,  sharp  non-uniformity  between  customers  of  the  same 
concern  located  at  different  selling  points.  Such  non-uniformity  is 
based,  not  upon  actual  freight  cost  from  each  mill  to  delivery  point, 
but  on  an  arbitrary  freight  allowance.  The  arbitrary  allowance  may  be 
more  or  less  than  the  actual  freight  cost. 

Uniform  delivery  price  differs  from  uniform  mill  price.  The  former 
results  in  varying  mill  nets,  the  latter  results  in  uniform  mill  nets. 
The  former  may  result  in  price  discrimination,  since  some  customers 
pay  higher  mill  nets  than  others.  The  latter  avoids  price  discrimination, 
since  all  customers  are  treated  alike  in  the  mill  net  price  of  a  given 
manufacturer. 

(3)  Certain  commodities  have  been  sold  by  taking  a  uniform  basing 
price,  no  matter  where  the  mill  base  may  be  actually  located.  The  most 
familiar  instance  is  the  so-called  “Pittsburgh  plus”  practice  in  pricing 
steel  products.  The  Pittsburgh  plus  price  would  be  a  delivered  price, 
with  deduction  allowed  for  actual  freight,  the  delivered  price  being 
made  up  of  the  price  at  Pittsburgh  plus  the  rate  of  freight  from  Pitts¬ 
burgh  to  destination.  Four  elements  are  involved  in  this  practice:  (1) 
the  Pittsburgh  base  price;  (2)  the  all-rail  freight  from  Pittsburgh  to 
destination;  (3)  the  freight  paid  for  actual  transportation;  (4)  the  price 
as  a  delivered  price. 

The  basing  point  was  Pittsburgh  because  in  the  history  of  the  steel 
industry  Pittsburgh  was  the  chief  center  of  production.  The  “plus’’ 
part  of  the  price  was  the  all-rail  freight  from  Pittsburgh  to  destination. 
The  significance  of  this  device  arose  from  the  fact  that  if  a  mill  in 
Chicago,  or  Gary,  or  Madison,  sold  to  a  customer  in  Indianapolis,  the 
delivery  price  would  not  be  the  price  at  Chicago  or  the  other  manu¬ 
facturing  cities  plus  actual  freight  to  Indianapolis,  but  would  be  the 
price  at  a  wholly  different  city,  namely,  Pittsburgh,  plus  the  freight 
from  Pittsburgh  to  Indianapolis.  It  mattered  not  that  the  steel  had  not 
been  shipped  from  Pittsburgh.  A  fictitious  and  arbitrary  addition  for 
freight  was  made  to  the  Pittsburgh  basing  point.  This  fictitious  “plus” 
resulted  in  manufacturers’,  wherever  located,  quoting  substantially  iden¬ 
tical  prices  in  any  city  buying  steel.  The  delivery  price  was  a  uniform 
price,  no  matter  where  the  steel  came  from. 

But  the  quoted  delivery  price  was  not  the  net  price  to  the  mill, 
because  the  mill  allowed  a  deduction  from  the  invoice  price,  of  the 
actual  freight  charge  from  mill  to  destination.  Mill  nets  were  decidedly 
non-uniform.  This  non-uniformity  in  mill  net  prices  was  objectionable 
on  grounds  of  price  discrimination.  Some  customers  paid  high  mill 
nets  and  some  paid  low  mill  nets,  with  no  justification  in  actual  freight 
costs  for  the  difference.  Price  discrimination  was  the  consequence,  in¬ 
asmuch  as  the  customers  paying  the  higher  mill  nets  were  the  victims  of 
excessive  prices  for  steel.7 

7  The  Federal  Trade  Commission  has  attacked  the  uniform  delivery  price 
method,  whether  the  form  be  that  used  by  cement  manufacturers  or  that  used  by 
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(4)  A  uniform  mill  net  affords  the  freest  basis  for  competitive 
pricing  of  commodities.  Neither  of  the  previously  mentioned  practices 
yields  a  uniform  mill  net,  and  for  that  reason  they  are  open  to  the 
charge  of  discrimination  between  buyers.  When  the  actual  mill  is  taken 
as  the  basing  point,  and  all  customers  are  quoted  the  same  price  no 
discrimination  exists.  The  freight  becomes  the  actual  freight  cost  to 
destination,  and  not  some  fictitious  and  arbitrary  allowance  on  account 
of  freight.  The  mill  is  the  center  of  a  mai'ket  area.  This  area  spreads 
out  from  the  mill  center,  the  freight  cost  becoming  greater  the  greater 
the  distance  out.  The  area  of  one  market  center  will  meet  the  area  of 
some  other  market  center.  The  boundary  between  the  two  will  be  that 
point  where  freight  costs  to  either  mill  are  equal.  Neither  mill  can 
step  over  into  the  territory  of  a  rival  in  another  city  in  another  market 
area  without  sacrificing  a  certain  amount  of  its  profit.  The  natural 
market  area  for  each  center  will  be  that  area  within  which  the  mills  of 
that  center  can  sell  for  less,  actual  freight  considered,  than  can  the  mills 
of  any  other  producing  city.  Actual  freight  costs  will  determine  the 
boundaries  of  the  natural  market  area  for  any  given  producing  center. 

But  when  uniform  delivery  prices  are  charged,  the  market  areas 
will  be  quite  different.  Fictitious  freight  allowances  will  then  deter¬ 
mine  the  ability  of  widely  scattered  producers  to  sell  in  a  given  market. 
Under  these  conditions,  a  free  and  competitive  market  can  scarcely  be 
said  to  exist  for  consumers.  The  consumers  of  steel  could  not  freely 
compete  with  each  other  at  the  point  of  manufacture.  They  were  always 
held  off  at  arm’s  length  and  denied  accessibility  to  the  market  at  manu¬ 
facturing  centers.  The  barrier  which  held  them  off  was  the  exclusive 
quotation  of  delivered  prices.  The  buyers  knew  what  delivered  prices 
were,  but  they  did  not  know  readily  and  certainly  what  mill  net  prices 
were.  Lacking  this  knowledge  and  lacking  access  to  the  manufacturing 
center  as  a  market,  they  were  not  in  a  position  to  bid  against  each  other 
in  competition  for  steel  products.  Buyers  cannot  bid  and  compete 
against  each  other  unless  they  can  go  to  the  mills  and  buy  at  the  mills 
at  the  mill  prices.  Uniform  mill  prices  to  all  customers  of  a  given 
mill  alone  give  rise  to  a  completely  free  market.  Such  a  market  is 
free  from  the  charge  of  price  discrimination  or  of  unfair  competition. 

These  considerations  will  be  clearer  if  a  description  of  a  free  com¬ 
petitive  market  is  given.  A  competitive  market  assumes  a  body  of 
buyers  and  a  body  of  sellers  coming  together,  each  endeavoring  to  buy 

steel  manufacturers.  Economic  as  well  as  legal  testimony  has  been  utilized  in 
deciding  whether  such  price  tactics  are  fair  competition.  The  case  against  the 
cement  manufacturers  has  been  decided  favorably  to  the  manufacturers,  but  the  case 
against  the  steel  manufacturers  has  been  decided  adversely  to  the  Pittsburgh  plus 
practice.  The  manufacturers  of  steel  have  been  ordered  to  cease  and  desist  from 
the  practice.  For  special  data,  see  H.  P.  Willis  and  J.  B.  Byers,  Portland  Cement 
Prices;  with  criticisms  by  F.  A.  Fetter,  American  Economic  Revieiv,  December, 
1924,  and  J.  Viner,  Journal  of  Political  Economy ,  February,  1925.  See  also  testi¬ 
mony  and  Statement  of  Case,  in  Federal  Trade  Commission  vs.  United  States  Steel 
Corporation  and  other  manufacturers  of  steel.  Docket  760,  Volumes  I  and  II;  John 
R.  Commons,  American  Economic  Review,  September,  1924. 
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or  sell  on  the  best  possible  terms,  independent  of  conspiracy  or  col¬ 
lusion,  and  amply  informed  as  to  conditions  of  supply,  demand,  and 
prices  bid  and  asked  by  all  other  competitors.  Three  indispensable  char¬ 
acteristics  of  a  free  market  stand  out.  First,  there  must  be  accessi¬ 
bility  to  the  market.  This  means  not  merely  physical  access  to  the  place 
but  legal  access  to  the  rights  of  offering  or  asking  prices  at  the  place. 
Accessibility  implies  legal  rights  as  well  as  physical  visitation.  Second, 
there  must  be  independent  action,  freedom  of  choice.  Buyers  and  sellers 
must  have  no  common  understandings,  agreements,  or  powers  which  put 
fear  or  favor  into  their  dealings.  Third,  all  parties  must  have  adequate 
knowledge  of  trade  facts.  Such  knowledge  must  include  information  on 
what  other  buyers  are  paying  in  that  market.  Now,  these  character¬ 
istics  are  not  fully  met  in  a  market  operating  on  the  basis  of  uniform 
delivery  quotations.  Accessibility  to  the  mill  market  is  denied  by  the 
device  of  quoting  prices  only  at  delivery  points.  Complete  freedom  of 
action  is  infringed  by  the  policy  of  not  having  a  mill  quote  prices  based 
on  actual  cost  but  prices  based  on  a  fictitious  freight  allowance.  Knowl¬ 
edge  is  impaired  by  the  difficulty,  if  not  impossibility,  of  ascertaining  the 
actual  mill  nets.  These  faults  are  avoided  by  a  market  resting  upon 
mill  net  prices  quoted  uniformly  to  all  customers  of  the  same  concern. 

(5)  Uniformity  with  respect  to  time  is  a  price  policy  in  the  direction 
of  stability.  For  a  period  of  years,  the  United  States  Steel  Corpora¬ 
tion  maintained  a  steady  price  of  $28  per  ton  for  steel  rails.  Com¬ 
petitors  raised  and  lowered  their  prices  with  changing  business  condi¬ 
tions  but  this  corporation  held  steadily  to  a  constant  price.  Such  a 
policy  makes  for  stability  and  certainty  in  business  relations.  Large 
scale  business  has  in  many  cases  endeavored  to  sustain  stable  prices  in 
order  to  minimize  risk  and  fluctuation  in  the  trade. 

Such  endeavors  usually  meet  with  approval  during  periods  of  rising 
prices,  since  the  dealers  practicing  price  stability  are  practicing  price 
restraint.  But  the  endeavors  are  likely  to  meet  with  condemnation 
during  periods  of  generally  falling  prices,  since  the  dealers  practicing 
price  stability  are  then  holding  prices  somewhat  above  the  natural  com¬ 
petitive  level.  Price  stability  by  joint  action  of  members  of  trade  asso¬ 
ciations  has  been  attempted.  The  reduction  of  risk  is  an  economic 
gain,  but  the  policy  may  easily  reach  over  into  forbidden  fields  and 
become  an  instrument  for  eliminating  and  suppressing  competition. 

(6)  Discounts  from  uniform  list  prices  are  a  common  feature  of 
American  trade  custom.  Three  main  forms  of  legitimate  discount  may 
be  noted.  The  first  is  a  trade  discount  made  only  to  recognized  whole¬ 
salers  or  retailers  or  other  buyers.  In  certain  lines,  retailers  have  formed 
cooperative  purchasing  associations  in  order  to  take  advantage  of  trade 
discounts  to  wholesalers.  The  manufacturers  have  refused  to  give  the 
discounts  to  such  cooperative  associations,  on  the  ground  that  these  are 
not  bona  fide  wholesale  dealers.  The  courts  have  upheld  the  right  of 
manufacturers  to  refuse  to  sell  to  such  cooperative  purchasers  at  a  dis¬ 
count.  Trade  discount  is  closely  interwoven  with  quantity  discount. 
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Discount  from  list  prices  to  large  quantity  buyers  is  a  legitimate  dis¬ 
count  policy.  The  cooperative  retail  purchasers  mentioned  above  were 
anxious  to  buy  in  large  quantities  so  that  they  might  take  advantage  of 
quantity  discounts.  With  regard  to  the  effect  of  trade  or  quantity  dis¬ 
counts  upon  fairness  of  competition,  it  may  be  observed  in  general  that 
such  policies  are  fair  if  they  are  applied  uniformly  to  all  buyers.  If 
there  is  no  discrimination  between  customers  in  applying  discounts,  the 
practice  is  legitimate.  The  third  form  of  legitimate  discount  is  cash 
discount.  If  cash  discounts  are  uniformly  allowed  to  all  buyers  of  the 
same  class,  competition  is  fair.  The  three  main  forms  of  discount,  trade, 
quantity,  and  cash,  are  fair  and  competitive  if  there  is  no  discrimination 
between  buyers  of  the  same  grade  and  class. 

(7)  Uniform  nominal  prices  are  often  vitiated  by  rebates  and  inside 
reductions.  Railroad  rebates  have  long  been  branded  as  illegal  and 
unfair.  Rebates  of  insurance  commissions  are  unethical  and  in  many 
states  illegal.  Splitting  commissions  is  frequently  practiced  by  salesmen 
in  order  to  clinch  the  order  of  a  difficult  buyer.  Inside  prices  as  special 
favors  are  unfair  and  illegal,  although  doubtless  often  practiced  in  the 
trades.  Inside  prices  are  often  effected  by  giving  the  regular  price  but 
presenting  the  buyer  with  a  bonus  of  extra  goods.  Such  concessions  are 
the  equivalent  of  outright  price  reductions.  Discriminations  of  these 
types  tend  to  handicap  the  small  buyer  and  to  favor  the  large  buyer. 
A  careful  authority  has  stated:  “As  matters  now  stand,  the  inside  price 
problem  is  the  most  disturbing  element  in  business.  More  of  the  evils 
of  unfair  trade  can  be  traced  to  this  as  a  cause  than  to  any  other 
single  item.”  8 

(8)  Uniform  price  information  may  be  supplied  all  members  of  a 
trade  association.  Such  information  may  be  legitimate  if  it  applies  to 
prices  of  closed  transactions  and  refers  to  unidentified  parties.  It  is 
illegitimate,  however,  if  it  applies  to  quoted  prices,  or  to  identified 
parties.  Knowledge  of  prices  at  which  sales  have  been  consummated 
is  one  thing.  Exchange  of  prices  proposed  to  be  quoted  is  quite  a  dif¬ 
ferent  matter.  Prices  of  the  latter  type  would  result  in  elimination  of 
competition,  according  to  the  theory  of  the  courts  and  the  law,  since 
each  dealer  would  try  to  raise  his  prices  to  the  highest  level  attained 
by  any  dealer.  The  quoted  prices  might  be  higher  than  actual  prices 
and  the  effort  to  rise  to  the  quotations  would  result  in  prices  above 
the  competitive  point.  Compulsory  secrecy  on  prices  which  business 
expects  to  ask  on  sales  in  the  future  is  held  to  be  essential  to  free  and 
fair  competition.  Information  on  costs,  production,  and  other  matters 
of  common  interest  to  members  of  trade  associations,  may  be  collected 
and  disseminated,  provided  it  does  not  have  the  result  of  price  fixing 
and  lessening  of  competition.  The  information  as  such  is  legitimate; 
the  purpose  for  which  it  is  used  is  the  czfiterion  of  its  fairness. 

Abstract  Competitive  Price  versus  Reasonable  Price. — The  trend  of 
economic  and  legal  opinion  has  been  toward  an  approval  of  competi- 

s  Paul  H.  Nystrom,  Economics  of  Retailing,  p.  299. 
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tion  as  a  cure-all  for  economic  ills.  The  effort  of  legislators  has  been  to 
frame  laws  which  would  require  an  abstractly  competitive  price.  It 
has  been  assumed  that  the  goal  of  trade  policy  should  be  to  guarantee 
competition  as  such,  and  that  once  competition  is  enforced,  all  conse¬ 
quences  are  bound  to  be  beneficent.  Competition  has  been  overrated 
perhaps,  as  a  magic  wand  which  could  bring  about  universal  good.  A 
tendency  has  appeared  more  recently  to  aim  at  a  reasonable  or  fair 
price,  somewhat  regardless  of  its  purely  competitive  quality.  Reason¬ 
ableness  of  price  is  a  concept  recognized  in  rate  making  for  public 
utilities,  and  in  price  fixing  for  government  purposes.  Reasonable  value 
and  marginal  and  bulkline  costs  enter  into  the  calculation  of  reasonable 
price.  If  courts,  commissions,  and  legislators  go  back  of  an  abstractly 
competitive  price  and  inquire  into  the  reasonableness  of  the  price,  it  is 
likely  that  material  differences  will  appear  in  the  regulation  of  price 
discrimination  and  unfair  competition.  The  loose  assumption  that  ab¬ 
stract  competitive  price  is  in  the  very  nature  of  things  reasonable  price 
is  now  open  to  some  question.  To  secure  reasonableness  of  price  it  may 
be  necessary  to  go  beyond  the  mere  guarantee  of  free  and  fair  competi¬ 
tion.  An  evolution  of  economic  and  legal  opinion  in  the  direction  of  a 
demand  for  reasonableness  as  well  as  competitive  qualities  appears  to 
be  in  process. 

Price  Policies  and  the  Tendency  Toward  Monopoly. — The  nature 
and  extent  of  competition  must  be  viewed  as  an  evolutionary  process. 
Competition  is  not  the  same  yesterday,  today,  and  forever.  It  is  an 
institution  susceptible  to  change,  development,  and  extension.  The 
modern  market  is  neither  freely  competitive  nor  completely  monopo¬ 
listic.9  Whichever  of  the  hundreds  of  branches  of  industry  and  trade 
may  be  chosen  for  investigation,  it  is  quickly  found  that  there  is  both 
an  element  of  competition  and  an  element  of  monopoly.  Partial  com¬ 
petition  and  partial  monopoly  are  inextricably  intermingled.  Monopoly, 
like  competition,  is  always  a  question  of  degree.  One  hundred  per  cent 
monopoly  and  one  hundred  per  cent  competition  are  equally  hard  to 
find.  It  is  always  a  question  of  more  or  less,  and  the  proportions  vary 
from  month  to  month  and  year  to  year  in  each  field  of  trade.  The 
nearest  approach  to  full  monopoly  occurs  in  such  fields  of  natural 
monopoly  as  railroads,  anthracite  coal,  and  municipal  water,  gas  or 
electricity  supply.  But  even  in  these  branches  of  natural  monopoly, 
there  are  limits  to  monopolistic  power,  and  if  these  limits  do  not  always 

9  The  following  statement  of  the  Comptroller  of  the  Currency,  D.  R.  Crissinger, 
in  April,  1921,  is  interesting  in  this  connection:  “Manufacturers,  jobbers,  whole¬ 
salers,  retailers,  laborers — are  all  in  some  sort  of  combination  to  frustrate  this 
fundamental  law  of  economics  ( i.e.,  supply  and  demand).  Each  is  out  to  ‘get  his’ 
first.  These  combinations, — gentlemen’s  agreements,  or  what  not — have  gotten 
prices  of  things  to  the  point  where  there  is  no  relation  between  cost  of  raw  ma¬ 
terials  and  cost  of  production ;  no  relation  between  cost  of  production  and  cost  to 
the  consumer;  in  short,  where  there  is  no  relation  between  value  and  selling  price.” 
Due  allowance  must  of  course  be  made  for  the  sweeping  character  of  such  a 
generalization.  See  also  F.  W.  Taussig,  Quarterly  Journal  of  Economics,  Feb.,  1919 
p.  238. 
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appear  in  terms  of  potential  competition,  they  then  present  themselves 
in  terms  of  public  regulation.10  After  a  detailed  examination  of  many 
forms  of  business,  C.  R.  Van  Hise  draws  the  broad  conclusion:  “The 
foregoing  description  of  the  situation  cannot  but  convince  any  man  who 
will  look  the  facts  in  the  face  that  the  blind  faith  that  prices  are  ade¬ 
quately  controlled  by  competition  in  the  United  States  is  no  longer 
justified,  if  indeed  it  ever  was  justified.  Unrestrained  competition  does 
not  as  a  matter  of  fact  exist  for  many  articles,  except  to  a  very  limited 
degree  at  the  present  time.  Everywhere  there  is  restraint  of  trade  by 
agreement  or  combination,  either  lawful  or  unlawful.”  A  comprehen¬ 
sive  view  of  the  new  economic  situation  is  given  by  Woodrow  Wilson  as 
follows:  “There  is  one  great  basic  fact  which  underlies  all  the  questions 
that  are  discussed  on  the  political  platform  at  the  present  moment.  That 
singular  fact  is  that  nothing  is  done  in  this  country  as  it  was  done 
twenty  years  ago.  We  are  in  the  presence  of  a  new  organization  of 
society.  We  have  changed  our  economic  conditions  absolutely  from  top 
to  bottom.” 

Monopoly  in  all  forms  and  degrees  is  typically  characterized  by  a 
control  over  prices,  and  this  price  control  is  made  possible  by  control 
of  supply.  “A  partial  monopoly  exists,”  says  Carver,  “whenever  an 
organization  exercises  sufficient  control  over  the  supply  of  anything  to 
enable  it  to  fix  its  prices,  even  within  a  narrow  zone,  independently  of 
competition.”  11  Concentrated  business  estimates  the  price  at  which  a 
certain  quantity  of  goods  can  be  sold  to  yield  the  highest  net  profit,  and 
proceeds  to  produce  or  contract  for  only  that  limited  supply.  Large 
businesses,  like  small  businesses,  aim  ordinarily  to  charge  “all  that  the 
traffic  will  bear.”  But  large  businesses  are  in  a  position  usually  to 
heighten  the  figure  which  “the  traffic  will  bear”  by  refusing  to  sell 
the  supply  which  it  controls  except  at  its  fixed  price.  If  the  monopoly 
uses  discretion  in  setting  its  price,  and  avoids  overdoing  the  price¬ 
raising  policy,  it  will  ordinarily  be  successful  in  selling  its  goods  at  the 
increased  figure.  In  weak  monopoly  organizations  the  limits  within 
which  monopoly  price  can  be  held  up  are  especially  narrow.  In  some 
of  the  stronger  monopolies,  price  exactions  for  short  periods  of  time  can 
often  be  pushed  up  surprisingly  high.  The  degree  of  price  control  will 
vary  widely  from  industry  to  industry,  and  the  variation  is  in  fairly 
close  proportion  to  the  degree  of  control  over  supply. 

Theoretically,  monopoly,  complete  or  partial,  should  be  able  to  elevate 
prices,  and  in  the  popular  mind,  monopoly  suggests  profiteering  prices 
more  vividly  than  anything  else.  It  is  a  moot  question  therefore:  Has 
monopoly,  as  a  matter  of  historical  fact,  actually  raised  prices?  The 
answer  has  to  be  two-sided :  some  monopolies  have  taken  full  advantage 
of  their  price  fixing  powers  and  have  reaped  exorbitant  harvests ;  some 
have  effected  large  savings  and  economies  in  production,  and  have 

10  A.  Marshall,  Industry  and  Trade,  pp.  394-402. 

n  Carver,  Principles  of  Political  Economy,  p.  291.  See  also  Ely,  Outlines  of 
Economics,  pp.  200-201;  Haney,  Business  Organization  and  Combination,  p.  141. 
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thereby  made  possible  reductions  in  consumers’  prices  without  them¬ 
selves  suffering  inroads  upon  profits.  Some  concrete  evidence  on  the 
issue  is  available  in  the  studies  of  J.  W.  Jenks,  based  largely  upon  the 
findings  of  the  United  States  Industrial  Commission,12  and  of  subse¬ 
quent  government  records  on  industry.  His  reports  show  the  margin 
between  costs  and  selling  prices  both  before  and  after  monopoly  powers 
existed.  This  spread  indicates  whether  the  public  was  given  full  advan¬ 
tage  of  economies  of  business  combination,  and  whether  prices  were 
maintained  for  any  length  of  time  at  monopoly  levels.  The  following 
extracts  and  digests  from  his  conclusions  are  highly  valuable : 

1.  Sugar  Monopoly. — “The  sugar  combination  has  beyond  question 
had  the  power  of  determining  for  itself,  within  considerable  limits,  what 
the  price  of  sugar  should  be,  low  or  high,  with  or  without  competitors. 
.  .  .  On  the  whole,  the  chart  seems  to  make  it  perfectly  evident  that 
the  sugar  combination  has  raised  the  price  of  refined  sugar  beyond  the 
rates  in  vogue  during  the  period  of  active  competition  before  the  forma¬ 
tion  of  the  Sugar  Trust,  and  the  two  competitive  periods  during  its 
existence.” 

“From  the  time  of  the  organization  of  the  Trust  in  1887,  for  twelve 
or  thirteen  years  the  Trust  kept  the  margin  high  for  more  than  three- 
quarters  of  the  time.  Since  that  period,  the  margin,  it  will  be  noted,  has 
steadily  remained  considerably  higher  tha*n  during  the  period  of  most 
vigorous  competition  in  the  few  years  preceding  the  organization  of  the 
Trust,  and  during  the  two  periods  of  vigorous  competition  since  that 
time.  .  .  .  Although  they  have  made  excellent  profits  during  the  last 
few  years,  the  margin  certainly  during  the  last  three  or  four  years  can 
hardly  be  said  to  be  abnormal.”  However,  in  relation  to  the  general 
price  level  of  all  commodities,  sugar  prices  are  not  higher.  Prices  of 
other  commodities  from  1900  to  1914  show  a  greater  increase  than  do 
sugar  prices.  “The  total  result  seems  to  indicate  that  if  the  sugar 
combination  in  the  United  States  has  had  any  direct  influence  upon  the 
price  of  sugar,  it  has  been  rather  to  reduce  that  price  than  to  increase  it.” 

2.  Petroleum. — “The  Standard  Oil  Trust  was  formed  in  1882.  From 
that  time  on  for  a.  period  of  eight  or  nine  years,  there  was  only  a  slight 
decrease  in  the  margin.”  From  1892  to  1894,  the  margin  fell  consider¬ 
ably  lower,  and  up  to  1916,  the  prevailing  margin  was  not  up  to  the  low 
point  of  1894.  “Taking  the  period  as  a  whole,  .  .  .  from  1900  to  date 
(1916)  it  will  be  seen  that  this  great  combination,  as  practically  all  of 
the  others,  seems  not  to  have  raised  the  price  of  its  chief  product  to  an 
amount  that  corresponds  to  the  rise  in  the  price  of  general  commodities.” 
These  facts  of  themselves  do  not  adequately  tell  the  story  of  monopoly 
in  petroleum.  The  dividends  paid  on  the  outstanding  capital  stock 
were  in  the  neighborhood  of  30  to  48  per  cent  annually,  and  the  charges 
brought  against  the  Standard  Oil  Company  which  resulted  in  its  dis¬ 
solution  by  a  decision  of  the  Supreme  Court  in  1911  mentioned  “enor¬ 
mous  and  unreasonable  profits.”  The  Bureau  of  Corporations  in  an 

12  The  Trust  Problem,  Chapter  VII.  Published,  1900;  Revised,  1912. 
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investigation  in  1904  and  1905  found  that  “The  Standard  discriminates 
greatly  in  fixing  prices  in  different  sections  and  in  different  towns, 
charging  extortionate  prices  where  there  is  no  competition  and  cutting 
prices  sharply  where  competition  is  active.  .  .  .  The  profits  of  the  Stand¬ 
ard  Oil  Company,  particularly  on  its  domestic  business,  are  altogether 
excessive,  and  they  have  been  higher  during  recent  years  than  formerly. 
The  real  source  of  the  Standard’s  power  is  not  found  in  the  rendering 
of  superior  service  to  the  public,  but  in  the  long  continued  use  of  unfair 
methods  of  competition.”  After  the  dissolution,  Standard  Oil  stock 
quickly  rose  more  than  three  hundred  points,  indicating  the  faith  that 
the  dissolution  would  not  impair  the  industry’s  power  to  earn  large 
profits.  Federal  Trade  Commission  reports  indicate  that  oil  profits 
during  and  after  the  war  were  highly  liberal. 

3.  Steel. — The  United  States  Steel  Corporation  was  formed  in  1901. 
Aceoi’ding  to  Jenks,  “After  the  formation  of  the  United  States  Steel 
Corporation  ...  a  new  policy  seems  to  have  been  adopted — that  of 
seeking  good  profits,  but  not  extraordinary  ones.  .  .  .  The  effect  of  the 
United  States  Steel  Corporation  seems  to  have  been  primarily  to  steady 
prices  and  to  maintain  more  nearly  a  rate  of  prices  of  the  finished 
product  dependent  upon  the  costs  of  the  leading  raw  materials  so  far 
as  that  can  be  readily  determined.”  Steel  prices  have  not  moreover 
risen  as  much  in  the  period  1900-1914  as  the  prices  of  commodities  in 
general.  In  spite  of  these  facts,  a  study  of  earnings  and  prices  of  the 
Steel  Corporation  seems  to  warrant  the  brief  conclusion  stated  by  Van 
Hise :  “Excessive  prices;  these  have  resulted  in  enormous  earnings.”13 
The  war  years  brought  generous  profits  to  the  steel  combination.  The 
Federal  Trade  Commission  found  that  the  profits  of  the  United  States 
Steel  Corporation  rose  from  about  $77,000,000  in  1912  to  over  $478,- 
000,000  in  1917. 

These  brief  comments  indicate  a  wide  variety  of  effects  of  business 
combinations  on  prices  and  profits.  In  many  cases,  the  lines  of  industry 
in  which  a  high  degree  of  combination  has  prevailed  have  maintained 
prices  lower  relatively  than  the  average  prices  of  all  commodities. 
Nevertheless,  the  predominant  fact  has  been  liberal  profits,  often  exces¬ 
sive  profits,  made  possible  in  large  degree  by  the  ability  of  leading  cor¬ 
porations  to  influence  prices.  J enks  concludes  that  ‘  ‘  The  result  has  been 
to  establish  fairly  generally  the  business  policy  of  not  attempting  to 
secure  anything  like  a  complete  monopoly  of  the  market,  but  rather 
for  the  combination  to  fix  its  prices  at  such  a  rate  that  it  may  secure 
under  normal  conditions  substantial  profits  while  its  competitors  are 
still  able  to  live  and  prosper.”14  Court  decisions  have  generally  con¬ 
firmed  the  charges  of  unwarranted  price  policies  and  industrial  investi¬ 
gating  commissions  have  reported  to  the  same  effect.  Economists  for  the 
most  part  take  a  stand  essentially  similar  to  that  of  J.  A.  Hobson  when 
he  declares,  “But  a  trust  is  always  able  to  charge  prices  in  excess  of 

is  Concentration  and  Control ,  p.  140. 

The  Trust  Problem,  p.  178. 
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competitive  prices,  and  it  is  generally  its  interest  to  do  so,”15  and  that 
of  R.  T.  Ely,  when  he  writes,  “The  conclusion  which  we  reach  then  is 
that  monopoly  prices  are  generally  higher  than  competitive  prices.  .  .  . 
The  higher  the  average  of  well-being,  and  the  more  readily  they  spend 
money,  the  higher  will  be  that  price  which  will  yield  the  largest  net 
returns.  We  have  these  conditions  meeting  in  the  United  States.  We 
have  a  high  average  of  well-being,  and  a  great  readiness  in  the  expendi¬ 
ture  of  money,  and  consequently  we  have  a  high  monopoly  price.”18 
Large  combinations  of  capital  have  been  exceedingly  reluctant  to  pass 
on  to  consumers  the  full  benefit  of  economies  and  efficiencies  of  pro¬ 
duction.  Experience  has  taught  monopolies,  partial  or  otherwise,  the 
expediency  of  exercising  monopoly  influences  over  prices  within  much 
narrower  limits  than  were  attempted  during  the  period  of  first  forma¬ 
tion  of  great  business  combinations. 

Monopoly  and  Class  Price. — Business  combinations  have  developed, 
moreover,  a  practical  method  of  adapting  price  policies  to  all  classes, 
grades  and  varieties  of  consumers.  Each  grade  of  consumer  is  offered  a 
grade  of  commodity  particularly  calculated  to  stimulate  demand  in  that 
level  of  consumers.  In  almost  all  kinds  of  commodities,  some  people  want 
the  very  best,  some  want  the  best,  some  want  a  good  grade,  some  want 
“seconds.”  Some  want  fancy  style,  some  want  utility,  some  want  cer¬ 
tain  combinations  of  the  two.  The  price  which  each  grade  of  consumer 
can  be  persuaded  to  pay  for  the  most  attractive  grade  of  goods  is  a 
matter  for  painstaking  calculation.  Instead  of  using  the  advantage  of 
its  great  influence  in  determining  a  single  price,  the  partial  monopoly 
frequently  gives  its  attention  to  working  out  a  set  of  prices  to  cover 
the  demands  of  varieties  of  consumers.  Instead  of  a  uniform  monopoly 
price,  a  scale  of  monopoly  prices  takes  the  field,  each  catering  to  a 
special  class  of  buyers,  and  figured  on  the  basis  of  “all  the  traffic  will 
bear”  for  that  class.  Often  the  so-called  superior  grade  of  goods  is 
only  something  of  about  the  same  quality,  dressed  up  in  a  finer  appear¬ 
ing  package,  and  bearing  an  aristocratic  brand.  The  superfine  article 
must  radiate  a  certain  atmosphere  of  exclusiveness  in  order  to  appeal 
to  exclusive  people,  and  must  exhibit  an  elite  style  in  order  to  arouse 
buyers  of  fastidious  tastes.  With  the  quality  and  style  of  the  various 
grades  of  goods  nicely  calculated,  prices  are  attached  which  should 
attract  enough  buyers  to  absorb  the  quantity  offered  by  the  business 
combination.  Moreover,  corporations  have  sometimes  attempted  to 
formulate  price  policies  which  would  take  advantage  of  the  fact  that 
some  buyers  can  afford  to  pay  more  for  the  same  article  than  others 
can.  This  principle  found  its  greatest  acceptance  probably  in  the 
rebates  of  railroads.  The  railroads,  before  drastic  regulation  took  effect, 

is  Evolution  of  Modern  Capitalism,  p.  160. 

is  Ely,  Monopolies  and  Trusts,  pp.  136-137.  See  also  Taussig,  Principles  of 
Economics,  Vol.  II,  pp.  112-113;  J.  B.  Clark  and  J.  M.  Clark,  Control  of  Trusts, 
pp.  12-13;  Van  Hise,  Concentration  and  Control,  p.  84;  Haney,  Business  Organi¬ 
zation,  p.  137;  Macrosty,  Trust  Movement  in  British  Industry,  pp.  335-337;  E. 
Jones,  Trust  Problem  in  the  United  Mates,  Chapter  XI. 
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made  it  a  common  practice  to  charge  different  shippers  different  freight 
rates  for  the  same  railroad  service.17  The  price  policy  may  thus  easily 
become  what  each  individual  will  bear,  or  what  a  group  of  individuals 
of  a  certain  grade  will  bear,  instead  of  what  the  general  traffic  will  bear. 
This  gradation  of  prices  to  suit  gradations  of  buyers  is  an  innovation 
accompanying  large  scale  business,  and  is  primarily  attributable  to  the 
discovery  by  the  monopolist  or  semi-monopolist  that  only  by  such  a  device 
can  he  reap  the  largest  net  gains. 

Monopoly  Price  and  What  the  Traffic  Will  Bear. — The  monopoly 
price  for  each  grade  of  goods,  or  the  monopoly  price  for  all  the  articles 
in  an  ungraded  industry,  is  the  outcome  of  an  elaborate  mathematical 
calculation.  A  large  quantity  of  goods  selling  at  a  moderate  price  may 
yield  more  net  profit  than  a  small  quantity  of  goods  selling  at  a  high 
price.  Monopoly  price  is  not  the  highest  price  at  which  some  goods  can 
be  sold,  but  is  the  price  which  will  sell  that  quantity  of  goods  yielding 
the  largest  net  profit.  Assume  a  commodity  which  costs  one  dollar  to 
produce.  If  the  selling  price  is  made  $1.50,  the  total  sales  may  be 
1,000  articles.  The  net  gain  would  therefore  be  $500.  But  assume  the 
price  is  put  at  $1.40,  and  that  at  this  lower  price  the  volume  of  sales 
is  1,500.  Obviously  the  net  gain  at  the  lower  monopoly  price  is  $600. 
This  illustration  will  suggest  the  fact  that  a  multitude  of  combinations 
can  be  figured  out,  and  that  some  one  combination  of  selling  price  and 
volume  of  sales  will  yield  the  maximum  net  revenue.  Generally  speak¬ 
ing,  large  business  combinations  prefer  to  lean  toward  as  small  a  volume 
of  sales  as  possible  at  as  large  a  price  as  possible,  in  so  far  as  that  is 
not  inconsistent  with  the  maximum  net  gain  for  the  industry.  Enormous 
production  at  the  lowest  possible  prices  is  not  sought  after  so  much  as 
limited  production  at  prices  high  enough  to  yield  liberal  net  profits. 
This  fact  has  been  the  basis  for  the  repeated  accusation  brought  by  pro¬ 
duction  enginers  that  “if  we  could  harvest  more  dollars  by  producing 
fewer  goods,  we  produced  the  fewer  goods.”18  To  the  extent  that  this 
policy  is  in  vogue,  it  brings  a  private  net  gain  at  the  expense  of  a  net 
social  loss.  It  is  scientific  restriction  of  production  which  yields  maxi¬ 
mum  business  profits  but  which  furnishes  society  with  too  few  goods 
at  too  high  prices.  Hence,  to  charge  what  the  traffic  will  bear  is  a  policy 
which  is  capable  of  bringing  either  social  good  or  harm,  according  as 
it  is  applied. 

Monopolies  and  the  Steadying  of  Prices. — A  frequent  price  achieve¬ 
ment  under  large  scale  business  is  the  steadying  of  prices.  For  example, 
from  1901  to  1916,  the  United  States  Steel  Corporation  maintained  the 
price  of  steel  rails  steadily  at  $28  a  ton.  Other  large  corporations  make 
it  a  policy  to  raise  prices  somewhat  more  slowly  than  the  general  market 
rise  during  a  period  of  increasing  prices,  and  to  lower  prices  less  swiftly 

if  Refer  to  A.  Marshall,  Industry  and  Trade,  pp.  415-417,  for  further  explana¬ 
tion.  See  also  Ely,  Monopolies  and  Trusts,  pp.  108-118. 

is  H.  L.  Gantt,  Organizing  for  Work',  p.  24.  See  also  Van  Hise,  Concentration 
and  Control,  p.  85,  and  Jenks,  The  Trust  Problem,  p.  03. 
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and  less  sharply  in  a  period  of  falling  prices.  Industrial  combinations 
which  own  and  control  their  own  sources  of  raw  materials,  such  as  coal 
or  iron  mines,  are  particularly  able  to  steady  their  selling  prices  because 
they  are  in  a  position  to  regulate  their  costs  of  production  more  evenly. 
Some  semi-monopolistic  corporations,  however,  have  an  unsteadying 
effect  on  prices.  For  instance,  from  time  to  time  a  newly  formed  com¬ 
bination  seeks  to  establish  itself  in  the  good  graces  of  buyers  by  starting 
out  with  a  price  below  the  market  level.  After  a  certain  amount  of  good 
will  is  built  up,  the  combination  stealthily  elevates  its  prices  to  all  that 
the  traffic  will  bear.  In  the  course  of  the  transition,  the  other  pro¬ 
ducers  and  dealers  in  the  field  are  face  to  face  with  anything  but  a 
steadying  influence.  Another  class  of  big  combinations  have  been  found 
to  fix  their  prices  so  extremely  high  that  the  exorbitant  profits  have 
invited  competitors  to  enter  the  field.  Then  has  ensued  a  price  war 
and  cutthroat  competition,  all  of  which  has  caused  prices  to  go  down 
from  the  former  great  heights  to  a  point  equal  to  the  cost  of  production, 
and  even  for  a  time  below  the  cost  of  production.  It  is  safe  to  state, 
however,  that  this  condition  of  violent  price  fluctuations  occurred  prin¬ 
cipally  in  the  early  years  of  experience  of  business  combinations,  and 
that  the  experience  thus  dearly  bought  has  persuaded  many  business 
leaders  to  avoid  extremes  of  monopoly  price  likely  to  invite  new  com¬ 
petitors  to  engage  in  bitter  price  wars.  On  the  whole,  therefore,  the 
later  periods  of  large  scale  business  have  been  marked  by  an  endeavor 
to  exert  a  steadying  influence  on  price  levels,  and  to  avert  violent 
fluctuations. 

Mechanism  for  Exertion  of  Monopoly  Influences  on  Price  Policies. 

— The  business  mechanism  for  exerting  monopoly  price  influences  varies 
widely.  In  some  lines  of  commerce,  definite  centralization  of  manage¬ 
ment  occurs,  and  trusts,  corporations,  holding  companies,  mergers,  and 
amalgamations  take  the  place  of  former  separated  establishments.  The 
common  principle  in  such  business  concentration  is  a  definite  centraliza¬ 
tion  of  management.  Plants  and  companies  which  formerly  were  inde¬ 
pendent  and  sovereign  become  branches  of  a  centralized  management. 
Price  policies  in  such  companies  are  formed  by  the  central  management, 
and  the  constituent  companies  and  plants  direct  their  price  policies  in 
compliance  with  the  uniform  policies  laid  down  by  the  central  manage¬ 
ment.  There  is  another  great  class  of  price  agreements  in  the  nature 
of  understandings  entered  into  between  independent  companies.  Each 
branch  of  industry,  each  line  of  commerce,  each  field  of  production, 
almost  without  exception,  has  a  business  association  of  some  sort.  These 
associations  serve  a  great  many  purposes,  some  of  them  constructive  and 
some  tending  toward  the  fixing  of  excessive  prices  and  the  undue  re¬ 
straint  of  trade.  The  history  of  price  agreements  shows  many  forms 
of  understanding  or  bargaining  entered  into  for  the  purpose  of  putting 
prices  up  to  all  that  the  traffic  would  bear.  The  “Gary  dinners”  which 
maintained  a  tacit  understanding  among  steel  producers  as  to  what  prices 
would  be  charged;  “any  number  of  dinner  and  luncheon  clubs  and 
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reunions  and  general  understandings,  winks,  and  telephone  messages,”  19 
mutual  understandings  between  anthracite  coal  operators  or  big  meat 
packers  as  to  the  distribution  of  business  and  price  quotations,  joint 
action  among  dealers  in  building  supplies  to  charge  contractors  exorbi¬ 
tant  prices  for  cement  or  brick,  common  price  terms  among  wholesale 
grocers  or  among  druggists, — -in  these  and  other  ways,  price  agreements 
have  been  maintained  at  different  times  and  in  different  degrees  in  most 
lines  of  economic  activity.  Agreements  in  the  form  of  pools  were  at 
one  time  widespread.  Pools  involved  definite  agreements  either  to  divide 
the  product  into  quotas  for  each  producer  who  belonged  to  the  pool,  or 
to  divide  the  quantity  each  producer  was  to  sell  or  the  territory  in  which 
he  was  to  sell,  or  to  put  all  profits  of  all  companies  into  a  common 
fund  to  be  shared  ultimately  by  the  several  companies  on  an  agreed 
pro  rata  plan,  or  any  combination  of  these  policies.  These  agreements 
of  one  sort  and  another  have  run  a  harsh  gauntlet  of  laws  and  court 
decisions,  and  have  been  generally  condemned  in  so  far  as  they  result 
in  undue  restraint  of  trade,  or  unfair  and  unreasonable  prices. 

Trade  associations  have,  however,  found  it  possible  to  render  most 
important  services  without  as  a  usual  thing  indulging  in  illegal  price 
practices.  They  provide  for  an  exchange  of  information  about  the  basic 
facts  of  production  costs,  market  conditions,  trade  statistics,  credit  rat¬ 
ings,  standardization  of  qualities  and  grades,  freight  and  traffic  matters, 
labor  policies,  trade  legislation,  insurance  rates.  Trade  associations 
were  encouraged  during  the  war  as  a  medium  by  which  government 
agencies  could  direct  industry  effectively  toward  meeting  war  time  con¬ 
ditions.  They  furnished  a  definite  organization  through  which  the  War 
Administration  could  communicate  its  wishes  to  the  hundreds  of  thou¬ 
sands  of  individual  companies  the  country  over.  The  advantages  of 
cooperation  became  so  apparent  that  trade  associations  did  not  wane 
after  the  war,  but  grew  in  strength  and  membership.  The  cooperative 
efforts  of  trade  associations  to  supply  information  on  production  costs 
have  led  to  greater  uniformity  in  prices  in  many  cases.  The  trade  in¬ 
formation  is  often  kept  strictly  in  the  hands  of  members,  with  the  result 
that  although  there  may  not  be  collusion  or  definite  agreement  on  price 
policies,  there  is  created  a  fairly  uniform  price  control.  Each  man  acts 
upon  the  same  exclusive  information  as  the  other  members  of  his  trade 
association,  and  the  uniform  price  action  resulting  has  substantially 
the  same  effect  in  many  cases  as  though  it  were  the  outcome  of  collusion 
among  traders.  The  legal  status  of  such  trade  association  policies  is  not 
yet  clearly  determined.  It  would  appear  reasonable  and  possible  to 
retain  the  constructive  services  and  cooperative  features  of  trade  asso¬ 
ciations  and  to  discard  whatever  undue  monopoly  influences  attempt  to 
assert  themselves.20 

Samuel  Untermyer,  Hearings  Before  Senate  Interstate  Commerce  Committee, 
V,  p.  214. 

20  See  special  reports  of  Federal  Trade  Commission  in  1921  on  Trade  Associa¬ 
tions  and  Open  Price  Associations.  Also  J.  E.  Davies,  Commissioner  of  Corpora¬ 
tions,  1915,  Trust  Laws  and  Unfair  Competition,  Chapter  XI.  The  legal  status  of 
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Limits  to  Monopoly  Influence  on  Prices. — Efforts  to  maintain 
monopoly  prices  are  subject  to  certain  limits  and  restrictions  of  a  very 
important  nature.  Economic  and  political  forces  combine  to  put  checks 
upon  monopoly  ambitions  after  they  have  passed  certain  limits. 

1.  Limit  in  Demand.  A  monopoly  in  a  necessity  of  life  may  at  times 
drive  prices  to  extraordinary  heights  because  people  cannot  do  without, 
no  matter  what  the  price.  The  era  of  specialized  manufacture  has 
brought  into  the  market  so  many  articles  which  were  at  one  time  luxuries 
or  comforts,  but  have  become  by  custom  and  habit  virtual  necessities 
that  monopoly  in  these  lines  can  count  upon  a  fairly  stubborn  and 
insistent  demand. 

2.  Limit  in  Potential  Competition.  If  a  monopoly  pushes  the  prices 
of  goods  so  high  that  profits  are  great,  competitors  will  probably  be 
drawn  into  the  field.  The  new  competitors  will  then  engage  in  a  price 
war  with  the  old  business  combination,  and  after  a  time,  the  combination 
may  buy  out,  or  crush  the  competitor,  or  the  competitor  may  survive, 
and  continually  harass  the  original  combination  with  its  competitive 
prices.  Although  potential  competition  is  existent  and  may  possibly 
enter  the  actual  field  at  any  time,  nevertheless  prospective  competitors 
are  likely  to  think  twice  before  sinking  their  time  and  money  in  many 
lines  of  business,  realizing  full  well  the  ruthless  attitude  of  many  big 
companies  toward  venturesome  competitors.  Inertia,  too,  works  against 
a  ready  entrance  of  competitors  into  lines  of  business  where  prices  and 
profits  are  high.  Hence,  although  potential  competition  serves  to  keep 
monopoly  efforts  within  certain  limits,  those  limits  are  highly  variable 
and  indefinite. 

3.  Limit  in  Possible  Substitution.  If  the  price  of  beef  runs  too  high, 
people  can  eat  mutton  or  pork.  If  gas  rates  are  put  too  high,  electricity 
is  likely  to  come  in.  If  the  price  of  one  form  of  article  becomes  exorbi¬ 
tant,  buyers  can  pass  it  by  and  purchase  substitutes.  Monopolists  who 
experiment  with  prices  face  the  imminent  danger  of  losing  trade  alto¬ 
gether  by  driving  buyers  to  use  articles  which  will  give  practically  an 
ecpiivalent  of  satisfaction  and  utility.21 

4.  Limit  in  Public  Control.  When  trusts  and  all  forms  of  big  busi¬ 
ness  first  made  their  appearance,  the  country  was  naturally  bewildered 
to  know  how  to  handle  the  new  phenomena.  While  legislatures  were 
experimenting  with  various  types  of  laws,  and  courts  were  maturing 
judicial  viewpoints,  it  was  possible  for  monopolies  to  take  advantage  of 
the  situation,  and  indulge  in  practices  of  unfair  competition,  price  dis¬ 
crimination,  and  price  boosting  which  have  later  come  under  the  ban  of 
the  law.  The  Sherman  Anti-trust  Act  of  1890  has  been  interpreted 
as  disapproving  any  conspiracy  or  monopoly  in  undue  and  unreasonable 
restraint  of  trade.  After  the  law  had  been  on  the  statute  books  for 

the  open  competition  and  open  price  policies  of  trade  associations  is  still  indis¬ 
tinct.  See  F.  D.  Jones,  Trade  Association  Activities  and  the  Lair. 

2i  See  J.  A.  Hobson,  Evolution  of  Modern  Capitalism pp.  230-235;  J.  B.  Clark 
and  J.  M.  Clark,  The  Control  of  Trusts,  pp.  28,  123-127. 
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twenty  years,  the  Supreme  Court  read  into  the  act  “the  rule  of  reason,” 
by  which  it  interpreted  the  Act  to  prohibit,  not  all  restraint  of  trade, 
nor  all  monopoly,  but  only  those  interferences  with  trade  and  prices 
which  are  undue  and  unreasonable.  There  have  been  people  who  have 
continually  charged  that  virtually  all  big  business  is  bad  business  and 
dangerous  business,  and  ought  to  be  dissolved ;  and  simultaneously  there 
have  been  people  who  have  steadfastly  maintained  that  big  business  is 
the  natural  institutional  evolution  of  this  day  and  age,  and  that  its 
economies  and  advantages  can  be  retained  while  its  evils  and  dangers 
can  be  regulated  out  of  existence.  The  general  philosophy  of  both  groups 
has  been  in  evidence  in  recent  judicial  decisions  and  government  legis¬ 
lation.  The  most  notable  pieces  of  concrete  legislation  by  the  Federal 
Government  have  been  the  Federal  Trade  Commission  Act  and  the  Clay¬ 
ton  Anti-trust  Act,  both  passed  in  1914.  The  Federal  Trade  Commis¬ 
sion  investigates  trade  practices,  orders  offenders  to  refrain  from 
methods  of  unfair  competition,  publishes  facts  as  to  costs,  prices  and 
profits  for  various  lines  of  industry  and  trade,  enforces  the  provisions 
of  the  Clayton  Act,  keeps  informed  as  to  the  extent  to  which  companies 
carry  out  the  decrees  of  courts  under  the  Sherman  Act,  and  investigates 
combinations  for  foreign  trade.  Chiefly,  the  weapon  which  the  Federal 
Trade  Commission  wields  is  investigation  and  publicity  of  the  facts  of 
business,  and  cooperation  with  business  men  in  the  direction  of  com¬ 
pliance  with  federal  law  without  expensive  litigation  in  the  courts. 

The  Clayton  Act  forbids  monopolistic  price  discriminations,  new 
holding  company  formations,  and  interlocking  directorates.  The  last 
two  provisions  are  especially  aimed  at  big  business  as  such,  and  rest  on 
the  assumption  that  size  itself  is  a  menace.  For  the  most  part,  outside 
of  these  two  provisions,  both  the  Clayton  Act  and  the  Federal  Trade 
Commission  Act  aim  not  to  destroy  big  business,  but  to  make  sure  that 
the  practices  and  price  policies  of  business,  whether  large  or  small,  shall 
be  fair,  and  reasonable,  and  socially  beneficial.  They  aim  to  make  de¬ 
structive  competition  impossible,  to  put  under  the  ban  of  the  law  the 
modes  of  warfare  between  business  units  of  all  sizes  which  are  preda¬ 
tory  and  vicious.  And  simultaneously  they  tend  to  preserve  a  large 
field  for  concentration  of  business,  for  moderate  monopoly  influences  and 
advantages,  for  constructive  cooperation  and  for  competition  which  leads 
to  the  survival  of  the  most  efficient.  The  possibility  of  public  control 
serves  therefore  as  a  limit  to  monopoly  excesses  and  to  unfair  price 
policies.22 

Natural  monopolies,  such  as  railroads,  waterpower  resources,  gas  and 
electric  service,  are  so  thoroughly  associated  with  the  public  need  that 
they  have  generally  come  within  the  scope  of  a  more  rigid  form  of  public 
control.  The  Interstate  Commerce  Commission  very  closely  supervises 
the  pecuniary  policies  of  railroads.  There  has  been  powerful  agitation 
of  late  to  declare  the  coal  industries  and  the  meat  industries  public 
utilities  and  to  subject  them  to  a  public  control  somewhat  similar  to 
22  See  E.  Jones,  Trust  Problem  in  the  United  States,  Chapters  14-15. 
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that  already  exercised  over  the  railroads.23  Public  Service  Commissions 
are  common  devices  for  the  regulation  of  lighting,  heating,  and  municipal 
transportation  services,  and  assert  authority  in  varying  degrees  over 
rates  or  prices  in  the  industries  under  their  jurisdiction.  Industrial 
concentration  in  the  basic  industries  is  already  leading  many  careful 
students  to  raise  the  question  whether  concentration  is  socially  safe 
except  as  it  is  subjected  to  a  substantial  measure  of  public  regulation 
and  control.  The  maturing  of  opinion  upon  this  issue  will  undoubtedly 
hinge  largely  upon  the  manner  in  which  concentrated  business  orders 
its  policies,  with  regard  to  prices  and  all  matters  tinged  with  a  public 
import,  during  the  next  few  years.  Unless  the  device  of  publicity  and 
prohibition  of  unfair  competition,  as  now  administered  by  the  Federal 
Trade  Commission,  serves  to  maintain  a  policy  of  price  moderation  and 
to  eliminate  the  grosser  cases  of  profiteering,  the  next  degree  of  public 
control  will  be  demanded  by  the  public,  namely  outright  government 
regulation  similar  to  that  exercised  through  the  Interstate  Commerce 
Commission  or  the  Public  Service  Commissions. 

The  record  of  profiteering,  as  reported  by  various  government  au¬ 
thorities,  especially  during  the  first  years  of  the  war  and  during  the 
months  closely  following  the  armistice,  has  left  grave  doubts  in  the 
public  mind  as  to  the  willingness  of  big  business  concerns  to  moderate 
their  price  and  profit  policies  within  satisfactory  bounds.  Moreover, 
the  experience  of  the  government  with  price  fixing  during  the  war  had 
a  sufficient  degree  of  success  to  make  it  fairly  clear  that  at  any  time 
when  the  step  seems  desirable,  the  government  can  effectively  create  the 
governmental  machinery  suited  to  price  fixing  in  times  of  peace.  The 
war  demonstrated  that  price  fixing  is  not  an  economic  impossibility. 
Once  price  fixing  has  been  proved  possible  of  achievement,  it  is  always 
ready  at  hand  as  a  device  to  be  called  into  being  to  correct  price  abuses 
which  creep  into  private  business  combinations.  Comparisons  made  by 
the  War  Industries  Board  indicated  that  the  average  prices  for  con¬ 
trolled  articles  increased  during  1917-1918  much  less  than  did  the  prices 
of  uncontrolled  articles.24  Although  the  methods  of  price  fixing  were 
not  uniform  between  all  bureaus  and  departments,  nevertheless  in  the 
main  they  adhered  with  reasonable  closeness  to  the  objective  laid  down 
by  President  Wilson  on  July  12,  1917,  namely,  that  the  fixed  price 
should  be  sufficient  to  “sustain  the  industries  concerned  in  a  high  state 
of  efficiency,  provide  a  living  for  those  who  conduct  them,  enable  them 
to  pay  good  wages  and  make  possible  expansions  of  their  enterprises.” 
Price  fixing  in  time  of  peace  would  be  handicapped  by  lacking  the 
equivalent  of  the  high  spirit  of  patriotic  cooperation  from  business  men 

23  The  Packers’  Control  Bill,  passed  by  Congress  in  August,  1921,  established 
regulation  of  the  meat  packers  to  he  administered  under  the  Secretary  of  Agricul¬ 
ture.  The  law  provides  for  uniform  accounting  by  the  packers,  for  publicity  of 
the  packers’  affairs,  and  for  definite  powers  of  the  Federal  Trade  Commission  to 
investigate  the  industry. 

24  War  Industries  Board,  Fluctuations  of  Controlled  and  Uncontrolled  Prices, 

p.  8. 
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which  prevailed  during  the  war  emergency,  and  hence  is  not  likely  to 
be  resorted  to  during  peace  times  except  as  the  need  is  urgent.  The 
possibility  of  price  fixing  hangs  as  a  kind  of  tacit  ultimatum  to  monopo¬ 
lists  who  might  like  to  boost  prices  unduly,  and  hence  serves  as  an  im¬ 
portant  limit  to  monopoly  price  policies.25 


BIBLIOGRAPHY 

Babcock,  F.  M.,  Appraisal  of  Real  Estate. 

Carnegie  Studies,  Prices  and  Price  Control  During  the  War. 

Clark,  J.  B.,  and  J.  M.,  The  Control  of  Trusts. 

Commons,  J.  R.,  The  Legal  Foundations  of  Capitalism. 

- American  Economic  Review,  September,  1924. 

Davies,  J.  E.,  Trust  Laws  and  Unfair  Competition. 

Ely,  R.  T.,  Monopolies  and  Trusts. 

Federal  Trade  Commission  vs.  United  States  Steel  Corporation,  Hearings 
on  the  “Pittsburgh  Plus”  Practice,  Docket  760,  1924. 

Fetter,  F.  A.,  American  Economic  Review,  December,  1924. 

Floy,  Henry,  Value  for  Rate  Making. 

Friday,  David,  An  Extension  of  Value  Theory,  Quarterly  Journal  of  Economics, 

Volume  XXXVI,  pp.  197-220. 

- Profits,  Wages  and  Prices. 

Haney,  L.  H.,  Price  Fixing  During  the  War,  Political  Science  Quarterly, 

Volume  XXXIV,  pp.  104-126,  262-289.  434-453. 

- Business  Organization  and  Combination. 

Hobson,  J.  A.,  The  Evolution  of  Modern  Capitalism. 

Jenks,  J.  W.,  The  Trust  Problem. 

Jones,  E.,  The  Trust  Problem  in  the  United  States. 

Kent,  F.  C.,  Mathematical  Principles  of  Finance. 

Lyndon,  L.,  Rate  Making  for  Public  Utilities. 

Maltbie,  W.  H.,  Theory  and  Practice  of  Public  Utility  Valuation. 

Marshall,  Alfred,  Industry  and  Trade. 

Moore,  H.  L.,  Elasticity  of  Demand,  Journal  of  the  American  Statistical  Hsso- 
ciation,  Volume  XVIII,  pp.  8-19. 

Moulton,  H.  G.,  The  Financial  Organization  of  Society,  Chapter  XXIX. 
National  Industrial  Conference  Board,  Trade  Associations,  Their  Economic 
Significance  and  Legal  Status. 

Nystrom,  Paul  H.,  Economics  of  Retailing. 

Raymond,  W.  G.,  The  Public  and  Its  Utilities. 

Ripley,  W.  Z.,  Trusts,  Pools  and  Corporations. 

Seager,  H.  R.,  Principles  of  Economics,  Chapters  XXIII,  XXV. 

Stevens,  W.  H.,  Unfair  Competition. 

Taussig,  F.  W.,  Quarterly  Journal  of  Economies,  February,  1918,  p.  240  If . 
Vandf.rblue,  H.  B.,  Railroad  Valuation. 

Van  Hise,  C.  R.,  Concentration  and  Control. 

Willis,  H.  P.,  and  Byers,  J.  B.,  Portland  Cement  Prices. 

25  See  Carnegie  Studies:  Prices  and  Price  Control  During  the  World.  War; 
American  Economic  Review  Sup.,  March,  1010,  pp.  233-276;  F.  W.  Taussig,  Quar¬ 
terly  Journal  of  Economics,  Feb.,  1010,  p.  238. 


. 


PART  IV 

DISTRIBUTION  AND  RELATED  PROBLEMS 


CHAPTER  XII 

THEORY  OF  PROFIT  AND  RISK  TAKING 

Profit  in  the  Pure  Economic  Sense. — Profit  is  loosely  and  popu¬ 
larly  thought  of  as  the  excess  of  gross  returns  over  cost.  This  loose  con¬ 
cept  is  divided  by  the  economist  into  three  separate  elements.  First, 
profit  contains  an  element  of  pure  interest,  since  in  part  it  is  a  price 
paid  for  the  use  of  capital  invested  in  the  business.  Second,  profit  con¬ 
tains  an  element  of  wages  of  management,  since  in  part  it  is  a  price 
paid  to  the  business  man  for  directing  and  managing  the  enterprise. 
Third,  profit  contains  an  element  of  surplus  over  and  above  the  first  two 
elements,  which  is  the  net  or  pure  profit  of  the  business.  This  pure 
profit  has  been  attributed  to  a  number  of  causes,  but  principally  to  the 
risks  involved  in  business  undertakings. 

Such  a  division  of  gross  profit  into  its  elements  was  originally  made 
when  the  dominant  type  of  business  enterprise  was  not  the  modern 
corporation  but  the  individual  who  owned  and  managed  his  own  busi¬ 
ness.  In  this  earlier  type  of  enterprise,  the  gross  profit  made  by  the 
owner-manager  consisted  in  part  of  a  payment  assigned  to  interest 
return  on  his  capital  invested  in  the  business,  in  part  of  a  payment 
assigned  to  salary  or  wages  of  management  for  his  services  in  running 
the  business,  and  finally  in  part  of  a  pure  profit  assigned  to  reward  for 
risk  in  shouldering  the  responsibilities  of  business  activity.  Where  the 
owner-manager  type  of  business  man  survives  in  present-day  enterprise, 
this  division  of  gross  profit  into  a  wage  factor,  an  interest  factor,  and 
a  risk  factor  is  comparatively  simple. 

Where,  however,  the  owner-manager  has  been  displaced  by  the  cor¬ 
porate  type  of  enterprise,  the  division  of  gross  profits  into  its  main 
elements  is  more  complicated.  The  interest  element  would  be  that  part 
of  dividends  which  represent  merely  the  price  paid  for  the  use  of  capital 
and  savings.  How  much  of  profits  should  be  imputed  to  this  interest 
factor  is  difficult  to  ascertain  for  the  reason  that  actual  invested  capital 
differs  so  greatly  from  capital  stock.  Imputed  interest  is  theoretically 
a  distinct  concept,  but  as  a  matter  of  concrete  measurement,  it  is  exceed¬ 
ingly  elusive.  Likewise,  the  wages  of  management  factor  is  difficult  to 
measure.  The  management  of  corporations  is  largely  in  the  hands  of 
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salaried  executives,  and  their  salaries  are  deducted  as  a  cost  before 
profits  are  computed.  Consequently,  such  salaries  do  not  figure  even  as 
a  part  of  gross  profits.  But  the  management  is  by  no  means  entirely 
in  the  hands  of  the  executives.  Some  part  of  it  is  distributed  among 
stockholders,  especially  the  large  holders  or  the  “insiders,”  the  board  of 
directors  who  may  or  may  not  be  stockholders,  and  the  bankers  who 
exercise  a  supervisory  influence  by  virtue  of  their  right  to  scrutinize 
the  security  behind  their  loans.  Thus,  imputed  wages  of  corporate 
management,  although  clear  as  a  theoretical  concept,  are  exceedingly 
difficult  to  calculate  as  a  concrete  thing.  Finally,  the  risk  factor  in 
profit,  or  the  pure  profit  element,  is  a  complex  matter.  The  risk  settles 
largely  upon  those  who  have  capital  actually  invested.  But  the  ability 
of  the  hired  management  in  shouldering  these  risks  is  more  vital  by  far 
than  any  ability  displayed  by  the  stockholders  en  masse.  The  risk 
factor,  although  distinct  as  a  theoretical  concept,  is  hard  to  measure  in 
actual  corporation  finance.  The  three  elements  in  gross  profits  are 
definite  theoretical  notions  but  highly  elusive  statistically. 

Profit  Viewed  as  a  Residual  Share. — From  the  viewpoint  of  the 
individual  business,  profits  are  a  left  over  share  after  all  other  shares 
have  been  paid.  The  business  man  pays  labor,  capital  and  land  charges, 
and  after  such  costs  have  been  deducted  from  income,  if  there  is  any¬ 
thing  left,  the  residue  is  considered  as  profit.  Consequently,  the  profit 
is  often  termed  the  “residual”  share. 

Because  profit  is  residual,  it  is  likely  to  fluctuate  more  than  other 
shares  in  production.  A  certain  minimum  of  interest,  wage,  and  rent 
costs  must  be  paid  by  the  business  man,  even  though  his  income  has 
fallen  off  sharply.  Instead  of  making  a  profit,  he  often  suffers  a  loss. 
His  profit  then  is  negative.  His  residual  share  is  extinguished.  Busi¬ 
ness  men  are  unwilling  to  undertake  this  risk  of  loss,  unless  they  see 
ahead  the  hope  of  gain  and  profit. 

Profit  Under  Conditions  of  Static  Equilibrium. — The  central  doc¬ 
trine  of  economic  theory  as  to  this  problem  has  long  been  that  the  residual 
share  in  distribution  tends  to  disappear  altogether.  We  may  state  the 
conclusion  of  the  theory  before  we  state  the  specific  reasons  for  the 
conclusion.  The  primary  conclusion  is  that  competition,  to  the  extent 
that  it  is  free  and  unrestricted,  tends  to  wipe  out  pure  profit  entirely, 
and  to  reduce  it  to  zero.  To  state  the  same  conclusion  conversely, 
pure  profit  exists  only  in  so  far  as  there  is  imperfect  competition  and 
delay  in  the  working  out  of  the  forces  of  competition. 

The  reasoning  behind  this  conclusion  involves  certain  hypothetical 
assumptions.  To  begin  with,  we  may  postulate  an  economic  condition 
of  “normal  equilibrium.”  This  condition  rests  upon  two  main  char¬ 
acteristics.  First,  it  is  characterized  by  perfect  competition.  Second, 
it  is  characterized  by  a  changeless  set  of  economic  forces.  In  an  economic 
state  where  there  would  be  no  change,  there  would  be  no  alteration  in 
population,  no  price  fluctuations,  no  changes  in  people’s  wants,  no  in¬ 
ventions  or  novelties,  no  climatic  variations,  no  introduction  of  new 


197 


Theory  of  Profit  and  Risk  Taking 

supplies  of  land,  labor,  or  capital.  In  this  imaginary  state,  there  would 
occur  the  wearing  out  of  old  capital  but  it  would  be  steadily  replaced  by 
a  proportionate  amount  of  new  capital.  There  would  occur  the  death  of 
the  older  generation,  but  such  loss  would  be  steadily  replaced  by  pro¬ 
portionate  numbers  of  the  incoming  generation.  There  would  occur 
the  consumption  of  old  goods,  but  such  consumption  would  be  steadily 
replaced  by  a  proportionate  production  of  new  goods.  Exact  propor¬ 
tioning  of  the  different  factors  in  production,  steady  balancing  of  con¬ 
sumption  and  production,  perfect  competition  among  all  factors,  normal 
equilibrium  of  all  price  relationships, — these  are  the  outstanding  fea¬ 
tures  of  the  purely  fictitious  and  hypothetical  “static  state.” 

In  such  an  imaginary  state,  what  would  be  the  relation  between 
costs  and  selling  prices?  Upon  the  answer  to  this  question  hinges  the 
final  doctrine  that  profit  tends  to  disappear  altogether.  The  essence  of 
the  relation  is  that  selling  prices  tend  barely  to  cover  costs  of  produc¬ 
tion.  Consequently,  there  tends  to  be  no  profit  margin  left  between  the 
two.  To  put  the  same  idea  in  other  words,  where  there  is  no  change 
and  perfect  competition,  market  price  is  the  same  as  normal  price.  It 
will  be  recalled  that  normal  price  is  the  price  which  approximates  the 
cost  of  production.  At  the  same  time,  differences  in  costs  of  production 
between  various  business  men  will  tend  to  be  ironed  out.  If  any  one 
producer  cuts  his  costs  by  any  means,  other  producers  will  follow  his 
example  and  cut  their  costs  accordingly.  With  costs  to  the  bulk  of 
producers  approximately  even,  and  prices  falling  to  the  level  of  costs, 
profit  margins  are  squeezed  out  of  existence.  The  normal  rate  of  pure 
profit,  therefore,  tends  to  be  zero. 

If  prices  were  to  rise  above  the  normal  or  cost  level,  immediately 
business  men  would  plunge  into  those  particular  lines  of  production, 
put  additional  supplies  of  goods  on  the  market,  and  thus  force  prices 
down  to  the  cost  level  again.  Competitors  are  always  watching  for  such 
an  opportunity.  If  they  should  see  the  least  spread  of  prices  above 
costs,  they  would  immediately  hammer  prices  down  again  to  the  cost 
level.  Any  margin  of  pure  profit  is  a  golden  bone  upon  which  the  dogs 
of  competition  pounce  with  ravenous  appetite.  In  the  state  of  normal 
equilibrium,  the  prices  which  prevail  are  the  normal  or  cost  prices,  and 
the  profits  which  prevail  are  the  normal  or  zero  profits.  There  would 
be  no  pure  profit  in  the  static  state. 

Having  seen  the  forces  at  work  in  the  purely  static  state,  we  may 
complicate  the  situation  by  superimposing  upon  the  static  state  the 
actual  conditions  which  prevail  in  the  business  world.  We  move  from 
the  world  of  hypothesis  and  assumption  to  the  world  of  reality.  We 
move  from  the  static  state  to  the  dynamic  state.  And  in  the  dynamic 
or  realistic  state,  we  find  two  dominant  characteristics  which  differ¬ 
entiate  it  from  the  static  state.  These  two  characteristics  are,  first, 
imperfect  competition ;  second,  constant  change.  In  brief,  the  two  things 
which  we  eliminated  utterly  from  mind  in  postulating  the  state  of  normal 
equilibrium,  we  now  add  to  the  picture.  In  the  world  of  active  business 
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which  we  see  all  around  us,  we  observe  the  universal  presence  of  the  twin 
facts  of  restricted  competition  and  of  unrestricted  change. 

The  forces  which  restrict  competition  are  legion.  Chief  among  them 
we  may  mention  monopoly,  government  regulation,  business  cooperation 
and  association,  and  joint  agreements  and  understandings.  The  forces 
which  underlie  unrestricted  change  are  likewise  legion.  Certain  of  the 
chief  of  these  may  be  enumerated:  (a)  Fluctuations  of  population; 
(b)  Rise  and  fall  of  individual  prices;  (c)  Rise  and  fall  of  average 
prices,  i.e.,  of  the  value  of  money;  (d)  Inventions,  scientific  discoveries, 
and  improved  methods  of  production;  (e)  Introduction  of  new  goods  for 
consumption;  (f)  Variations  in  climatic  and  seasonal  conditions;  (g) 
Exhaustion  of  old  or  discovery  of  new  natural  resources;  (h)  Changes 
in  the  wants,  tastes,  and  fashions  of  consumers;  (i)  Changes  in  the 
efficiency  of  labor  and  management;  (j)  Changes  in  the  proportions 
which  wages,  rents,  and  interest  costs  bear  to  the  total  costs  of  pro¬ 
duction. 

In  this  dynamic  state,  market  prices  deviate  from  normal  prices. 
This  deviation  is  the  cause  of  pure  profit  in  the  actual  world  of  busi¬ 
ness.  In  the  midst  of  change  and  fluctuation,  certain  business  men  find 
ways  and  means  to  cut  their  costs  below  the  average  level.  They  sell, 
however,  at  the  high  level  set  by  high  cost  producers.  Consequently 
they  enjoy  a  margin  between  cost  and  selling  price.  This  is  the  pure 
profit  margin.  It  is  born  of  change,  fluctuation,  variation,  discovery, 
invention,  and  progress.  But  why  is  it  not  at  once  devoured  by  com¬ 
petition  and  wiped  out  of  existence,  as  in  the  case  of  the  static  state? 
Precisely  because  competition  is  imperfect  and  enfeebled  in  the  world 
of  reality  and  change.  Surrounded  with  restrictions,  interwoven  with 
monopoly,  regulated  by  government,  eliminated  by  business  consoli¬ 
dation  and  cooperation,  competition  emerges  from  the  dynamic  picture 
a  battered  and  bruised  weapon.  Stripped  of  its  great  vitality,  com¬ 
petition  cannot  promptly  hammer  market  prices  down  to  the  cost  level. 
It  cannot  make  actual  prices  coincide  Avith  normal  prices.  It  cannot 
wipe  out  the  pure  profit  margin.  It  cannot  reduce  pure  profit  to  zero. 

But  this  is  not  the  end  of  the  reasoning.  Competition  is  by  no 
means  out  of  the  running,  even  in  the  dynamic  state.  It  takes  on  new 
forms,  utilizes  new  practices,  carries  on  with  new  methods.  And  just 
because  it  is  present,  no  matter  in  how  imperfect  or  varied  a  form,  it 
persists  in  asserting  its  influence  in  unmistakable  terms.  Competition 
establishes  a  “tendency”  for  profit  to  be  extinguished  in  the  dynamic 
state.  This  tendency  moves  in  the  direction  of  the  static  state  of  normal 
equilibrium.  It  moves,  but  never  arrives.  In  the  long  run  it  tends  to 
reduce  pure  profit  to  zero.  In  the  short  run,  changes  occur  which 
upset  the  even  forces  of  the  static  assumption.  Competition  is  frus¬ 
trated  in  carrying  through  the  tendency  to  annihilate  pure  profit,  by 
the  forces  of  change  from  without  and  by  the  imperfections  and  restric¬ 
tion  of  competition  from  within.  The  tendency,  therefore,  for  this  im¬ 
perfect  competition  to  extinguish  pure  profit  is  always  present  and 
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always  an  important  force  in  the  business  world.  The  delays  and  ob¬ 
stacles  in  the  working  out  of  the  tendency  are  multitudinous.  What 
would  be  true  in  the  long  run  may  never  be  attained,  because  in  the 
meantime  new  changes  thrust  themselves  into  the  arena  and  new  re¬ 
strictions  upon  competition  come  forward.  And  yet  in  the  midst  of 
all  such  delays,  interwoven  with  all  fluctuations  and  changes,  omni¬ 
present  in  all  the  realities  of  the  dynamic  state,  the  tendency  of  com¬ 
petition  to  drive  market  prices  down  to  normal  or  cost  levels  and  to 
depress  pure  profit  to  the  zero  point  asserts  itself  tenaciously,  in¬ 
escapably,  irrepressibly.  It  is  this  fact  which  classical  economic  theory 
emphasizes.  It  is  this  fact  which  business  men  encounter  in  the  every¬ 
day  struggle  to  prevent  prices  from  falling  to  the  point  of  costs.  It  is 
this  fact  which  is  brought  out  vividly  by  the  assumptions  of  the  static 
state,  and  by  the  realities  of  the  dynamic  analysis. 

To  summarize,  profit  originates  in  constant  change  and  imperfect 
competition.  It  tends  to  be  reduced  to  the  vanishing  point  under  the 
influence  of  competition,  however  imperfect.  But  under  this  tendency, 
it  is  not  actually  extinguished,  partly  because  of  new  changes  which 
constantly  intervene,  and  partly  because  of  the  ever-present  restrictions 
upon  perfect  competition  itself. 

Profit  as  Related  to  Risk  and  Ability. — Profit  has  often  been  con¬ 
sidered  as  a  remuneration  for  risk.  Risk  is  inherent  in  the  perpetual 
change  and  fluctuation  which  characterize  the  real  business  world. 
Any  one  who  undertakes  the  management  and  direction  of  a  business 
must  shoulder  the  risks  involved.  But  he  will  be  willing  to  do  so  only 
under  the  condition  that  he  expects  to  be  able  to  secure  a  suitable 
reward.  This  reward,  according  to  this  explanation,  is  pure  economic 
profit. 

In  criticism  of  such  a  theory,  we  find  it  obvious  that  profit  bears 
some  relation  to  risk,  but  the  precise  nature  of  this  relation  is  not  made 
clear  by  stating  that  profit  is  remuneration  for  risk.  It  would  be  more 
definite,  perhaps,  to  state  that  profit  is  secured  in  spite  of  risk,  not 
as  a  reward  for  it.  The  business  man  has  no  moral  claim  on  profit 
as  a  reward  for  risk  taking.  He  has  no  natural  right  to  profit  as  a 
reward  for  risk  taking.  He  has  merely  an  opportunity  to  match  his 
wits  against  the  risks  involved,  and  if  he  is  shrewd  and  lucky  enough, 
he  will  make  a  net  gain.  The  profit  is  a  gain,  not  a  reward.  Reward 
implies  that  a  man  has  performed  some  moral  act  or  social  service,  and 
is  entitled  to  step  up  to  the  bar  of  justice  and  claim  a  reward.  Profit 
should  be  separated  from  this  whole  notion  of  moral  reward.  Profit 
to  the  economist  should  be  a  question  of  gain  in  spite  of  the  risks  in¬ 
volved  in  business  enterprise. 

The  only  direct  way  in  which  risk  can  be  considered  a  cause  of 
profit  is  through  the  effect  of  risk  upon  the  scarcity  of  able  employers. 
The  risk  factor  not  only  deters  many  men  from  entering  business  at 
all,  but  weeds  out  many  of  those  who  do  enter  but  later  fail.  Risk  not 
only  scares  men  away  from  enterprise  but  kills  out  a  great  percentage 
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of  those  who  venture  to  engage  in  it.  Consequently,  risk  tends  always 
to  keep  the  number  of  successful  risk-takers  relatively  scarce.  Plenty 
of  men  can  plunge  into  the  responsibilities  of  business,  but  only  a 
limited  number  can  emerge  from  those  responsibilities  successfully. 
Scarcity  of  the  ability  to  undertake  business  risks  successfully  enables 
those  who  do  survive  to  gain  an  element  of  pure  profit.  The  survivors 
succeed  in  spite  of  the  risks  involved,  but  the  number  of  survivors  is 
decidedly  limited  because  of  the  severity  of  the  risks  involved.  Hence, 
the  final  explanation  runs  in  terms  of  scarcity  of  a  particular  factor  in 
production,  namely,  of  competent  risk-takers.  In  this  respect,  profit 
comes  to  be  explained  by  the  same  principle  of  scarcity  as  will  be 
found  applicable  to  the  other  shares  in  production.  That  is,  wages  are 
explained  by  the  relative  scarcity  of  the  different  grades  of  labor,  interest 
by  the  relative  scarcity  of  the  different  grades  of  savers,  rent  by  the 
relative  scarcity  of  the  different  grades  of  land.  So,  too,  profit  is 
explainable  by  the  relative  scarcity  of  the  different  grades  of  business 
ability  in  risk-taking. 

As  will  appear  later,  this  risk  explanation  of  profits  is  not  an  all- 
sufficient  explanation,  but  in  so  far  as  risk  does  help  to  explain  profits, 
the  point  here  insisted  upon  is  that  profit  is  not  a  reward  for  risk,  but 
a  gain  made  possible  by  the  Scarcity  of  able  and  successful  risk-takers. 

The  term  “risk”  needs  further  limitation  for  technical  usage.  Some 
kinds  of  risks  are  calculable  by  laws  of  averages  and  can  be  covered  by 
insurance.  Insurable  risks  and  measurable  risks  are  a  cost  of  doing 
business,  and  are  not  included  in  the  risk  factor  which  explains  profit. 
The  risk  element  associated  with  profit  is  risk  which  is  noninsurable 
and  nonmeasurable.  It  is  pure  uncertainty.  This  kind  of  risk  is  the 
force  keeping  up  the  scarcity  among  successful  risk-takers. 

Closely  interwoven  with  the  preceding  explanation  of  profit,  is  an 
explanation  which  emphasizes  that  profit  is  a  reward  for  skill  and 
efficiency  of  management.  Thus  Taussig  remarks,  “Business  profits  are 
best  regarded  as  simply  a  form  of  wages.”1  In  the  long  run,  those 
business  men  who  persistently  and  consistently  make  a  profit  must  do 
so  because  of  superior  ability  and  not  because  of  pure  luck.  Many  men 
can  plunge  in  and  make  profit  in  a  good  year,  but  their  gains  are  offset 
by  their  losses  in  bad  years.  The  temporary  profits  of  good  luck  are 
likely  to  be  offset  by  the  sharp  losses  of  bad  luck.  In  the  long  run, 
according  to  this  view,  luck  profits  are  zero,  or  even  a  negative  amount. 
Long  run  profits  flow  only  to  those  captains  of  industry  who  have  the 
rare  ability  to  surmount  the  shifting  tides  of  fortune.  Profit  is,  there¬ 
fore,  a  reward  for  rare  and  superior  business  ability. 

This  explanation  merges  readily  into  our  view  of  the  risk  factor  out¬ 
lined  above.  Both  views  rest  upon  the  scarcity  of  high  grade  ability. 
The  scarcity  of  ability  is  in  reality  scarcity  of  the  ability  to  shoulder 
business  risks  successfully.  Ability  and  risk  are  two  different  aspects 
of  the  same  central  phenomenon.  To  summarize  the  matter  in  a  sen- 

1  Principles  of  Economics,  Volume  II,  p.  164,  1921  edition. 
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tence,  we  may  say  that  profit  is  made  possible  because  risk  makes  scarce 
the  number  of  men  who  have  sufficient  ability  to  succeed  in  spite  of  the 
risks  involved  in  business. 

Pure  Profit  in  Final  Analysis. — At  the  outset,  gross  profit  was  sepa¬ 
rated  into  three  elements, — interest,  wages  of  management,  and  pure 
profit.  In  light  of  the  foregoing  analysis,  it  is  apparent  that  this  third 
element  closely  resembles  wages  of  management.  It  arises  from  the 
scarcity  of  managers  who  are  able  to  shoulder  business  risk  successfully. 
It  is  a  payment  directly  traceable  to  the  scarcity  of  the  better  grades  of 
management.  It  is,  therefore,  in  last  analysis  a  form  of  wages  of  man¬ 
agement  itself.  Pure  profit,  in  large  part,  is  not  a  thing  separate  and 
distinct,  but  has  to  be  classified  under  wages  of  management. 

But  there  is  another  aspect  of  pure  profit  which  cannot  be  identified 
with  wages  of  superior  management.  This  form  is  traceable  only  to 
chance  and  fortuitous  circumstance.  Profit  often  is  due  simply  “to  the 
breaks  of  the  game.”  The  recipients  cannot  claim  superior  ability  or 
superior  shrewdness.  They  are  downright  lucky.  In  fact,  there  are 
times  when  business  men  cannot  prevent  themselves  from  making  profits. 
During  a  period  of  rapid  price  inflation,  for  instance,  business  men  of 
very  mediocre  ability  reap  a  wonderful  harvest  of  profit.  They  have 
benefited  from  a  force  which  they  did  not  create  and  which  they  did 
not  control.  They  took  risks,  and  the  wheel  of  fortune  stopped  at  the 
right  place.  Pure  profit  in  this  sense  is  attributable  to  pure  chance. 

This  view  of  pure  profit,  of  course,  looks  at  the  matter  from  the  stand¬ 
point  of  the  individual  business.  Prom  such  a  standpoint,  company 
earnings  of  30  or  300  per  cent  may  commonly  be  gained.  Such  earnings 
appear  in  the  everyday  reports  of  any  number  of  corporations.  But 
they  are  by  no  meaps  the  whole  story.  Let  us  assume  the  viewpoint  of 
all  industry  over  a  considerable  period  of  years.  When  we  record  all  of 
the  losses  as  well  as  the  gains,  when  we  consider  the  lean  years  as  well  as 
the  fat  years,  will  there  be  any  substantial  element  of  pure  profit  left? 
Will  not  the  residual  share  disappear  altogether,  or  even  become  a 
negative  quantity,  an  absolute  loss?  In  the  opinion  of  most  of  the 
orthodox  economists,  the  answer  to  these  questions  is  the  dismal  one. 
The  opinion  has  commonly  been  that  in  the  long  run  and  for  industry 
as  a  whole,  pure  profit  is  net  loss.  It  has  been  maintained  that  profit 
seeking  is  bound  to  be  a  losing  adventure.  This  view,  of  course,  is  only 
an  opinion.  There  are  no  statistical  records  which  can  verify  or  dis¬ 
prove  it. 

If  the  opinion  be  correct,  of  course  it  becomes  futile  to  explain  the 
cause  of  pure  profit.  It  is  an  empty  task  to  explain  the  origin  of  a 
thing  which  later  on  is  said  not  to  exist  in  the  first  place.  If  pure  profit 
does  not  exist  in  the  long  run  and  for  industry  as  a  whole,  and  there 
is  no  such  eventual  share  in  distribution,  we  can  ignore  the  permanent 
existence  of  pure  profit  altogether.  Our  theory  of  pure  profit  can,  at 
best,  be  a  theory  of  a  temporary  share  in  distribution  received  by  the 
individual  business. 
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Profit  theory  has  long  been  one  of  the  least  satisfactory  parts  of  the 
orthodox  economic  analysis.  If  the  foregoing  approach  to  a  theory  of 
profits  seems  somewhat  indefinite  and  uncertain,  it  is  because  this 
residual  share  has  never  been  given  a  perfect  logical  position  in  economic 
theory.  To  put  the  case  as  definitely  as  possible,  we  may  say  that  pure 
profit  may  not  exist  at  all  in  the  long  run,  although  facts  are  wanting 
for  a  conclusive  answer  to  this  problem.  Assuming  that  it  exists  tempo¬ 
rarily,  and  moreover  only  for  a  certain  limited  number  of  individual 
concerns,  it  is  attributable  to  two  basic  causes:  first,  the  scarcity  of  the 
ability  to  shoulder  risk  successfully ;  second,  the  favorable  outcome  of 
chance  and  fortuitous  change. 

For  the  purpose  of  an  abstract  theory  of  profit,  these  various  con¬ 
siderations  and  definitions  are  necessary.  They  serve  a  particular  pur¬ 
pose.  But  the  very  abstractness  and  indefiniteness  of  the  reasoning  has 
meant  that  practical  business  has  been  compelled  to  evolve  certain  profit 
terms  and  concepts  of  its  own.  These  serve  the  purpose  of  actual  busi¬ 
ness  reckoning,  and  are  of  vital  importance  in  modern  business  enter¬ 
prise.  They  are  largely  the  outgrowth  of  accounting,  and  the  following 
analysis  explains  profit  from  the  standpoint  of  the  modern  science  of 
accounting. 

Business  Profit  and  Modern  Accounting. — The  accountant  finds 
that  for  adequate  analysis  of  business  earnings,  at  least  three  separate 
computations  are  necessary.  These  are  commonly  referred  to  as  gross 
profit,  operating  profit,  and  net  profit. 

Gross  profit  is  the  total  sales  less  the  cost  of  goods  sold.  In  cal¬ 
culating  the  cost  of  goods  sold,  the  purchase  price  of  merchandise  is 
the  chief  factor  in  those  lines  of  business  where  merchandising  is  the 
principal  part  of  the  enterprise,  whereas  the  factory  cost  or  direct 
expenses  are  often  taken  as  the  chief  factors  where  manufacturing  is 
the  principal  part  of  the  enterprise. 

Operating  profit  is  gross  profit  less  the  operating  expenses  of  the 
business.  These  expenses  include  such  items  as  labor,  rent,  and  depre¬ 
ciation,  but  do  not  include  such  items  as  interest,  income  taxes,  or  any 
return  on  the  capital  used.  Operating  profit  is  particularly  valuable 
as  a  measure  of  the  efficiency  of  the  executive  staff. 

Net  profit  is  operating  profit  less  interest,  income  taxes,  and  mis¬ 
cellaneous  losses  not  directly  chargeable  to  operating  expenses.  This 
final  net  profit  is  the  amount  available  for  dividends  and  surplus.  It 
is  the  net  gain  of  the  business  from  the  standpoint  of  the  stockholders 
or  proprietors  of  the  enterprise.  The  net  profit  is  the  real  measure  of 
the  earning  power  of  the  business  from  the  stockholders’  point  of  view.2 

2  The  accountant’s  concept  of  net  profit  is  substantially  in  agreement  with  the 
government’s  concept  of  net  income  for  the  purpose  of  applying  federal  income  or 
excess  profits  tax.  Thus,  Regulations  65,  Article  21,  of  the  Treasury  Department, 
bearing  upon  the  computation  of  taxable  net  income,  state:  “Although  taxable  net 
income  is  a  statutory  conception  it  follows,  subject  to  certain  modifications  as  to 
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The  primary  service  of  these  accounting  devices  is  that  they  measure 
with  reasonable  definiteness  the  quantity  of  profit  in  a  business  enter¬ 
prise.  They  are  measuring  devices,  and  for  that  purpose,  they  are 
indispensable.  They  supplement  the  theoretical  concept  of  the  econo¬ 
mists  with  an  exact,  concrete  sum  of  profit.  There  is  nothing  neces¬ 
sarily  contradictory  between  the  two  ways  of  viewing  profit.  For  pur¬ 
poses  of  economic  theory,  one  view  of  profit  may  be  desirable,  whereas 
for  purposes  of  business  calculation,  a  more  precise  and  commensurable 
view  may  be  essential.  The  work  of  the  accountant  does  not  displace 
the  work  of  the  traditional  economic  analysis.  The  relation  is  mutually 
supplementary,  not  mutually  exclusive.3 

Since  profit  in  the  accounting  sense  is  primarily  useful  as  a  measur¬ 
ing  device,  it  is  important  to  know  in  any  given  case  exactly  what  is 
being  measured.  Profit  may  be  stated  as  a  per  cent  on  net  worth  or 
stockholders’  investment,  or  as  a  per  cent  on  the  volume  of  sales.  It 
may  be  stated  as  a  lump  sum  for  the  business  as  a  whole,  or  as  a  lump 
sum  per  unit  of  capital  stock  or  per  unit  of  sales.  It  may  be  stated  in 
relation  to  money  values  or  to  physical  units.  Unless  otherwise  specified, 
profit  in  ordinary  business  parlance  is  quoted  as  a  per  cent  on  the 
stockholders’  investment.  Thus,  if  a  certain  business  is  said  to  have 
earned  10  per  cent,  it  is  commonly  understood  that  this  means  10  per 
cent  on  the  capital  investment.4  This  method  of  expressing  profit  is  the 
dominating  one  in  the  stock  exchanges  and  wherever  the  money  values 
of  corporate  securities  are  being  calculated.  Financiers,  investors,  specu- 

exemptions  and  as  to  deductions  for  partial  losses  in  some  cases,  the  lines  of 
commercial  usage.  Subject  to  these  modifications,  “statutory  net  income”  is  “com¬ 
mercial  net  income.”  The  statutory  computation  is  substantially  as  follows: 

Gross  sales  . 

Other  income  . 


Total  gross  income 

Cost  of  goods 
Labor,  salaries 
Rents 

Interest  paid 
Depreciation,  etc. 

Taxes  paid 


Total  expenses  and  deductions  . 

Net  profit  after  taxes  . 

s  It  should  be  noted  that  the  accountant’s  “net  profit”  or  net  income  cor¬ 
responds  with  the  general  term  “profit”  as  used  in  economic  theory.  Thus,  net  profit 
may  be  dissolved  into  the  three  elements  of  an  interest  factor,  a  wages  of  manage¬ 
ment  factor,  and  a  risk  factor.  The  risk  factor,  or  pure  profits,  is  not  synonymous 
with  net  profit,  as  used  in  accounting.  Pure  profit  of  economic  theory  is  simply 
one  element,  namely,  the  risk  element,  in  the  net  profit  of  accounting. 

*  Profits  may  be  specified  as  a  certain  amount  per  $100  of  sales,  or  as  a 
certain  amount  per  bushel,  or  ton,  or  other  physical  unit.  For  various  purposes, 
gross  profit  or  operating  profit  may  be  the  proper  amounts  to  use  instead  of  net 
profit.  Each  of  these  various  concepts  serves  a  particular  use  and  purpose  in 
the  hands  of  accountants  and  business  executives. 
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lators,  demand  to  know  the  rate  of  earnings  on  the  capital  in  the  business. 
Likewise,  from  the  standpoint  of  the  public,  when  the  accusation  of 
profiteering  is  made,  the  accusation  is  aimed  at  an  exorbitant  per  cent 
of  earnings  with  reference  to  the  invested  capital.  When  public  service 
commissions  are  instructed  to  allow  a  fair  rate  of  return  to  public 
utilities,  the  determination  of  fair  rate  refers  to  a  fair  per  cent  of 
profit  on  the  invested  capital.  In  all  such  cases,  the  thing  measured 
is  per  cent  of  profit  on  the  capital  put  into  the  business.  This  form 
of  statement  of  profit  is  the  one  which  will  be  most  commonly  required 
in  dealing  with  profit  in  the  present  development  of  economic  theory. 

Differences  in  Profits  Among  Different  Concerns. — Any  branch  of 
business  shows  marked  differences  in  the  rates  of  profits  earned  by 
different  concerns.  All  degrees  of  low,  high,  and  medium  profits  are 
to  be  found. 

We  may  classify  these  differences  in  three  groups.  Group  one 
includes  the  least  successful  business  enterprises.  These  are  the  concerns 
at  the  no-profit  margin.  At  best,  they  earn  less  than  a  normal  interest 
return  on  the  investment.  Many  of  them  barely  meet  their  costs  of 
doing  business.  Many  of  them  suffer  an  actual  loss.  They  are  as  a 
group  on  the  borderland  of  failure.  Many  will  be  extinguished  entirely, 
wdiereas  others  will  recoup  their  losses  in  later  years  and  climb  to  a 
position  of  substantial  profit. 

At  the  opposite  extreme,  group  three  includes  the  exceptionally  suc¬ 
cessful  concerns.  In  each  industry  are  to  be  found  certain  companies 
which  earn  extraordinary  returns.  Their  super-profits  are  decidedly 
in  excess  of  those  earned  by  the  rank  and  file  of  business  concerns. 

Group  two  lies  between  the  extremes — between  the  no-profit  fringe  at 
the  bottom  and  the  super-profit  fringe  at  the  top.  Here  are  found  the 
bulk  of  concerns  in  any  given  industry.  The  majority  of  enterprises  are 
bunched  together  in  this  central  group.  They  represent  the  rank  and 
file  of  moderately  successful  concerns. 

The  No-Profit  Group. — The  proportion  of  business  found  in  the  no¬ 
profit  group  varies  greatly  from  industry  to  industry  and  from  year  to 
year.  Available  statistics  of  profits  would  indicate  that  in  years  of  fair 
prosperity,  from  10  to  20  per  cent  of  the  invested  capital  in  the  average 
industry  fails  to  earn  a  profit.  Even  in  years  of  great  prosperity,  up¬ 
wards  of  one-tenth  of  the  invested  capital  showrs  no  profit.  In  years  of 
depression,  upwards  of  one-quarter  to  one-half  of  the  invested  capital 
in  many  industries  may  fail  to  show  a  profit. 

Some  idea  of  this  variation  from  industry  to  industry  and  from 
year  to  year  may  be  obtained  from  data  on  corporation  net  income 
reported  under  the  federal  income  tax  law.  Corporations  reporting  no 
taxable  income  are  classified  separately  from  those  reporting  taxable 
income.  The  group  reporting  no  taxable  income  do  not  correspond 
exactly  with  the  no-profit  group  of  business  concerns,  but  they  do  cor¬ 
respond  substantially.  The  following  table  indicates  the  variations  and 
differences  which  occur  in  corporations  reporting  no  net  income. 
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Industry 

Per  Cent  of  T 
Business  in  Ea 
Earned  No  ' 

1921 

otal  Volume  of 
ch  Line  Which 
STet  Income  * 

1922 

Agriculture  and  related  industries  . 

44 

31 

Mining  and  quarrying . 

55 

36 

Manufacturing  . 

36 

19 

Construction  . 

28 

23 

Transportation  . 

20 

17 

Trade  . 

35 

20 

Finance,  insurance . 

23 

20 

All  industries  . 

34 

20 

*  Statistics  of  Income,  United  States  Bureau  of  Internal  Revenue.  1921,  1922. 


The  computing  of  profit  and  loss  in  this  connection  follows  the 
general  formula  set  out  in  the  above  footnote  to  page  203. 

Not  only  are  there  wide  variations  between  different  industries,  but 
also  there  are  wide  variations  in  the  average  of  all  industries  from  year 
to  year.  Some  notion  of  these  aggregate  year  to  year  changes  may  be 
gained  by  studying  the  volume  of  business  which  earned  no  net  income 
in  various  years.  The  following  table  shows  the  per  cent  of  the  gross 
business  of  all  corporations  which  was  done  by  those  corporations  report¬ 
ing  no  taxable  net  income.5 


Per  Cent  of  Gross  Income 


of  All  Corporations 

Year  Which  Was  Received  by 

Corporations  Reporting 
No  Net  Income 

1916  .  7 

1917  .  6 

1918  .  7 

1919  .  11 

1920  .  20 

1921  .  34 

1922  .  20 


s  Statistics  of  Income,  1922,  p.  143.  M.  C.  Rorty  estimates  that  in  a  year  of 
fair  prosperity,  about  ten  per  cent  of  the  total  capital  earns  less  than  a  normal 
interest  rate  and  so  belongs  with  the  no-profit  group.  See,  Some  Problems  in 
Current  Economics,  p.  125.  This  estimate  is  chiefly  based  upon  the  special  study 
by  J.  E.  Sterrett  in  the  American  Economic  Review ,  March,  1916.  A  slightly  smaller 
fraction  in  the  no-profit  group  is  indicated  by  David  Friday,  Profits,  Wages,  and 
Prices,  pp.  41-44.  Studies  of  costs  and  prices  in  several  industries  by  the  Federal 
Trade  Commission  indicate  that  from  ten  to  twenty  per  cent  of  the  output  comes 
from  concerns  earning  no  net  profit.  Likewise,  F.  W.  Taussig  found  that  in  price 
fixing  in  the  war  period,  from  ten  to  twenty  per  cent  of  the  output  tended  to  have 
such  high  costs  of  production  that  no  net  profit  could  be  earned.  See  Quarterly 
Journal  of  Economics,  February,  1919,  p.  225. 
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In  1921,  about  one-third  of  all  business  done  yielded  no  net  profit. 
In  1917,  about  one-sixteenth  of  all  business  done  yielded  no  net  income. 
This  difference  between  an  exceptionally  poor  year  and  an  exceptionally 
good  year  suggests  the  changes  constantly  taking  place  in  the  relative 
size  of  the  no-profit  group  of  business  concerns. 

The  existence  of  this  no-profit  fringe  of  business  is  significant  from 
many  economic  standpoints.  From  the  standpoint  of  price,  the  conclu¬ 
sion  to  be  noted  is  that  prices  need  not  be  high  enough  to  cover  the  costs 
of  this  unfortunate  lower  layer  of  business  concerns.  Prices  need  be 
only  high  enough  to  cover  the  costs  of  80  to  90  per  cent  of  the  business 
done.  In  price  fixing  or  public  utility  rate  regulation,  this  means  that 
prices  or  rates  need  not  be  fixed  at  a  point  high  enough  to  protect  the 
weakest  fifth  or  tenth  of  the  concerns.  Rates  need  only  be  high  enough 
to  protect  four-fifths  to  nine-tenths  of  the  concerns.  In  purely  com¬ 
petitive  pricing  of  goods,  the  price  arrived  at  tends  to  be  high  enough 
to  afford  at  least  a  living  profit  to  only  80  or  90  per  cent  of  the  business 
done.  Competitive  price,  in  other  words,  tends  to  squeeze  out  of  exist¬ 
ence  the  least  effective  concerns.  From  the  standpoint  of  efficiency,  the 
conclusion  seems  to  be  warranted  that  the  real  struggle  for  survival  of 
the  fittest  is  constantly  going  on  within  this  no-profit  group.  Many  will 
fail  outright;  many  others  will  return  to  the  fold  of  profit  making  in 
later  years.  It  is  here  that  the  battle  for  life  and  death  is  waged.  A 
process  of  elimination  and  selection  is  continually  going  on.  It  is  per¬ 
sistent  and  inescapable.  It  is  more  drastic  in  some  industries  than  in 
others.  It  is  more  drastic  in  some  years  than  in  others.  But  what¬ 
ever  the  industry  or  whatever  the  year,  the  weeding  out  process  in¬ 
sistently  continues. 

The  Central  Profit  Groups — H.  L.  Secrist  has  found  that  in  retail 
clothing  stores  from  1916  to  1920,  the  majority  of  business  was  done 
at  a  profit  which  closely  approached  the  average  profit  for  the  industry 
as  a  whole.6  The  bulk  of  the  business — ranging  from  57  to  more  than 
90  per  cent,  but  more  often  varying  from  65  to  70  per  cent — gained  a 
profit  that  was  less  than  20  per  cent  above  or  below  the  average  rate  of 
profit.  This  central  group,  comprising  the  majority  of  the  business, 
stood  between  the  relatively  small  number  of  no-profit  concerns  at  the 
bottom  and  the  relatively  small  number  of  super-profit  concerns  at 
the  top. 

A  somewhat  similar  conclusion  has  been  drawn  from  the  cost  studies 
of  the  Federal  Trade  Commission.  L.  II.  Haney  concludes  from  these 
cost  studies  of  various  branches  of  business,  “A  majority  of  plants  are 
grouped  not  far  from  the  average  cost,  with  relatively  small  groups  of 
high-cost  and  low-cost  companies  at  the  extremes.”7  The  distribution 
of  profit  is  assumed  to  be  virtually  the  same  as  the  distribution  of  costs, 
and  on  this  assumption,  the  conclusion  is  drawn  that  the  majority  of 
concerns  earn  not  far  from  the  average  profit. 

e  Bureau  of  Business  Research,  Northwestern  University  School  of  Commerce, 
Series  II,  No.  9,  pp.  17-19. 

?  Journal  of  the  American  Statistical  Association,  Volume  XVII,  pp.  141-153. 
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This  conclusion,  however,  does  not  indicate  how  high  the  average 
rate  of  profit  might  be.  It  does  not  indicate  whether  the  average  rate 
is  about  the  same  for  all  industries  or  varies  greatly  from  one  branch 
to  another.  The  classical  economic  theory  has  taught  that  the  average 
of  each  separate  industry  will  tend  to  be  a  normal  average.  This  theory 
of  a  normal  average  may  be  tested  by  statistical  studies  of  profits  in 
various  branches  of  industry. 

From  data  contained  in  income  and  excess  profits  tax  returns  for 
1917,  it  has  been  possible  to  deduce  the  variations  in  average  profits  of 
108  different  trades  and  industries,  comprising  26,477  individual  firms.8 
The  following  table  shows  the  varying  averages  of  profit  on  invested 
capital  for  a  partial  list  of  the  108  different  industries. 


Average  Percentage 


Industry  or  Trade  of  Net  Profit  on 

Invested  Capital 

All  firms  .  24.75 

Lowest  industry,  speculators .  8.96 

Highest  industry,  trades  brokers .  60.33 

Steel  plants  and  rolling  mills .  59.00 

Bolts  and  nuts .  52.53 

Drug  preparations  .  52.44 

Fish  canning  .  45.55 

Silk  throwing  .  44.89 

Chemical  industries  .  32.73 

Textile  industries  .  27.42 

Paper  and  printing .  23.68 

Banking  and  brokerage  . 14.48 

Real  estate  brokers .  9.76 

Telephone  and  telegraph  .  10.64 

Trust  companies  .  11.29 


There  is  a  very  wide  range  of  variation,  from  the  lowest  of  8.96 
per  cent  to  the  highest  of  60.33  per  cent.  Ten  lines  earned  over  39  per 
cent,  whei’eas  ten  other  lines  earned  under  18  per  cent.  The  remaining 
88  lines  ranged  between  18  per  cent  and  39  per  cent.  Obviously  there 
appears  no  such  phenomenon  as  a  normal  average  of  profit  common  to 
all  types  of  industries.  Moreover,  at  least  during  the  year  1917,  it  was 
not  true  that  various  branches  of  industry  hold  out  equal  expectations 
of  profit  to  persons  of  equal  abilities  and  equal  capitals.  What  was  true 
in  this  respect  for  1917  is  probably  true  for  other  years.9  In  any  given 


s  Ralph  C.  Epstein,  System,  October,  1924,  p.  420,  and  November,  1924,  p.  565. 
Data  derived  from  Letter  of  Secretary  of  the  Treasury,  Corporations  Earnings  and 
Government  Revenues,  in  response  to  a  Senate  Resolution  of  June  6,  1918.  Absolute 
size  of  the  averages  is  affected  by  the  fact  that  corporations  listed  are  only  those 
earning  more  than  15  per  cent  on  their  capital  stock  in  1917.  Relative  size  of  the 
averages,  and  variations  of  averages  between  different  trades,  are  the  striking 
facts  presented  from  this  data. 

8  See  p.  209  for  profit  variations  in  1919,  1920,  1921,  as  reported  under  the 
income  tax  law  for  corporations  earning  net  income.  Data  are  derived  from 
reports  on  Statistics  of  Income ,  published  annually  by  the  Commissioner  of  Internal 
Revenue,  See  also  David  Friday,  Profits,  Wa</es  and  Prices ,  pp.  40-45. 
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year,  statistics  of  profit  show  no  normal  average  for  industries  in  general. 
Instead,  they  show  striking  inequalities  and  variations  from  industry  to 
industry. 

The  variation  in  average  rates  of  profits  is  accompanied  by  an 
equally  wide  variation  in  the  rates  earned  by  the  central  group  of  con¬ 
cerns  in  different  industries.  Central  group  variations  are  as  great  as 
average  rate  variations.  The  central  group  of  one  branch  of  industry 
may  earn  5  per  cent;  the  central  group  of  another  branch,  15  per  cent; 
the  central  group  of  another  branch,  50  per  cent.  Each  group  is  central 
with  respect  to  its  own  respective  branch  of  industry,  but  gives  no  indi¬ 
cation  whatsoever  of  what  the  earnings  may  be  in  the  central  group  of 
other  branches.  Each  central  group  follows  its  independent  course, 
regardless  of  any  assumed  normal  average. 

Not  only  are  there  wide  profit  variations  between  industries  in  any 
given  year,  but  also  there  are  wide  variations  in  the  same  industry  from 
year  to  year.  The  return  on  the  total  investment  for  84  coal  whole¬ 
salers  from  1913  to  1922  varied  from  6.6  per  cent  in  1921  to  49.0  per 
cent  in  1920. 


Per  Cent  of  Return 

Year  on  Total  Investment, 

84  Coal  Wholesalers  * 

1913  .  19.9 

1914  .  15.8 

1915  .  15.9 

1916  .  31.3 

1917  .  41.8 

1918  .  31.1 

1919  .  18.0 

1920  .  49.0 

1921  .  6.6 

1922  .  15.6 


*  Persons,  Poster  and  Hettinger,  The  Problem  of  Business  Forecasting,  p.  217.  Net 
profit  as  used  in  this  table  includes  interest  on  investment. 

The  variations  in  the  table  on  page  209  for  the  years  1921,  1922,  1923, 
are  based  upon  the  number  of  dollars  earned  on  each  $100  of  capital.10 

It  is  apparent  that  there  is  no  normal  average  of  profits  which  a 
single  industry  or  the  general  group  of  industries  tends  to  earn.  The 
variation  in  the  mass  is  probably  best  shown  by  the  net  income  and  net 
deficit  of  corporations  as  reported  in  federal  income  tax  returns. 

The  contrast  between  the  high  profits  of  1917  and  the  low  profits 
of  1921  is  extreme.  It  brings  out  sharply  the  variations  in  earnings 
from  year  to  year.  It  gives  no  basis  for  the  assumption  that  profit 

i°  According  to  data  computed  by  the  Standard  Statistics  Company,  1924.  Net 
earnings  as  here  used  are  computed  by  methods  similar  to  those  outlined  in  the 
footnote  on  page  204.  Minus  signs  indicate  a  net  deficit  for  the  year.  Capital  is 
here  taken  as  surplus  added  to  par  value  of  all  securities  outstanding.  On  the 
same  point,  the  following  diagrams  of  profit  variations  in  twelve  different  branches 
of  industry  are  of  value.  The  data  were  collected  by  the  Federal  Reserve  Bank  of 
New  York.  See  Monthly  Review,  March  1,  1924,  p.  8. 
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adheres  closely  to  some  normal  level.  The  conclusion  warranted  by  the 
facts  is  summarized  as  follows  by  Friday,  “To  the  extent  that  economists 
and  the  general  public  have  based  their  reasoning  about  normal  profits 
upon  an  assumed  minimum  toward  which  profits  tend  or  an  average 
around  which  they  group  themselves  closely,  they  have  proceeded  upon 


Industry 

No.  of 
Companies 

Dollars  Earned  on  Each  $100 
of  Capital 

1921 

$ 

1922 

$ 

1923 

$ 

Automobiles  . 

26 

—6.75 

12.50 

15.50 

Fertilizer  . 

5 

—10.75 

1.75 

1.75 

Tjfiflthfir . 

4 

— 10.50 

3  50 

— 4  00 

Tobacco  . 

20 

10.00 

11.00 

10.00 

Retail  trade . 

55 

1.75 

10.25 

12.25 

Paper  . 

14 

0.00 

2.00 

7.00 

Railroads  . 

73 

4.25 

4.25 

5.00 

All  groups . 

934 

3.50 

5.75 

6.75 

an  erroneous  assumption.  The  most  that  can  be  said  for  normality  of 
profits  is  that  the  amount  of  capital  that  earns  the  average  rate  of 
profits  will  remain  a  fairly  constant  percentage  of  all  capital.  Also, 
that  the  amount  of  capital  that  earns  less  than  the  average  rate  or  more 
than  the  average  remains  about  the  same  one  year  with  another.  But 


Year 

Net  Income  of  Corporations 

Net  Deficit  of  Corporations 

Reporting  a  Net  Income 

Reporting  No  Net  Income 

1916 

$8,765,187,985 

$656,904,411 

1917 

10,730,360,211 

629,607,562 

1918 

8,361,511,249 

9,411,418,458 

689,772,361 

1919 

995,546,241 

1920 

•  7,902,654,813 

2,029,423,744 

1921 

4,336,047,813 

3,878,219,134 

1922 

6,963,811,143 

2,193,776,356 

the  average  itself  is  highly  variable  and  the  diversity  of  earnings  for 
individual  establishments  is  enormous.  There  is  a  pronounced  varia¬ 
tion  of  earnings  from  industry  to  industry  within  the  same  year  and  in 
the  earnings  of  the  same  establishment  from  year  to  year.”11 

The  Excess  Profit  Group. — In  a  group  of  31,045  corporations  in 
1917,  more  than  one-tenth  of  the  net  income  after  taxes  went  to  cor¬ 
porations  earning  more  than  50  per  cent  on  invested  capital,  and  about 

n  Profits,  Wages  and  Prices,  p.  45.  Profit  as  used  here  refers  to  the  income  com¬ 
puted  hy  methods  outlined  above,  footnote  to  page  204. 
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2  per  cent  of  the  net  income  after  taxes  went  to  corporations  earning 
more  than  100  per  cent  on  invested  capital.  Since  the  average  return 


Annual  Net  Profits  of  203  Manufacturing,  Merchandising,  and  Public 
Service  Concerns,  and  of  the  Class  I  Railroads 

(1919  Profits  =  100  Fer  Cent) 


STEEL  O  RAILROAD 


FOOD  &  FOOD 
PRODUCTS 


CLOTHING  incLEATHER 
&  TEXTILES 


* 


TOTAL 
TEN  GROUPS 


1919  1920  1921  1922  1923 


for  the  entire  group  was  16.9  per  cent,  it  is  obvious  that  a  small  group 
at  the  top  earned  profit  far  in  excess  of  the  general  run.  A  similar  situa¬ 
tion  is  found  in  the  net  income  of  10,020  corporations  for  the  years 
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1911,  1912,  1913.  More  than  5  per  cent  of  the  total  income  went  to 
corporations  earning  more  than  50  per  cent.  About  1  per  cent  of  the 
total  income  went  to  corporations  earning  more  than  100  per  cent.  We 
should  not  take  any  arbitrary  per  cent,  however,  such  as  50  or  100,  as 
the  figure  which  characterizes  each  industry.  The  rate  of  profit  which 
is  exceptional  is  exceptional  purely  with  respect  to  the  average  earnings 
within  a  particular  branch  of  industry.  If  the  average  return  is  low, 
for  instance  6  per  cent,  in  a  given  industry,  an  individual  firm  earning 
12  or  20  per  cent  would  be  exceptional.  If  the  average  retui'n  is  high, 
for  instance  30  per  cent  in  a  given  industry,  an  individual  firm  earning 
60  or  100  per  cent  would  be  exceptional.  What  is  exceptional,  there¬ 
fore,  varies  very  widely  from  industry  to  industry.  Moreover,  what  is 
exceptional  one  year  in  an  industry  may  be  ordinary  in  a  later  year  in 
the  same  industry.  Super-profits  are  purely  relative  to  a  given  industry 
in  a  given  year.  Profiteering  is  an  accusation  usually  directed  at  this 
group  of  exceptionally  prosperous  concerns  in  any  given  industry.  Sen¬ 
sational  earnings  of  individual  firms  attract  public  attention.  They  are 
the  target  of  prosecution  and  criticism. 

The  existence  of  such  a  group  of  exceptionally  profitable  concerns 
in  each  line  of  industry  is  not  an  abnormal  or  dangerous  situation.  It 
is  the  regular  and  expected  situation.  Certain  firms  each  year  survive 
the  vicissitudes  and  hazards  of  the  year  with  extraordinary  success. 
Under  the  competitive  system  this  is  the  ordinary  outcome  of  the  busi¬ 
ness  struggle. 

The  Representative  Firm  and  the  Representative  Profit  Area. — 

Alfred  Marshall  defined  a  “representative  firm”  as  “one  which  has  had 
a  fairly  long  life,  and  fair  success,  which  is  managed  with  normal  ability, 
and  which  has  normal  access  to  the  economies,  internal  and  external, 
which  belong  to  that  aggregate  volume  of  production;  account  being 
taken  of  the  class  of  goods  produced,  the  conditions  of  marketing  them 
and  the  economic  environment  generally.”12  F.  W.  Taussig  explains 
the  returns  of  the  representative  firm  as  “such  business  profits  as  busi¬ 
ness  men  of  good  ability  secure  in  industry  at  large.  Their  superiors 
earn  much  more.  Their  inferiors  earn  less ;  perhaps  go  to  the  wall, 
perhaps  rise  slowly  to  better  fortune.”13  These  definitions  stress  the 
notion  of  the  permanency  of  the  representative  firm.  Such  a  firm  is 
assumed  to  be  one  which  year  in  and  year  out  holds  to  a  position  of 
approximately  average  profits.  Others  may  come  and  others  may  go, 
but  the  representative  firm  is  assumed  to  hold  on  steadily  to  its  middle, 
fair,  and  average  position. 

This  assumption  is  true  of  certain  enterprises,  but  more  often  the 
representative  firm  lacks  this  assumed  steadfastness  and  permanency. 
The  statistics  of  profit  making  indicate  that  the  truer  conception  is  a 
“representative  profit  area.”  Some  of  the  concerns  in  that  area  this 
year  have  formerly  been  in  the  no-profit  area.  They  may  fall  back  to 

12  Principles  of  Economics,  p.  397,  edition  of  1898. 

is  Principles  of  Economics,  Vol.  II,  p.  184,  edition  of  1921. 
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that  ill-favored  group  next  year,  or  they  may  leap  upward  into  the 
super-profit  group.  The  representative  group,  in  other  words,  is  in  a 
constant  state  of  flux  and  turnover.  There  is  little  of  permanent  mem¬ 
bership  and  adhesion  in  the  group.  Old  members  tend  to  disappear 
and  to  reappear.  New  members  enter  the  group,  persist  for  a  time, 
drop  out  for  a.  time,  perhaps  die  out  altogether,  perhaps  rise  to  the 
exceptional  profit  group.  The  permanent  feature  of  the  representative 
group  is  that  such  a  central  group  maintains  itself  from  year  to  year. 
The  personnel  of  the  members  is  continually  changing,  but  the  bunch¬ 
ing  of  concerns  about  a  representative  center  in  each  industry  is  a 
continuous  phenomenon.  The  identity  of  the  group  is  persistent,  but 
the  identity  of  the  individual  firms  in  the  group  is  highly  variable. 

Secrist,  in  studies  of  retail  clothing,  assumed  as  the  representative 
group  those  concerns  which  were  within  20  per  cent  of  the  average. 
The  representative  profit  area  was  taken  as  that  area  which  included 
concerns  earning  not  more  than  20  per  cent  above  or  below  the  average. 
It  was  found  that  above  three-quarters  of  the  concerns  fell  within  such 
a  group.  The  20  per  cent  area  is,  mathematically,  a  purely  arbitrary 
assumption.  It  just  happened  that  in  the  clothing  concerns  analyzed 
and  the  particular  years  involved,  the  bulk  of  business  fell  within  such 
an  area.  This  mathematical  boundary  of  the  area  is  not,  however,  at 
all  binding  for  other  industries  or  other  years.  It  is  simply  suggestive 
of  the  meaning  of  the  concept,  “representative  profit  area.”  The  forces 
of  competition  are  constantly  tending  to  drive  some  no-profit  concerns 
out  of  existence  and  to  raise  others  into  the  representative  area.  They 
are  constantly  tending  to  draw  the  super-profit  concerns  down  into  the 
representative  area.  Moreover,  concerns  which  this  year  are  at  the  aver¬ 
age  are  likely  next  year  to  move  widely  above  or  below  the  average. 
The  individual  rises  and  falls,  waxes  and  wanes,  flourishes  and  decays, 
but  the  representative  profit  area  as  a  whole  goes  on  steadily  from  year 
to  year. 

Cost,  Price,  and  Profit  Groups. — Under  competitive  conditions, 
prices  tend  to  be  only  high  enough  to  cover  the  costs  of  production  of 
the  representative  profit  group.  That  is,  prices  tend  to  enable  the  bulk 
of  concerns  in  any  industry  to  earn  a  profit  that  ranges  not  far  from 
the  average  for  the  group.  This  tendency  may  be  slow  in  working  itself 
out,  and  may  be  indefinitely  delayed  by  a  wide  variety  of  obstacles,  but 
as  a  tendency,  it  undoubtedly  makes  itself  felt. 

The  fortunes  of  no-profit  and  super-profit  concerns  are  differently 
affected  by  a  price  fitted  in  this  way  to  the  expenses  of  the  representative 
profit  group.  The  no-profit  group  suffer  from  the  fact  that  prices  are 
not  high  enough  for  their  needs.  In  this  lower  layer  of  concerns,  costs 
are  excessive  but  the  prices  to  cover  those  costs  are  no  higher  than  for 
representative  firms  in  general.  The  lower  layer  of  ill-fated  concerns  are 
the  victims  of  prices  adjusted  to  the  needs  of  representative  firms.  This 
lower  fringe  suffers  from  the  exigencies  of  business.  Costs  at  the  fringe 
are  ultra-high,  prices  are  the  same  as  for  the  representative  group.  High 
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costs,  equal  prices,  no  profits, — such  is  the  history  of  the  group  below  the 
representative  area. 

On  the  other  hand,  the  super-profit  group  benefit  from  the  fact  that 
prices  are  higher  than  their  needs  demand.  A  firm  which  makes  excep¬ 
tionally  high  profits  usually  does  so  not  because  prices  are  any  higher 
for  that  firm  than  for  other  firms,  but  because  its  costs  are  exceptionally 
low.  Such  a  low-cost  concern  could  afford  to  sell  for  a  price  lower  than 
that  set  by  representative  groups,  but  it  does  not  have  to  sell  at  a  lower 
price.  The  price  is  one  which  will  cover  costs  of  representative  con¬ 
cerns.  It  is  one  price  and  the  same  price,  substantially,  throughout  the 
competitive  market.14  The  higher  layer  of  specially  fortunate  concerns 
are  the  beneficiaries  of  prices  adjusted  to  the  needs  of  representative 
firms.  Costs  for  this  higher  layer  are  ultra  low,  prices  are  the  same  as 
for  the  representative  group.  Low  costs,  equal  prices,  super-profits, — 
such  is  the  history  of  the  group  above  the  representative  area. 

Finally,  we  are  obliged  to  make  our  conception  of  the  representative 
group  a  flexible  one.  Every  change  in  demand  and  market  conditions 
alters  the  volume  of  output  which  society  requires  from  representative 
producers.  Expansion  or  contraction  is  constantly  going  on  in  the  scope 
of  activity  of  representative  producers  in  each  line  of  industry.  Repre¬ 
sentative  prices  are  not  fixed  and  absolute  sums  set  for  all  time,  or  even 
for  short  periods  of  time.  We  deal  with  tendencies  which  may  appear 
“in  the  long  run,”  and  with  general  principles,  forces,  and  laws,  but 
underneath  all  of  these  lie  the  forces  of  change,  progress,  dynamic  move¬ 
ment.  The  representative  profit  group  expands  and  contracts,  the  prices 
required  to  cover  representative  expenses  move  upward  and  down¬ 
ward,  but  the  tendency  toward  an  adjustment  between  representative 
profits,  prices,  and  costs,  is  always  present  and  is  always  in  process  of 
working  out  its  influence. 

The  Doctrine  of  Necessary  Profit. — The  doctrine  that  a  certain 
minimum  rate  of  profit  is  necessary  raises  a  question  as  to  the  meaning 
of  the  word  necessary.  What  is  the  necessary  minimum  of  subsistence 
for  business?  What  is  the  rate  of  minimum  living  returns? 

As  a  general  proposition,  that  rate  is  necessary  which  will  attract 
adequate  capital  and  business  ability  to  each  branch  of  industry  and 
trade.  Necessity  rests  upon  attraction.  Less  than  the  necessary  rate  of 
profit  will  drive  capital  and  business  ability  out  of  a  given  line  of  in¬ 
dustry.  More  than  the  necessary  rate  of  profit  will  draw  capital  and 
business  ability  into  a  given  line  of  industry.  The  minimum  rate  of 
profit  necessary  is  one  which  will  attract  sufficient  capital  and  business 


14  The  relationship  of  cost,  price  and  profit  in  the  three  groups  of  concerns  may 
be  explained  diagrammatically  as  follows: 


High  cost  concerns 
Representative  cost  concerns 
Low  cost  concerns 


Prices  uniform  for  all 
>- concerns  at  level  of 
representative  costs 


'No-profit  concerns 
Representative  profit  concerns 
High  profit  concerns 
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ability  to  each  branch  of  industry  to  supply  the  goods  and  services 
demanded. 

It  further  follows  that  this  attraction  of  capital  and  ability  toward 
the  industry  where  it  is  worth  the  most  and  from  the  industry  where 
it  is  worth  the  least  tends  to  equalize  the  rate  of  profit  in  each  industry. 
Theoretically,  if  this  tendency  worked  out  perfectly,  each  industry  would 
hold  out  equal  expectation  of  profit.  If  due  allowance  is  made  for  dif¬ 
ferences  of  risk,  it  should  be  true  as  a  tendency  that  equal  ability  has 
equal  expectation  of  profit  no  matter  what  the  industry  in  which  it  is 
engaged. 

All  of  these  notions  of  profit  rest  upon  assumed  tendencies ,  and  upon 
what  will  be  true  in  the  long  run.  However,  when  we  examine  the 
life  history  of  industries  in  light  of  the  profits  they  have  made,  we  can 
discover  no  way  of  measuring  such  long-run  tendencies.  How  rapidly 
they  will  work  out  in  different  industries  will  depend  upon  a  wide 
variety  of  conditions.  How  much  the  profit  in  an  industry  will  be  in 
any  given  year  is  wholly  indefinite  in  the  statement  of  such  tendencies. 
The  rise  and  fall  of  profits  varies  so  greatly  from  industry  to  industry, 
from  firm  to  firm,  and  from  year  to  year,  that  tendencies  are  gravely 
obscured.  The  fact  of  the  business  world  is  immense  variation  in  profits. 
This  fact  repeats  itself  endlessly.  Faced  with  the  fact,  the  theoretical 
tendencies  appear  so  loose,  so  vague,  so  indeterminate,  that  they  are  at 
best  a  very  hazy  clue  and  guide  to  the  fluctuations  of  profits. 

Risk  Taking  and  Insurance. — The  relationship  between  profit  and 
risk  has  been  stressed  in  the  foregoing  discussion.  The  business  man 
who  is  in  pursuit  of  profit  assumes  the  risks  of  price  fluctuation,  and  of 
consequent  financial  loss.  Business  is  a  form  of  risk  taking  in  which 
the  business  man  directly  assumes  those  risks  which  cannot  be  shifted 
or  transferred  to  others.  But  there  are  alternatives  to  this  direct  assump¬ 
tion  of  risks,  where  certain  kinds  of  risks  are  involved.  The  alternatives 
to  assumption  of  risk  are  mainly  threefold: 

T.  The  elimination  of  risk. 

2.  The  transfer  of  risk  by  insurance. 

3.  The  transfer  of  risk  by  speculation. 

The  first  method  is  useful  only  within  certain  limits.  The  risk  of 
loss  from  price  fluctuation  can  be  reduced  somewhat  by  scientific  business 
forecasting,  but  after  such  forecasting  has  been  exhausted,  the  business 
still  undergoes  severe  and  basic  risks.  The  risk  of  loss  of  life  cannot 
be  eliminated  altogether,  but  the  risk  of  early  death  can  be  minimized  by 
proper  devices  of  health  and  hygiene  to  promote  longevity.  The  risk  of 
loss  by  fire  can  be  cut  down  by  proper  construction  of  buildings  and 
adequate  fire  fighting  apparatus,  but  there  remains  a  material  risk  of 
fire  after  all  preventive  measures  are  completed.  The  risk  of  accident 
can  be  reduced  by  safety  first  campaigns,  but  an  undercurrent  of  acci¬ 
dents  still  continues.  In  spite  of  all  that  elimination  and  prevention 
can  do,  great  and  ruinous  losses  persist.  This  fact  creates  the  need  for 
insurance. 
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Insurance  protects  against  loss  from  non-preventable  causes.  An 
insurance  policy  is  a  contract  to  indemnify  a  person  for  a  defined  loss. 
In  essence,  insurance  is  a  contract  of  indemnification.  By  such  a  con¬ 
tract,  it  is  possible  for  the  individual  to  transfer  his  risk  to  an  outside 
organization.  Transfer  of  risk  is  the  goal  of  the  insured  in  taking  out 
protection 

Just  what  is  the  protection  afforded  by  insurance?  Obviously,  it  is 
not  a  guarantee  that  the  loss  will  not  occur.  The  insurance  company 
does  not  guarantee  that  death  will  not  occur,  that  fire  will  not  take  place, 
that  automobiles  will  not  be  stolen.  The  property  burned  in  the  United 
States  annually  amounts  to  from  $300,000,000  to  $500,000,000.  Fire 
insurance  does  not  stop  this  loss.  What  fire  insurance  does  guarantee  is 
that  if  fire  occurs,  it  shall  not  fall  with  ruinous  force  upon  any  indi¬ 
vidual  property  owner.  What  life  insurance  guarantees  is  that  if  death 
occurs,  the  loss  of  earning  power  shall  not  be  disastrous  for  the  surviving 
family. 

Why  is  individual  loss  ruinous?  The  reasons  are  twofold.  First, 
the  individual  may  not  be  prepared  for  the  loss  at  the  time  it  occurs. 
For  instance,  suppose  a  young  man  wishes  to  safeguard  his  family 
against  loss.  He  has  no  estate.  His  asset  is  his  ability  to  work.  An 
early  death  would  be  disastrous  to  his  family,  because  coming  at  that 
time,  there  is  no  possibility  of  the  individual  protecting  his  family 
against  loss  by  anything  which  he  can  do  as  an  individual.  If  he  lives 
to  age  60,  he  may  have  accumulated  an  estate  sufficiently  large  that  he 
no  longer  needs  life  insurance.  But  at  any  time  before  that  he  is  abso¬ 
lutely  dependent  upon  insurance.  The  time  of  loss  is  unforeseen.  It 
is  unexpected.  It  is  uncertain.  The  time  factor  is  the  cause  of  disaster 
in  loss.  The  second  reason  for  ruin  from  loss  is  the  amount  of  the  loss. 
Where  the  individual  stands  his  own  loss,  the  amount  of  the  loss  is 
crushing.  The  violence  of  the  concentrated  blow  from  the  burning  of 
one’s  house  or  the  death  of  the  breadwinner  of  the  family  is  due  to  the 
amount  of  the  loss.  The  time  factor  and  the  amount  factor,  together 
explain  the  ruinous  consequences  of  uninsured,  individual  losses. 

Insurance  substitutes  for  a  loss  both  uncertain  in  amount  and  uncer¬ 
tain  in  time  a  known  indemnification.  The  cost  of  this  right  to  in¬ 
demnification  each  year  is  only  a  small  fraction  of  the  indemnification 
guaranteed  to  the  insured.  In  his  business  calculation,  each  man  makes 
a  definite  payment  of  premium.  He  has  a  known  and  regular  cost.  And 
in  return  he  has  a  known  and  definite  indemnification.  Certainty  dis¬ 
places  uncertainty,  and  protection  displaces  the  chance  of  disaster. 

The  risk  to  the  insurance  company  is  much  less  than  the  sum  of  all 
the  individual  risks  insured.  The  insurance  company  collects  premiums 
ample  to  meet  all  losses  which  are  likely  to  occur.  Over  against  this 
premium  income,  it  has  the  outgo  of  claims  paid  on  account  of  loss. 
The  risk  of  the  insurance  company  is  that  the  losses  in  any  given  year 
will  exceed  the  premiums  and  reserves  of  the  company.  But  since  the 
laws  of  average  loss  are  known,  this  possibility  is  practically  eliminated. 


216 


Distribution  and  Belated  Problems 


The  premiums  are  calculated  high  enough  to  take  care  of  any  conceiv¬ 
able  loss.  A  life  insurance  company  is,  we  might  almost  say,  absolutely 
certain  that  death  claims  cannot  exceed  the  resources  wherewith  to  meet 
the  claims. 

Numerous  collateral  benefits  of  insurance  should  be  mentioned.  In¬ 
surance  facilitates  credit,  by  enabling  banks  to  be  sure  that  the  security 
for  their  loans  cannot  suddenly  be  wiped  out.  It  is  universal  practice 
for  banks  to  require  fire  insurance  coverage  on  the  commodity  backing 
for  loans,  and  it  is  becoming  more  and  more  common  to  safeguard  char¬ 
acter  loans  by  requiring  life  insurance  on  the  responsible  parties.  In¬ 
surance  promotes  thrift  and  accumulates  capital.  The  billions  of  dollars 
of  reserves  of  the  insurance  companies  are  a  most  important  channel  for 
the  collection  of  savings  from  the  mass  of  individuals,  for  investment  in 
corporate  enterprise.  Insurance  promotes  high  standards  of  consump¬ 
tion.  The  well-being  of  the  masses  is  greatly  enhanced  by  adequate  life 
insurance.  Untold  misery  is  averted  by  life  policies.  Worry,  bank¬ 
ruptcy,  disaster,  are  prevented  by  property  insurance.  The  happiness 
and  welfare  of  the  community  is  dependent  upon  insurance  in  all  its 
forms.  Insurance  also  stimulates  increased  production.  Projects  into 
which  men  would  not  dare  venture  on  their  own  risk  will  attract  them 
when  risk  can  be  covered  by  insurance.  All  forms  and  phases  of  modern 
business  depend  upon  the  protection  afforded  by  insurance.  Take  away 
insurance  and  business  would  necessarily  avoid  the  risk  taking  laden 
with  imminent  disaster. 

Three  main  kinds  of  insurance  are  in  common  use.  These  may  be 
listed  as  personal  insurance,  property  insurance,  and  social  insurance. 
Personal  insurance  includes  protection  against  loss  from  death,  from 
accident,  or  from  sickness.  The  most  important  is  protection  from 
death,  afforded  by  life  insurance.  Property  insurance  includes  pro¬ 
tection  from  fire,  from  marine  destruction,  from  theft,  from  collision, 
from  hail,  from  tornado,  from  defaxdt  of  debtors,  and  numerous  other 
causes.  The  most  important  of  these  are  fire  and  marine  insurance. 
Title  insurance  and  fidelity  insurance  are  special  forms  of  property 
insurance.  Title  insurance  guarantees  property  owners  against  loss 
from  defective  title.  Fidelity  insurance  and  suretyship  in  general  guar¬ 
antees  one  party  against  loss  from  the  acts  of  another.  An  employer  is 
guaranteed  against  loss  from  the  acts  of  his  employees,  a  government 
is  guaranteed  against  loss  from  dishonesty  of  public  officials.  The 
owner  of  a  property  in  process  of  construction  is  guaranteed  against 
loss  by  failure  of  contractors  to  complete  the  structure  according  to 
requirements.  In  all  these  instances,  property  rights  are  being  pro¬ 
tected  against  loss. 

Social  insurance  is,  strictly  speaking,  a  subdivision  of  personal  in¬ 
surance.  It  involves  forms  of  personal  insurance  which  would  not  be 
provided  without  some  form  of  social  control.  Social  insurance  applies 
chiefly  to  the  masses  who  are  unable  or  unwilling,  if  left  to  themselves, 
to  provide  ample  protection  against  loss.  The  contingencies  embraced 
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by  social  insurance  are  accident,  sickness,  old  age,  and  unemployment. 
Since  laissez  fairc  fails  utterly  to  secure  adequate  protection  to  the 
masses  against  these  hazards,  it  is  the  function  of  the  government  to 
supply  direction  and  control.  Some  form  of  compulsory  regulation  is 
essential.  Accidents  have  been  covered  by  workmen’s  compensation 
laws.  These  laws  usually  compel  the  taking  out  of  insurance  in  some 
form,  either  through  private  companies,  or  state  funds,  or  mutual  asso¬ 
ciations,  to  reimburse  the  worker  for  loss  due  to  accident.  The  cost 
may  be  defrayed  in  some  cases  by  joint  contributions  of  employer  and 
employee,  in  others  by  direct  payment  of  the  employer  as  the  responsible 
party.  The  fundamental  principle  involved  is  that  the  risk  of  loss 
through  personal  injury  in  the  course  of  production  should  be  borne  by 
the  industry  itself.15 

Compulsory  sickness  and  old  age  insurance  are  extremely  rare  in 
the  United  States,  but  have  been  for  some  time  an  established  policy 
in  many  European  countries.  Germany  and  England  developed  pioneer 
legislation  in  this  field.  Medical  attendance,  hospital  care,  partial  wages 
during  disability,  funeral  expenses,  pensions  for  surviving  women  and 
children,  were  among  the  provisions  of  compulsory  insurance  against 
illness.  Old  age  pension  plans  to  prevent  pauperism  and  misery  were 
likewise  developed  by  European  countries.  The  United  States  has  been 
slow  to  adopt  similar  measures,  apparently  under  the  feeling  that  they 
would  be  paternalistic  or  socialistic.  In  the  United  States,  the  mutual 
life  insurance  companies  have  done  a  great  deal  to  spread  insurance 
among  the  masses  through  the  offering  of  small  policies  to  workingmen’s 
families,  at  premiums  collectible  in  small  weekly  installments.  Most  of 
these  policies  are,  however,  too  small  to  provide  adequate  assistance 
in  time  of  need,  and  they  are  not  a  sufficient  substitute  for  proper  com¬ 
pulsory  insurance  against  sickness  and  old  age.  Many  trade  unions 
have  endeavored  to  fill  the  gap  by  benefit  plans  and  mutual  help 
policies. 

Unemployment  is  a  hazard  which,  in  the  main,  arises  through  no 
fault  of  the  worker.  Seasonal  and  cyclical  fluctuations  of  industry 
throw  the  worker  out  of  a  job.  There  is  no  sound  reason  why  the 
employee  should  bear  the  full  brunt  of  this  loss.  It  should  be  distributed 
over  the  industry.  Compulsory  insurance  against  at  least  part  of  the 
loss  from  unemployment  has  been  established  in  England  and  other 
European  countries.  Wisconsin  has  endeavored  to  secure  compulsory 
insurance  of  this  character,  but  has  failed  to  secure  its  adoption  by  the 
legislature.18  Such  unemployment  insurance  as  exists  in  the  United 
States  is  the  result  of  the  enlightened  voluntary  action  of  individual 
employers  here  and  there  who  have  installed  their  own  forms  of  insur¬ 
ance,17  and  of  the  collective  bargaining  of  employer  and  employee,  as 

is  E.  H.  Downey,  Workmen’s  Compensation,  p.  21. 

15  See  discussion  by  John  R.  Commons,  in  The  Stabilization  of  Business f  edited 
by  Lionel  D.  Edie. 

ii  Ibid.,  chapter  by  Henry  S.  Dennison. 
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maintained,  for  instance,  in  some  of  the  garment  trades.  In  general, 
however,  unemployment  insurance  is  in  a  backward  stage  in  the  United 
States. 

Insurance  in  its  major  forms  is  a  comparatively  recent  institution. 
It  has  existed  in  limited  degrees  for  a  long  period,  but  only  in  recent 
decades  has  it  become  an  integral  part  of  the  whole  economic  system. 
The  growing  intricacy  of  the  money  economy  has  seemed  to  require  a 
corresponding  development  of  risk  taking  by  means  of  insurance.  The 
pecuniary  technique  is  dependent  upon  an  insurance  technique.  Like¬ 
wise,  group  action  is  seen  to  be  necessary  for  community  well  being  in 
the  modern  complex  society.  Laissez  faire  and  extreme  individualism 
were  perhaps  adapted  to  an  agricultural  type  of  state,  but  they  break 
down  in  the  industrial  type  of  state.  The  industrial  state  requires  the 
combination  of  risks  and  hazards  through  insurance,  to  the  end  that  the 
individual  shall  not  be  forced  to  suffer  intolerable  loss. 

Risk  Taking  and  Speculation. — Certain  forms  of  speculation  repre¬ 
sent  specialization  in  risk  taking.  Speculation  in  produce,  such  as 
cotton  or  wheat,  tends  to  transfer  the  risk  of  marketing  grain  from 
farmers  and  manufacturers  to  specialists  in  risk  taking.  The  speculators 
are  large  scale  buyers  of  products,  who  make  their  purchases  because 
they  have  estimated  that  demand  some  time  in  the  future  will  enable 
them  to  sell  at  a  profit.  The  speculative  community  feeds  out  the  total 
supply  gradually  and  by  small  degrees,  for  if  the  whole  supply  of  a 
commodity,  wheat  for  instance,  were  thrust  upon  the  market  instan¬ 
taneously,  consumers  could  not  take  up  the  supply.  Gambling,  whether 
on  the  market  or  elsewhere,  is  not  to  be  defended.18  But  speculation, 
which  “tends  to  increase  the  supply  of  things  where  and  when  they  are 
likely  to  be  most  wanted,  and  to  check  the  supply  of  things  where  and 
when  they  are  likely  to  be  in  less  urgent  demand,”  is  of  the  utmost 
service  in  keeping  the  adjustments  of  supply  and  demand  gradual  and 
smooth.19  Speculation  which  interprets  market  news  as  only  shrewd 
and  brilliant  experts  can  interpret  it,  and  buys  and  sells  the  country’s 
or  the  world’s  supply  of  a  commodity  at  times  and  prices  which  main¬ 
tain  a  steady  flow  of  goods  toward  the  consumers  who  want  and  need 
them,  is  a  force  for  equilibrium  and  poise  in  the  market.  Speculation 
connotes  in  the  popular  mind  hazard  and  risk  on  a  gigantic  scale.  It  is 
true  that  speculation  entails  enormous  risks,  but  the  risks  are  not  created 
by  speculation.  The  risks  exist  already.  The  risks  of  adjusting  local, 
national  and  world  supply  in  any  commodity  to  local,  national,  and 
world  demand,  exist  from  the  very  nature  of  the  circumstances.20  Specu¬ 
lation  concentrates  the  risks  of  that  adjustment,  but  it  does  not  create 
them.  Take  away  speculation,  and  the  risks  would  still  exist.  But 

is  In  August,  1921,  Congress  passed  a  law  regulating  speculation  and  the 
exchanges.  The  law  restricts  gambling  features  of  dealing  in  futures,  restricts  false 
market  information,  and  aims  to  prevent  market  manipulation. 

19  A.  Marshall,  Industry  and  Trade,  p.  253. 

20  H.  C.  Emery,  Speculation  in  the  United.  States,  p.  141.  “Speculation  consists 
in  assuming  the  inevitable  economic  risks  of  changes  in  value.” 
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they  would  be  scattered,  broadcasted  among  hundreds  of  thousands  and 
millions  of  people  who  have  not  the  genius  to  shoulder  the  risks  effec¬ 
tively.  The  speculator  concentrates  on  his  shoulders  the  natural  risks 
of  production  and  marketing,  and  is  able  to  handle  the  risks  efficiently 
because  of  his  superlative  genius  for  absorbing  and  interpreting  market 
news,  and  of  making  forecasts,  with  scientific  accuracy  and  on  a  gigantic 
scale,  of  the  future  market  needs  of  the  consumers  of  the  world.  The 
less  difficult  adjustments  can  be  made  by  the  interpretation  of  market 
news  which  the  ordinary  man  in  the  market  is  able  to  make,  and  remark¬ 
able  uniformity  of  action  and  judgment  is  arrived  at  in  this  common¬ 
place  way.  But  the  greater  and  more  intricate  adjustments  between 
supply  and  demand  can  be  made  smoothly  only  by  men  who  are  able 
to  assimilate  the  vast  amount  of  data  on  world  markets  and  who  are 
willing  to  shoulder  the  concentrated  risks  of  speculation  in  the  hope  of 
making  large  profits. 

Speculation  in  the  great  produce  markets  makes  possible  a  special 
form  of  risk  transference  known  as  “hedging.”  By  hedging,  a  flour 
manufacturer,  for  instance,  can  buy  cash  grain  as  raw  material  for  his 
mill  at  the  current  price,  and  then  can  make  a  second,  independent 
contract  to  sell  grain  in  the  future.  If  the  price  falls  during  the  next 
few  months,  he  will  have  lost  on  his  cash  grain,  because  he  will  have 
paid  more  than  subsequent  prices  warranted.  But  he  will  make  up  this 
loss  by  his  futures  contract.  When  it  is  time  to  deliver  grain  under 
the  futures  contract,  he  can  buy  the  grain  at  the  low  price  then  pre¬ 
vailing.  But  his  sale  price  will  be  at  the  high  point  fixed  at  the  time 
the  futures  contract  was  originally  entered  into.  What  he  loses  on  cash 
grain,  he  will  make  up  on  futures  grain.  The  making  of  future  sales 
and  purchases  creates  the  possibility  of  hedging,  and  thereby  creates 
the  possibility  of  shifting  risk  from  the  manufacturer  to  the  speculator. 
Numerous  forms  of  hedging  are  practiced,  but  all  have  the  general  effect 
of  shifting  risk  to  the  shoulders  of  those  specialists  who  are  most  able 
and  willing  to  bear  risks. 

Speculation  in  stocks  and  bonds  on  Wall  Street  does  not  always 
lead  to  a  similar  degree  of  risk  transference.  Too  large  a  part  of  stock 
speculation  is  closely  akin  to  gambling.  Underneath  this  surface  of 
gambling,  however,  there  is  a  substantial  element  of  risk  specialization. 
The  risk  of  loss  through  fluctuations  in  security  values  is  concentrated 
in  the  hands  of  stock  exchange  speculators.  Stock  speculation  tends  to 
keep  the  market  values  of  shares  very  close  to  the  true  values  of  those 
shares  as  reflected  in  the  earning  power  of  business. 

The  point  to  be  emphasized  here  is  that  speculation  is  a  form  of 
risk  taking.  A  great  deal  of  speculation  is  a  means  of  shifting  risk  to 
those  who  are  most  willing  and  able  to  bear  it.  Some  kinds  of  so-called 
speculation  are  pure  gambling.  In  general,  speculation  performs  an 
indispensable  and  usefid  economic  function,  in  concentrating  risk  in  the 
hands  of  specialists  in  risk  taking,  who  are  most  competent  to  bear  the 
risks  successfully. 
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Conclusion.— The  looseness  of  so  many  of  the  concepts  which  have 
been  treated  in  this  chapter  does  not  mean  that  such  concepts  are  with¬ 
out  value  in  economic  thought.  They  are,  on  the  contrary,  invaluable, 
as  far  as  they  go.  They  are  indispensable  to  business  analysis,  but  they 
are  not  enough  to  afford  a  complete  and  realistic  understanding  of  the 
profit  economy.  For  the  most  part,  the  present  chapter  has  been  devoted 
to  the  classical  economic  theories  of  profit  and  risk.  These  are  im¬ 
portant  and  essential.  But  they  are  not  enough.  They  leave  a  great 
part  of  the  phenomena  of  profit  unexplained.  They  require  to  be  supple¬ 
mented  by  a  number  of  more  specific  considerations.  They  lead  into 
problems  of  many  kinds,  but  do  not  furnish  a  method  of  solution.  Con¬ 
sequently,  the  following  chapter  endeavors  to  carry  the  analysis  of  profit 
further  by  a  more  concrete  study  of  various  questions.  With  the  present 
chapter  as  a  background,  the  more  concrete  analysis  should  lead  to 
greater  definiteness  in  the  understanding  of  the  whole  subject  of  profit. 
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CHAPTER  XIII 


PROFIT  AND  BUSINESS  PROBLEMS 

Profit,  Money,  and  Prices. — Profit,  viewed  concretely,  is  a  matter 
of  money  and  prices.  It  is  a  matter  of  money,  in  that  it  is  always  a 
sum  of  dollars,  pounds,  francs,  marks,  or  other  financial  units.  Making 
profit  is  making  money.  The  only  way  in  which  a  business  can  get 
profits  is  to  get  dollars.  Nothing  else  counts.  Goods  do  not  enter  into 
profits  unless  they  can  be  converted  into  money.  Property  does  not 
enter  into  profits  unless  it  can  be  sold  for  a  sum  of  money.  In  modern 
business,  profit  is  a  purely  pecuniary  factor. 

Money  profits  are  obtainable  because  of  a  certain  price  relationship. 
This  relationship  is  a  spread  between  cost  prices  and  selling  prices. 
The  margin  between  the  prices  which  make  up  business  receipts  and  the 
prices  which  make  up  business  expenses  is  the  profit  margin.  The  only 
way  known  to  a  modern  business  man  of  gaining  profit  is  to  sell  some¬ 
thing  for  a  price  higher  than  the  price  paid  for  it.  Modern  business 
resolves  itself  into  a  series  of  price  contracts  for  the  purchase  and  sale 
of  goods  and  services  in  terms  of  money.  It  is  a  connected  mass  of 
purchases  and  sales,  and  the  margins  between  different  prices  within 
the  system  hold  out  the  hope  of  pecuniary  profit.  The  width  of  the  price 
margin  is  counted  in  terms  of  money,  and  in  no  other  terms.  The  de¬ 
cisive  consideration  at  every  link  in  the  chain  of  price  bargains  is  the 
spread  between  cost  and  selling  price.  Business  is  dominated  by  the 
quest  for  profit,  and  profit  is  always  a  sum  of  money,  and  this  sum  of 
money  is  always  a  price  spread  created  by  buying  low  and  selling  high. 
This  is  all  there  is  to  gain  or  loss  as  modern  business  reckons  the  matter. 
The  last  term  of  all  transactions  is  the  money  profit  derived  from  the 
price  spread. 

Producing  Goods  versus  Producing  Profits. — Production  involves 
not  merely  the  creating  of  goods  and  services  but  also  the  creating  of 
money  profits. 

Physical  production  of  commodities  is  simply  one  form  and  aspect 
of  production.  From  the  standpoint  of  the  community  at  large,  economic 
welfare  is  served  in  proportion  as  the  output  of  goods  is  great  or 
small.  Emphasis  here  upon  production  as  a  source  of  welfare  is  not  to 
be  taken  as  a  neglect  of  other  equally  important  sources,  such  as  wise 
consumption,  or  equitable  distribution  of  wealth.  At  this  stage  of  the 
analysis,  production  is  the  indispensable  factor  in  welfare.  In  later 
stages  of  analysis,  the  other  factors  will  receive  due  consideration. 
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Physical  production  is  an  industrial  process,  and  includes  the 
processes  of  the  farm,  the  mine,  the  factory,  the  railroad,  and  the 
warehouse.  It  employs  the  physical  sciences  and  the  technique  of  engi¬ 
neering  in  order  to  make  its  processes  effective.  The  measurement  of 
its  volume  reads  in  terms  of  pounds,  yards,  bushels,  carloads.  Its  capital 
equipment  is  tangible  machinery,  buildings,  rolling  stock.  The  criterion 
of  its  effectiveness  is  the  making  of  material  goods  and  commodities  for 
the  use  of  society. 

From  the  viewpoint  of  the  welfare  of  society,  maximum  physical 
production  is  a  primary  desideratum.  But  in  modern  economic  life,  the 
pecuniary  aspect  of  production  has  intervened.  It  has  come  to  dominate 
the  whole  process  of  physical  production.  The  point  of  view  is  business 
profit.  Production  is  the  making  of  money  profit.  Incidentally,  more 
or  less  goods  may  have  to  be  made  in  order  to  make  money  profit,  but 
always  the  making  of  the  goods  is  an  incidental  thing.  The  real  nature 
of  production,  as  business  views  the  matter,  is  the  pursuit  of  profits. 
Business  welfare  is  served  in  proportion  as  the  piling  up  of  profits  is 
great  or  small.  Business  production  is  a  pecuniary  process,  and  includes 
the  strategies  of  cutting  costs,  of  calculating  price  movements,  of  sales¬ 
manship,  and  of  financing.  It  employs  statistics,  accounting,  and  the 
technique  of  pricing,  borrowing  and  lending,  and  buying  and  selling, 
in  order  to  make  its  processes  effective.  The  measurement  of  its  volume 
runs  in  terms  of  dollars  and  cents.  Its  capital  is  stocks,  bonds,  and  val¬ 
uable  property  rights.  The  criterion  of  its  effectiveness  is  dividends, 
surplus,  and  undivided  profits.  The  balance  sheet  and  the  profit  and 
loss  statements  are  its  cardinal  documents.  Pecuniary  profit  dominates 
physical  production.  Business  lets  physical  production  go  forward  just 
in  so  far  as,  by  so  doing,  it  expects  increased  monetary  profits,  but  holds 
physical  production  back  in  so  far  as  that  may  seem  necessary  to  prevent 
a  falling  off  of  monetary  profits. 

“Making  goods  and  making  money  are  both  objective  processes,  at 
some  points  quite  distinct  from  or  even  opposed  to  each  other ;  at  most 
points  running  side  by  side,  concerned  with  the  same  objects  and  super¬ 
vised  by  the  same  men.  AVe  need  clearer  insight  into  the  industrial 
process  of  making  goods  and  the  business  process  of  making  money,  and 
the  way  in  which  both  sets  of  activities  are  related  to  each  other  and 
to  the  individual ’s  inner  life.  ’  ’ 1 

Consequences  of  the  Dominance  of  Pecuniary  Profits. — There  is  no 
single  and  simple  law  governing  the  relation  between  production  and 
profits.  Production  affects  profit  in  a  wide  variety  of  ways.  The  only 
trait  common  to  all  these  ways  is  that  they  affect  profits  by  first  affect¬ 
ing  price  changes  of  some  sort.  The  various  ways  by  which  production, 
through  affecting  price  changes,  affects  profit,  cannot  here  be  enumerated 
in  detail,  but  certain  of  the  more  important  ways  can  be  stated  in  brief 
form. 

i  Wesley  C.  Mitchell,  American  Economic  Review  Supplement,  191G  Volume 
VI,  p.  158. 
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(a)  Profit  Making  by  Increased  Production  of  Goods.  If  a  shoe 
manufacturer  can  make  fifty  cents  on  each  pair  of  shoes  produced,  ob¬ 
viously  the  more  shoes  manufactured,  the  more  total  profit  made.  As 
long  as  a  given  price  spread  on  each  unit  of  product  can  be  maintained, 
the  greater  the  number  of  units  produced,  the  greater  the  total  pecuniary 
profit.  The  rate  of  profit  on  each  unit  of  product  remaining  constant, 
the  greater  the  number  of  units,  the  greater  the  total  profit.  What 
makes  the  profit  is  the  price  spread,  not  the  existence  of  the  goods  as 
such.  Goods  as  such  have  no  claim  to  profit.  Goods  with  a  price  spread 
automatically  yield  profit.  What  leads  to  profit  is  not  the  making  of 
the  goods,  but  the  pricing  of  the  goods  so  as  to  maintain  a  fixed  price 
spread  between  unit  costs  and  unit  selling  prices.  The  profit  making 
is  due  to  the  price  making  relationships,  and  only  incidentally  to  the 
commodity  making  that  is  carried  on.  With  a  given  and  fixed  price 
spread,  increased  production  of  goods  gives  increased  profit. 

Increased  production  may  affect  profits  by  widening  the  price  spread. 
Large  scale  business  commonly  tends  to  decrease  the  unit  costs  of  pro¬ 
duction.  Full  time  operation  of  plant  tends  to  decrease  unit  costs  of 
production.2  When  unit  costs  fall,  the  spread  between  costs  and  selling 
prices  widens,  and  profit  increases.  When  increased  production  takes 
place  under  these  conditions,  it  creates  increased  profit.  If  these  condi¬ 
tions  disappear,  further  production  of  goods  fails  to  yield  further  profit. 
The  price  conditions  and  relationships  are  everything.  The  output  of 
the  goods  themselves  is  purely  incidental  to  the  price  factors  involved. 
Consequently,  under  conditions  of  either  constant  unit  costs  or  decreas¬ 
ing  unit  costs,  selling  prices  remaining  the  same,  profit  making  requires 
the  increased  production  of  goods. 

(b)  Profit  Losing  by  the  Increased  Production  of  Goods.  Increased 
production  leads  to  the  losing  of  profits  by  two  main  results  upon  price 
making.  First,  production  on  a  large  scale  eventually  reaches  a  point 
of  diminishing  returns,  that  is,  of  increasing  unit  costs.  Thereafter, 
each  unit  of  product  bears  a  cost  price  so  high  that  the  margin  between 
cost  and  selling  price  tends  to  disappear.  Increased  production,  which 
increases  the  pricing  of  costs  without  increasing  the  pricing  of  sales, 
leads  toward  loss.  Second,  production  eventually  reaches  a  point  where 
an  over-supply  of  goods  causes  a  slump  in  selling  prices.  Over-produc¬ 
tion  occurs  only  when  the  volume  of  goods  has  this  depressing  effect 
upon  prices.  Increased  production  which  leads  to  decreased  prices  tends 
toward  a  loss  of  profit  by  the  business  man. 

Increased  production  which  results  in  rising  costs  or  in  falling  sales 
prices  threatens  a  reduction  in  profits.  It  is  the  price  relationship  which 
governs  losses  as  well  as  gains.  The  making  of  goods,  essential  and 
indispensable  though  it  may  be,  bears  upon  the  making  of  money  in 
and  through  its  effect  upon  the  making  of  prices. 

2  Even  under  increasing  unit  costs  it  often  pays  to  expand  production,  because 
an  increased  quantity  of  sales  more  than  offsets  the  diminishing  profit  per  unit  of 
product.  Total  profits  may  he  increasing  although  unit  profits  are  decreasing. 
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(c)  Profit  Making  Without  Producing  Any  Goods.  Between  the  fac¬ 
tory,  the  farm,  the  mine,  on  the  one  hand,  and  the  consumer  on  the 
other  hand  lie  a  mass  of  traders,  distributors,  brokers,  speculators,  mid¬ 
dlemen.  Much  of  the  work  of  this  group  is  essential  in  getting  goods 
into  the  hands  of  consumers.  It  is  essential  to  modern  distribution. 
But  much  of  the  work  of  this  group  can  also  be  classed  as  a  waste  of 
distribution.  Countless  traders  are  constantly  on  the  alei’t  for  an  op¬ 
portunity  to  buy  something  low  and  sell  it  high.  They  reap  a  profit.  In 
pecuniary  terms,  they  have  made  a  gain.  In  business  terms,  they  are 
successful.  The  profit,  however,  rests  upon  no  added  production  of  goods 
as  a  result  of  their  effort.  Goods  are  neither  more  nor  less  after  they 
are  through,  but  profits  are  more.  Profit  making  without  goods  making, 
or  without  performing  an  indispensable  function  in  goods  distributing, 
is  a  commonplace  of  the  modern  business  world.  Almost  every  business 
follows  out  the  strategy  to  some  extent,  and  many  business  men  depend 
solely  upon  such  a  strategy.  Taking  advantage  of  price  fluctuations  is 
the  essence  of  profit  making,  regardless  of  whether  commodity  produc¬ 
tion  changes  or  not.  The  tactics  of  pure  business  center  upon  the 
requirements  of  this  great  game  of  price  differentials.  The  ups  and 
downs  of  prices  yield  the  ups  and  downs  of  profits.  How  much  goods 
shall  be  produced  is  a  wholly  subordinate  matter.  Wherever  and  when¬ 
ever  more  profit  can  be  made  without  making  more  goods,  the  goods 
will  not  be  made. 

(d)  Profit  Making  by  Decreasing  the  Production  of  Goods.  The 
essence  of  monopoly  is  the  ability  to  raise  prices  by  arbitrary  lessening 
of  supply.  The  increase  of  prices  follows  from  a  decrease  of  goods. 
The  less  the  goods,  the  higher  the  prices,  and  the  more  the  profits. 

But  the  strategy  of  restricted  production  is  no  longer  confined  to 
monopolistic  business.  Competitive  business  in  the  modern  era  copies 
the  same  strategy.  By  following  the  statistics  of  output  and  of  stocks 
on  hand,  the  individual  competitive  producer  calculates  when  the  time 
has  arrived  for  running  his  factory  or  mine  on  a  part  time  basis.  His 
calculation  is  based  upon  knowledge  of  the  fact  that  unless  he  does 
curtail  his  individual  production,  he  will  find  himself  confronted  with 
a  saturated  market  and  will  be  unable  to  sell  his  product  at  a  profit. 
Throughout  the  industrial  world  we  find  productive  equipment  being 
run  at  only  a  fraction  of  its  full  capacity.  No  matter  how  free  and 
perfect  competition  may  be,  the  individual  firm  decreases  its  production 
from  time  to  time  in  order  to  avoid  a  glutted  market.  It  decreases  pro¬ 
duction  to  avoid  the  calamity  of  overproduction.  This  calamity  is  purely 
a  price  calamity.  Overproduction  is  overproduction  at  prices  which 
would  make  possible  a  desired  profit.  Decreased  production  is  a  policy 
of  individual  competitors  as  a  means  of  maintaining  fair  and  profitable 
prices.  It  has  no  other  justification  and  needs  no  other.  This  justifica¬ 
tion  is  imperative  and  compelling.  When  lessened  production  is  the  one 
true  pathway  to  maintenance  of  prices  and  of  profits,  then  lessened  pro- 
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duction  is  the  orthodox  and  standard  business  policy.  Any  other  would 
be  foolhardy.  This  alone  would  be  discretion. 

(e)  Profit  Making  by  Destroying  Goods  Already  Produced.  Oc¬ 
casionally,  it  is  necessary  in  the  name  of  profit  to  let  apples  rot  on  the 
ground,  to  dump  milk  into  the  gutters,  to  burn  tobacco  in  the  barns,  to 
throw  manufactures  in  the  junk  heap,  in  order  to  hold  prices  up  to  a 
profitable  level.  Such  devices  are  the  exception  and  not  the  rule,  but 
they  are  resorted  to  just  enough  to  make  them  a  significant  part  of  the 
technique  of  profit  making. 

(f)  Profit  Making  by  Intangible  Production.  Modern  business 
contains  a  mass  of  values  which  are  not  material  at  all.  Although  in¬ 
tangible,  they  are  nevertheless  unsurpassed  in  importance  in  the  tech¬ 
nique  of  profit  making.  Here  belong  all  those  intangibles  included  in  the 
sweeping  term,  “good  will.”  Here  belong  the  creation  of  and  traffic  in 
franchises,  rights,  patents,  copyrights,  advantages  of  location,  adver¬ 
tising  reputation.  All  such  items  possess  pecuniary  value.  They  can 
be  bought  low  and  sold  high.  They  provide  opportunity  for  a  price 
spread  between  cost  value  and  selling  value.  They  offer  a  favorite  means 
of  making  a  profit.  They  exist  everywhere  and  in  abundance  in  the 
business  world.  They  surround  at  all  stages  the  physical  process  of 
production,  but  are  separate  from  it.  They  are  a  traffic  in  immaterial 
property  rights  and  values,  and  an  integral  part  of  the  modern  business 
profit  regime. 

(g)  Differences  in  Profit  not  Proportionate  to  Differences  in  Produc¬ 
tion.  A  small  difference  in  production  may  make  an  enormous  difference 
in  profits.  There  are  times  and  places  where  a  decline  of  production 
by  5  per  cent  would  wipe  out  profit  altogether.  On  the  other  hand  a 
wide  difference  in  production  may  make  a  slight  difference  in  profit. 
There  are  times  and  places  when  a  doubling  of  production  would  in¬ 
crease  profits  only  slightly,  if  at  all.  Moreover,  there  are  other  times 
and  places  when  production  of  the  same  amount  of  goods  would  make 
much,  little,  or  no  profit.  One  concern  may  make  a  profit  by  selling 
the  same  goods  at  a  higher  price  than  the  average.  Another  may  make 
a  profit  by  producing  the  same  goods  at  a  lower  cost  than  the  average. 
Production  bears  no  direct  proportion  to  profit.  Production  always 
affects  profits,  but  how  it  will  affect  profit  varies  with  each  particular 
price  relationship.  The  bridge  uniting  production  and  profit  is  the  price 
spread.  Price  relations  are  the  central  uniting  factor  between  making 
goods  and  making  money.  Pecuniary  production  is  profit  making  by 
virtue  of  favorable  price  relationships.  Pecuniary  production  domi¬ 
nates  physical  production.  It  is  well,  therefore,  as  a  next  step  to  examine 
some  of  the  methods  by  which  this  domination  is  made  effective.  We 
have  analyzed  how  production  affects  profit.  We  may  next  analyze  how 
profit  affects  production. 

How  Profit  Affects  Production. — Profit  is  the  actuating  force  in 
business,  production  of  goods  is  incidental.  Making  money  is  the  real 
incentive  to  business  effort,  making  goods  is  one  means  toward  that  end. 
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How  does  this  actuating  force,  this  primary  incentive,  exercise  its 
control  over  production  schedules?  Fundamentally,  we  may  say  that 
the  expectation  of  profit  determines  what  kinds  of  goods  shall  be  pro¬ 
duced  and  how  much  of  them  shall  be  produced.  When  business  men 
expect  that  they  can  make  more  profit  by  making  more  automobiles,  they 
will  make  more  automobiles.  When  they  expect  that  they  can  make 
more  profit  by  making  more  furniture  and  fewer  automobiles  they  will 
plan  production  accordingly.  The  expectation  of  profit  governs  pro¬ 
duction  schedules. 

Emphasis  is  on  expectation  of  profit.  The  expectation  may  fall  short 
of  realization.  It  may  be  utterly  misleading.  But  as  long  as  a  given 
expectation  holds,  it  governs  production  schedules.  The  expectation  is 
based  upon  forecasts,  estimates,  calculations  of  the  future.  These  may 
prove  to  be  wrong.  When  they  are  proved  to  be  wrong,  new  expectations 
of  profit  will  arise,  based  upon  new  forecasts  and  estimates.  The  new 
and  revised  expectations  of  profit  will  govern  new  production  schedules. 
The  expectation,  the  anticipation,  the  forecast  of  today,  govern  the 
production  program  of  today.  The  production  programs  will  be  cor¬ 
rected,  modified,  revised  tomorrow,  when  anticipations  of  profit  are 
corrected,  modified,  revised.  Eight  or  wrong,  false  or  true,  the  prevail¬ 
ing  anticipation  of  profit  rules  the  kinds  and  amounts  of  goods  that 
shall  be  produced. 

The  concrete  effect  of  profit  expectations  upon  production  of  goods 
may  be  seen  by  studying  the  main  variations  which  occur  in  production. 
Previously  in  this  discussion,  fluctuations  have  been  classified  as  secular, 
cyclical,  seasonal,  irregular.  The  effect  of  profit  on  each  of  these  varia¬ 
tions  may  be  observed. 

The  secular  trend  of  production  in  the  aggregate  has  been  steadily 
upward  during  the  last  half  century.  Output  of  goods  has  increased 
at  an  average  rate  of  about  2  per  cent  per  capita  annually.  The  volume 
of  physical  wealth  has  increased  under  the  guidance  of  the  expectation 
of  profit.  The  total  of  commodities  available  for  human  use  has  ex¬ 
panded  under  the  governance  of  the  profit  anticipation.  A  boast  is 
often  made  by  the  staunch  defenders  of  capitalism  that  private  profit 
is  superior  to  any  other  conceivable  system  of  production  control  be¬ 
cause  it  meets  the  acid  test  of  having  turned  out  more  commodities 
than  any  other  business  system  in  human  history.  Proud  of  our  un¬ 
precedented  physical  wealth,  awed  by  the  grandeur  of  our  material 
fortune,  it  is  easy  indeed  to  assume  that  private  profit  is  a  sacred, 
beneficent,  and  glorious  guiding  force.  From  any  scientific  point  of 
view,  we  cannot  subscribe  to  this  enthusiastic  adoration  of  the  profit 
motive.  The  most  that  we  can  do  is  to  acknowledge  the  fact  that  profit 
has  increased  per  capita  wealth.  Whether  profit  expectation  will  con¬ 
tinue  to  do  so  in  the  future,  whether  it  is  superior  to  some  other  method 
of  controlling  production  schedules,  whether  it  is  the  permanent,  in¬ 
evitable,  and  best  device  for  the  purpose,  is  a  highly  controversial  issue. 
We  may  leave  it  for  later  discussion.  Our  only  concern  here  is  to  note 
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the  historical  fact  that  the  secular  trend  of  production  has  shown  a 
marked  increase  under  the  dominance  of  the  expectation  of  profit. 

Moreover,  profit  expectation  has  sifted  and  selected  between  the 
secular  trends  of  different  kinds  of  production.  It  has,  for  instance, 
made  possible  swift  development  of  such  lines  of  production  as  the  rail¬ 
road,  the  automobile,  the  radio.  It  has  caused  a  secular  decline  of 
other  lines  of  production  which  have  passed  their  prime.  The  secular 
rise  and  fall  of  industries  has  obeyed  the  dictates  of  the  expectation 
of  profit.  The  ruling  hand  of  profit  has  ruthlessly  contracted  this  line 
of  production  and  has  vigorously  expanded  that  line  of  production. 
The  secular  increase  or  decrease  of  production  has  been  effectually  ac¬ 
complished  by  the  profit  force.  Profit  has  affected  the  secular  trend  of 
production  in  individual  industries  by  quick  stimulation  of  those  lines 
which  yield  the  hope  of  large  profit,  slow  growth  of  those  lines  which 
yield  mild  profit,  and  decline  of  those  lines  which  yield  inadequate 
profit. 

The  cyclical  fluctuation  of  production  is  discussed  in  detail  in  the 
chapter  dealing  with  business  cycles.  The  series  of  ups  and  downs  of 
production  characteristic  of  the  business  cycle  is  controlled  by  the  profit 
outlook.  Production  in  general  increases  and  prosperity  appears  when 
business  sees  a  bright  expectation  of  profit.  Production  in  general 
decreases  and  prosperity  collapses  and  decays  Avhen  business  sees  a 
dismal  outlook  for  profit.  Production  cycles  are  ruled  by  profit  cycles. 
If  production  this  year  is  10  per  cent  less  than  last  year,  it  is  because 
the  prospect  of  profit  has  darkened.  If  production  this  year  is  10  per 
cent  above  last  year,  it  is  because  the  prospect  of  profit  has  brightened. 

The  profit  cycle  shows  a  much  wider  amplitude  than  the  production 
cycle.  Where  the  rate  of  earnings  on  capital  in  1917  was  around  25  per 
cent,  in  1921  it  was  around  3  to  4  per  cent.  The  rate  in  the  former 
year  was  about  eight  times  as  great  as  in  the  latter  year.  On  the  other 
hand,  the  physical  volume  of  production  was  only  about  one-tenth  greater 
in  the  former  than  in  the  latter  year.  Making  goods  fluctuates  within 
a  much  narrower  radius  than  making  money. 

The  relative  size  of  fluctuations  in  making  goods  and  making  money 
varies  greatly  from  industry  to  industry.  No  uniformity  appears.  No 
stereotyped  relationship  prevails.  The  pecuniary  cycle  dominates  the 
physical  cycle  in  unique  degrees  and  ways  in  each  industry.  The  money 
cycle  dominates  the  commodities  cycle  to  a  different  extent  in  the  case 
of  each  commodity.  But  whatever  the  degree  and  whatever  the  extent, 
the  outstanding  fact  demonstrated  by  modern  statistics  and  by  recurrent 
experience  is  that  the  prospect  of  profit  controls  the  cyclical  fluctuations 
of  production. 

Consequently,  in  answering  our  leading  question,  How  does  profit 
affect  production?  we  come  to  the  conclusion  that  profit  fluctuations  are 
responsible  for  the  production  fluctuations  of  the  business  cycle. 

The  third  type  of  production  fluctuation,  namely,  the  seasonal,  is 
likewise' dominated  by  profit  prospects.  The  majority  of  industries  show 
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some  form  of  seasonal  change  in  production.  Seasonal  production  to 
meet  a  seasonal  market  is  the  requirement  of  profit  considerations.  This 
enforced  seasonal  production  is  not,  however,  a  fixed  and  inescapable 
condition  for  all  industry.  Many  industries  have  found  that  they  can, 
by  modern  methods  of  management,  carry  on  year  around  production 
to  meet  a.  seasonal  market.  Such  a  change  is  made  because,  once  busi¬ 
ness  discovers  it  can  be  made,  the  new  policy  of  continuous  production 
promises  better  profits.  Seasonal  production  remains  seasonal  unless 
and  until  business  sees  a  chance  for  profit  from  making  it  continuous. 
The  elimination  of  seasonal  production  takes  place  if,  when,  and  where 
business  sees  a  chance  for  profit  from  making  the  elimination.  Profit 
expectation  governs  seasonal  production. 

The  fourth  type  of  production  fluctuation,  namely,  the  irregular, 
likewise  follows  the  expectation  of  profit.  AVar  stimulates  production 
because  it  stimulates  the  prospect  of  profit  in  industries  which  cater  to 
the  war  demand.  Unusual  changes  in  the  weather  affect  production 
only  after  it  is  apparent  to  business  how  they  will  affect  profit.  The 
abnormal,  the  unforeseen,  the  unfortunate,  the  extraordinary,  influence 
production  according  as  they  influence  the  prospect  of  profit. 

It  is  obvious,  therefore,  that  the  center  of  initiative  and  guidance  in 
modern  business  is  the  prospect. of  profit.  The  hope  for  the  making  of 
money  is  the  decisive  factor  in  plans  for  the  making  of  goods.  Pecuniary 
factors  rule  the  industrial  factors.  Profit  is  the  nerve  center  of  busi¬ 
ness.  The  orders  for  more  production  or  less  production  emanate  from 
the  offices  where  the  balance  sheets  and  the  profit  and  loss  statements  are 
read.  The  secular,  cyclical,  seasonal,  and  irregular  fluctuations  of  com¬ 
modity  production  are  the  servant  of  profit  making.  The  inner  nature 
of  economic  life  in  modern  society  can  be  understood  only  by  grasping 
the  significance  of  this  pecuniary  sovereignty  in  business. 

Profit  and  Property  Valuation. — Profit  not  only  governs  the  pro¬ 
duction  of  goods,  but  also  governs  the  valuation  of  all  forms  of  property. 
Profit  holds  a  most  important  position  in  value  theory.  The  direct 
determinant  of  the  value  of  industrial,  railroad,  commercial,  or  real 
estate  property,  is  the  expected  ability  of  the  property  to  earn  profit. 
The  value  of  a  factory  hinges  upon  the  amount  of  money  that  can  be 
made  by  its  operation.  The  acid  test  of  valuation  is  its  pecuniary  effec¬ 
tiveness,  and  only  incidentally  and  secondarily  its  mechanical  efficiency. 
The  value  of  a  farm  depends  upon  the  size  of  the  net  returns  which 
the  land  is  capable  of  earning.  Physical  qualities  of  the  property  are 
wholly  subordinate  to  the  profit-earning  qualities  of  the  property. 
Tangible  goods  and  material  wealth  as  such  give  no  clue  to  their  valua¬ 
tion.  Only  the  prospect  of  making  money  from  the  control  of  goods 
and  wealth  gives  the  clue  to  valuation.  The  valuation  of  property  is, 
therefore,  a  monetary  matter  primarily,  and  only  incidentally  a  physical 
or  mechanical  matter.  Money  profits  govern  valuations. 

The  mathematical  device  of  ascertaining  valuation  is  capitalizing  the 
prospective  net  earnings  of  the  property.  The  calculation  involves  two 
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variables,  the  size  of  the  earnings  and  the  rate  of  capitalization.  Thus, 
earnings  of  $100,000  capitalized  at  10  per  cent  would  give  a  valuation 
of  $1,000,000.  If  the  earnings  be  doubled,  and  are  $200,000,  the  rate 
remaining  the  same,  the  valuation  would  be  doubled,  and  would  be 
$2,000,000.  An  increase  of  $100,000  in  earnings  would  bring  an  in¬ 
crease  of  $1,000,000  in  the  valuation  of  the  property.  On  the  other 
hand,  if  the  rate  of  capitalization  be  cut  in  half,  and  be  made  5  per  cent, 
the  size  of  earnings  remaining  the  same,  the  valuation  would  be  doubled, 
and  would  be  $2,000,000.  In  this  case,  without  any  change  in  earnings, 
but  merely  by  a  change  in  the  rate  of  capitalization,  the  value  of  the 
property  would  be  doubled.  A  drop  in  the  rate  of  5  per  cent  brings 
a  change  in  value  of  $1,000,000.  The  valuation  is  the  result  of  the  two 
variables,  earnings  and  rates.  A  rise  in  valuation  may  come  either  from 
a  rise  in  earnings,  or  a  fall  in  the  rate  of  interest,  or  a  combination  of 
both.  Earnings  remaining  the  same,  the  value  of  property  tends  to  be 
greatest  when  the  rate  of  interest  used  as  the  basis  of  capitalization  is 
lowest.  Rates  remaining  the  same,  the  value  of  property  tends  to  be 
greatest  when  earnings  are  highest. 

These  relationships  are  perhaps  best  seen  in  the  values  placed  upon 
corporate  securities  in  the  stock  markets.  These  securities  are  evi¬ 
dences  of  corporate  properties,  tangible  or  intangible,  and  the  prices 
paid  for  the  securities  are  simply  values  of  the  rights  to  share  in  future 
income  of  the  corporations.  The  thing  bought  fundamentally  is  rights 
to  share  in  expected  corporate  profits.  A  share  of  stock  which  entitles 
the  holder  to  share  in  such  profits  as  are  made  derives  its  value  pri¬ 
marily  from  capitalizing  the  prospective  income.  Prices  of  such  stocks 
rise  highest  when  the  anticipation  of  earnings  is  highest,  and  when 
simultaneously  the  rate  of  interest  is  lowest.  Prices  of  such  stocks  fall 
most  sharply  when  anticipation  of  earnings  is  darkest  and  when  simul¬ 
taneously  the  rate  of  interest  is  highest.  The  foundation  of  a  bull 
market  on  the  stock  exchanges  is  a  combination  of  high  prospect  of 
profits  and  low  rates  of  interest.  Conversely,  the  foundation  of  a  bear 
market  is  a  combination  of  low  prospect  of  profits  and  high  rates  of 
interest.  Prices  and  values  reflect  earnings  and  rates.3 

In  applying  the  principle  of  capitalization  of  prospective  profits, 
many  related  factors  have  to  be  taken  into  account.  It  is  not  a  simple 
formula  which  can  be  used  indiscriminately,  automatically,  or  mechani¬ 
cally.  A  mathematician  can  complete  the  purely  arithmetical  computa¬ 
tion  quickly,  but  his  computation  would  be  utterly  misleading  if  that 
were  all  of  the  process.  “Prospect  of  profit”  is  an  unknown  quantity. 
It  can  be  estimated  only  by  shrewd  judges  of  the  market.  It  can  be 
guessed  at  only  by  competent  forecasters  of  business  conditions.  Here 

3  In  strict  economic  word  usage,  earnings  should  he  separated  into  reward  for 
risk  taking,  or  profits;  reward  for  saving,  or  interest;  and  reward  for  manage¬ 
ment,  or  wages  of  management.  This  separation  is  made  in  the  chapter  dealing 
with  Capital  and  Interest.  For  present  purposes,  however,  it  is  less  confusing  to 
use  as  a  thinking  tool  the  general  concept  of  business  profit  as  it  is  understood 
by  the  accountants,  the  speculators,  the  brokers,  and  the  property  market  generally. 
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is  room  for  endless  difference  of  opinion,  for  endless  conflict  in  business 
judgment.  Likewise,  the  rates  of  interest  and  capitalization  are  the 
rates  of  the  future.  They  too  can  he  estimated  and  guessed.  They 
offer  room  for  opinion  and  judgment.  But  the  calculation  looks  to  the 
future.  Whether  we  take  earnings  or  rates,  we  are  obliged  to  look  to 
the  future.  Present  earnings  and  rates  are  involved,  but  more  vitally 
involved  are  the  earnings  and  rates  of  the  future. 

Future  calculations  are  affected  by  a  vast  array  of  factors.  Irregu¬ 
larity  of  the  prospective  earnings,  dividend  histories,  safety  of  prin¬ 
cipal,  marketability,  depreciation,  personnel  of  management,  liens  and 
encumbrances,  inventions  and  patents,  franchises  and  contracts, — all  of 
these  are  involved  in  estimating  future  rates  and  earnings.  The  essential 
fact  here  emphasized  is  that  all  such  related  factors  are  significant  in 
the  value  process  only  in  so  far  as  they  affect  earning  power.  All 
factors  tie  up  to  this  pivotal  factor  of  capitalizing  profits  before  they 
have  a  bearing  upon  valuation.  Consequently,  the  appraisal  of  property 
values  becomes  a  highly  technical  undertaking,  involving  a  right  under¬ 
standing  of  how  each  and  all  of  these  sundry  factors  help  or  hinder  the 
profit  making  power  of  a  given  piece  of  property.  Value  making  in¬ 
volves  all  factors  which  relate  to  profit  making.  What  the  physical 
commodities  are  worth  depends  upon  how  much  money  they  will  make 
for  their  owners.  Things  take  their  values  from  the  dollars  that  can 
be  made  by  possessing  them. 

Under  these  circumstances,  wide  changes  occur  in  the  values  of 
things  without  any  corresponding  changes  in  the  things  themselves.4 
Farm  land  may  rise  and  fall  billions  of  dollars  in  value  without  any 
change  in  acreage ;  corporate  securities  on  the  stock  exchange  may  rise 
and  fall  billions  of  dollars  without  any  change  in  the  physical  plant 
of  the  corporations ; 5  the  national  wealth  may  rise  and  fall  scores  of 
billions  of  dollars  without  any  change  in  material  resources.  The 

4  There  is  nothing  in  the  present  explanation  which  cannot  he  fitted  into  the 
traditional  analysis  of  derived  utility  and  derived  value.  The  author  has  no 
criticism  of  the  soundness  of  the  traditional  utility  analysis,  hut  finds  that 
it  leaves  the  matter  in  a  state  of  vagueness  and  indefiniteness.  In  order  to 
penetrate  the  phenomena  of  modern  property  markets,  it  seems  necessary  to  go 
heyond  the  utility  methods  of  analyzing  value.  It  seems  necessary  to  go  directly 
to  the  heart  of  the  pecuniary  or  business  process  of  valuation.  When  this  approach 
is  taken,  the  emphasis  falls  upon  the  prospective  profits  and  the  rate  of  capi¬ 
talization. 

5  The  value  fluctuations  here  in  question  are  such  as  might  occur  under 
conditions  where  the  price  level  would  he  practically  stationary.  That  is,  they 
are  not  due  to  inflation  or  deflation  of  the  price  level,  hut  to  increase  or  decrease 
of  the  profit  scale.  In  actual  practice,  of  course,  changes  in  the  measuring  stick 
of  value,  due  to  inflation  and  deflation,  complicate  the  process  of  capitalizing  pros¬ 
pective  profits.  They  complicate  the  process,  but  do  not  alter  or  check  it.  For 
instance,  in  the  weeks  immediately  following  the  presidential  election  of  1024,  the 
bright  prospect  of  rising  corporate  profits  and  continued  low  interest  rates  led  to 
an  estimated  increase  in  the  market  value  of  all  securities  listed  on  the  stock 
exchange  of  more  than  $3,000,000,000.  The  physical  plant  of  the  corporations 
represented  was  practically  unchanged,  but  the  values  of  their  securities  were  enor¬ 
mously  changed.  A  mild  increase  in  the  price  level  simultaneously  simply  fortified 
the  more  strongly  the  belief  in  future  rise  of  profits. 
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physical  plant  is  the  same.  The  tangible  goods  are  the  same.  The 
material  equipment  is  the  same.  The  natural  resources  are  the  same. 
The  capacity  to  produce  goods  is  the  same.  But  the  capacity  to  produce 
profits  is  not  the  same  and  therefore  the  value  of  the  entire  physical 
wealth  is  not  the  same.  Physical  goods  versus  monetary  values,  material 
things  versus  dollar  values,  tangible  wealth  versus  pecuniary  wealth, — 
such  are  the  contrasting  aspects  of  the  modern  property  markets.  To 
understand  the  business  aspect  of  modern  economic  life,  one  must  focus 
attention  upon  the  value  making  forces.  Value  making  in  the  business 
sense  is  capitalization  of  prospective  profit  making. 

Profit  and  Wages. — The  struggle  which  persists  between  capital 
and  labor  centers  in  large  measure  upon  a  desire  to  obtain  as  large  a 
share  as  possible  of  the  national  income.  Labor  desires  to  make  the 
share  of  wages  as  high  as  possible.  The  division  of  the  proceeds  of 
industry  is,  therefore,  a  major  point  of  contention.  How  much  shall  go 
to  profit  and  how  much  shall  go  to  wages  are  questions  of  fundamental 
concern.  In  order  to  analyze  the  problem,  it  is  necessary  to  ascertain 
some  of  the  pertinent  facts  bearing  upon  it. 

One  conspicuous  fact  appears  to  be  that  the  division  of  the  national 
income  results  in  considerable  variation  in  the  relative  size  of  profit  and 
wrnges  in  different  years.  In  1909,  wages  and  salaries  constituted  68.7 
per  cent  of  our  national  income.  In  1916  their  share  had  fallen  to  66.7 
per  cent.  But  in  1918,  it  had  risen  to  77.3  per  cent.  The  share  of 
wages  was  nearly  one-sixth  greater  in  1918  than  in  1916.  The  following 
data  show  the  variation  in  the  wage  share  as  compared  with  the  share  of 
management  and  property  from  1909  to  1918.6 

Division  op  Combined  Net  Value  Product  op  Mines,  Factoeies,  and  Land 
Transportation  Between  Earnings  of  Employees  and  Returns  for 
Management  and  the  Use  of  Property,  1909-1918 


Year 

Per 

Cent 

Wages  and  Salaries 

Management  and  Property 

1909 

68.7 

31.3 

1910 

68.8 

31.2 

1911 

72.3 

27.7 

1912 

71.6 

28.4 

1913 

72.0 

28.0 

1914 

73.8 

26.2 

1915 

71.5 

28.5 

1916 

66.7 

33.3 

1917 

68.9 

31.1 

1918 

77.3 

22.7 

fi  National  Bureau  of  Economic  Research,  The  Income  of  the  United  States, 
Vol.  I,  p.  97. 
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The  foregoing  figures  come  down  only  to  the  year  1919.  Similar 
data  computed  by  David  Friday  indicate  that  the  share  of  labor  was 
even  larger  in  1919  than  in  1918. 7  Data  from  the  reports  of  the  Treasury 
Department  on  Statistics  of  Income  indicate  similar  variations  from  1918 
to  1922.  Personal  income  derived  from  dividends  was  14  per  cent  of 
total  personal  income  in  1918,  but  only  10.9  per  cent  in  1919,  10.2  per 
cent  in  1920,  10.6  per  cent  in  1921,  and  10.7  per  cent  in  1922.  While 
dividends  were  becoming  less  important  as  a  source  of  personal  income, 
wages  and  salaries  were  becoming  more  important.  Whereas  wages  and 
salaries  constituted  only  47  per  cent  of  total  income  in  1918,  they 
mounted  to  47.9  per  cent  in  1919,  57.2  per  cent  in  1920  and  59.2  per 
cent  in  1921. 

From  such  data,  it  is  obvious  that  profit  and  wages  do  not  receive 
fixed  proportions  of  the  national  income  from  year  to  year.  In  the  post¬ 
war  period,  labor  received  a  growing  share  of  the  total  income.  In¬ 
deed,  the  share  of  labor  in  this  period  became  unusually  large,  and 
constituted  a  material  improvement  in  the  position  of  labor.  If  labor 
could  hold  the  high  proportion  of  income  which  it  won  during  these 
years,  such  a  favorable  position  would  seem  to  be  a  substantial  achieve¬ 
ment  in  the  direction  of  labor  welfare. 

The  labor  group  bettered  themselves  during  the  post-war  period, 
but  for  a  period  of  two  decades  prior  to  that  time,  labor  had  suffered  an 
opposite  fate.  Year  by  year  the  total  income  of  the  nation  increased, 
but  real  wages  were  either  stationary  or  actually  declining.  Labor’s 
share  of  the  steadily  increasing  national  income  declined.  The  lesson 
of  the  experience  would  seem  to  be  that  labor  cannot  count  automati¬ 
cally  on  receiving  its  proportionate  share  from  an  increase  of  national 
production.  Labor’s  concern  is  not  merely  how  much  shall  be  produced, 
but  how  large  a  share  of  that  product  shall  revert  to  labor.  Profit’s 
concern  is  not  merely  how  much  shall  be  produced  but  how  large  a 
share  of  that  product  shall  revert  to  profit.  The  records  of  the  past 
show  clearly  that  neither  capital  nor  labor  has  received  a  fixed  and  abso¬ 
lute  share.  On  the  contrary,  they  receive  varying  shares  from  year  to 
year,  depending  upon  the  conditions  peculiar  to  the  time. 

7  Distribution  of  Value  added  by  Mining,  Manufacturing,  Railroad  and  Public 
Utility  Corporations. 


Year 

Total  Value 
Added 

Wages 

Taxes 

Interest 

Dividends 

Surplus  less 
Deficit 

1913 

100% 

63.9% 

3.8% 

8.9% 

18.5% 

4.9% 

1916 

100 

56.6 

4.0 

6.0 

14.3 

19.1 

1917 

100 

54.3 

11.5 

3.8 

15.0 

13.4 

1918 

100 

61.0 

13.7 

6.4 

11.7 

8.2 

1919 

100 

70.2 

9.0 

5.0 

11.1 

4.7 

From  David  Friday,  Profits,  Wages  and  Prices,  p.  124. 
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The  drastic  proposal  is  often  made  that  profit  be  considered  an 
unearned  income  and  therefore  be  divided  among  the  laborers  as  in¬ 
creased  wages.  The  chapters  dealing  with  wages  deal  with  this  matter 
statistically.  At  this  point,  we  may  simply  point  out  that  statistics  of 
income  show  that  in  the  aggregate  very  little  increase  in  income  could 
accrue  to  wage  earners  if  profit  were  wiped  out.  The  hope  of  labor 
progress  is  not  from  dividing  profit  up  among  the  masses  in  petty 
amounts.  The  hope  lies  in  an  increase  of  the  aggregate  of  production, 
and  an  assurance  that  labor  shall  receive  its  proportionate  share  of  the 
increase.  A  greater  total  product,  and  an  adequate  share  in  that  total, 
is  the  sound  basis  for  labor  progress.  It  is  certainly  a  more  constructive 
method  than  the  device  of  increasing  wages  by  decreasing  profits.  The 
latter  is  narrowly  limited  in  its  possibilities;  the  former  is  positive  and 
permanent. 

Profit  and  the  Consumer. — There  has  been  a  popular  notion  that 
profit  is  a  tax  on  the  consumer.  To  test  this  notion,  it  is  necessary 
to  discriminate  between  two  classes  or  sources  of  profit.  One  class  of 
profits  undoubtedly  constitutes  a  gouge  out  of  the  consumer.  This  class 
of  profits  includes  gains  from  monopoly  control,  from  unfair  competi¬ 
tion,  from  restraint  of  trade,  from  exorbitant  price  boosting  in  order 
to  take  advantage  of  sudden  spurts  of  demand  or  of  temporary  condi¬ 
tions  of  imperfect  competition.  In  all  such  cases,  profits  do  add  to  the 
expense  of  goods.  They  are  a  kind  of  tribute  exacted  from  the  con¬ 
sumer,  by  virtue  of  the  strategic  advantage  held  by  certain  business 
concerns.  This  power  to  take  toll  of  the  consumer  tends  to  succumb 
to  the  gradual  force  of  competition.  But  the  process  of  competition  is 
so  prolonged  and  delayed  that  a  very  considerable  part  of  business  all 
of  the  time  finds  itself  able  to  make  a  profit  by  adding  to  the  burden 
of  the  consumer. 

A  second  class  of  profits,  on  the  other  hand,  involves  no  added  burden 
to  the  consumer.  Profits  derived  by  producing  at  lower  cost  than  other 
concerns  are  the  gains  of  efficiency.  The  goods  are  sold  at  the  price 
charged  by  other  concerns.  No  price  boosting  takes  place.  Exceptional 
efficiency  and  exceptional  lowness  of  cost  are  the  cause  of  such  profit, 
and  these  in  no  way  constitute  a  gouging  of  the  consumer.  Likewise,  if 
profit  is  made  by  quantity  output,  so  that  a  small  margin  of  profit  is 
made  on  each  unit  of  product  but  a  large  total  profit  is  made  from  the 
great  number  of  units  turned  out,  there  is  no  burden  placed  upon  the 
consumer.  The  profits  are  due  to  the  economies  and  advantages  of 
quantity  production.  Prices  are  not  boosted,  they  may  even  be  lowered. 
Consumers  are  not  taxed.  High  profits  of  this  type  are  not  the  cause 
of  high  prices.  The  profits  of  efficiency  and  of  quantity  output  are  not 
an  added  burden  upon  the  consumer. 

Consequently,  whether  or  not  the  making  of  money  injures  the  con¬ 
sumer  depends  definitely  upon  how  the  money  is  made.  Some  pecuniary 
profit  is  due  to  taking  advantage  of  the  consumer  by  boosting  prices; 
some  pecuniary  profit  is  due  to  cheapening  costs  without  affecting  prices 
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to  the  consumer.  To  test  the  effect  on  the  consumer,  it  is  necessary  to 
make  the  distinction  between  the  two  classes  of  profits. 

Profit  and  Inflation. — In  later  chapters  dealing  with  business  cycles 
and  with  price  movements,  the  fact  is  established  that  profits  are  un¬ 
usually  great  during  a  period  when  prices  in  general  are  rising.  A 
period  when  the  average  level  of  prices  is  rising  is  called  a  period  of 
inflation.  Inflation  gives  rise  to  bountiful  profits  for  the  bulk  of  business 
men.  Deflation,  or  falling  prices,  on  the  other  hand,  gives  rise  to  heavy 
losses  and  to  severe  diminution  of  profits. 

The  reason  is  elaborated  later,8  but  may  be  briefly  stated  here.  When 
prices  are  rising,  business  buys  at  today’s  scale  of  prices.  But  business 
sells  at  tomorrow’s  scale  of  higher  prices.  When  the  price  level  is  rising, 
the  scale  of  selling  prices  tends  to  outdistance  the  scale  of  buying  prices 
for  the  individual  concern.  Inflation  lays  a  perfect  foundation  for  buy¬ 
ing  low  and  selling  high.  Deflation  works  to  an  opposite  result.  Busi¬ 
ness  then  buys  at  today’s  high  prices,  but  sells  at  tomorrow’s  lower 
prices.  Deflation  reverses  the  price  spread,  and  lays  an  inevitable 
foundation  for  buying  high  and  selling  low. 

The  profits  of  inflation  are  unearned  profits.  They  are  unearned  in 
the  sense  that  they  arise  through  no  virtue,  merit,  or  action  of  the 
business  man.  They  arise,  due  solely  to  an  external  cause,  that  is,  to  a 
rising  price  level.  The  business  man  did  not  generate  inflation.  He 
has  no  power  to  bring  it  on  or  to  halt  its  course.  Inflation  is  the  product 
of  excessive  issues  of  bank  credit  and  of  government  notes.  The  banks 
and  the  governments  determine  whether  inflation  shall  exist  or  not. 
They  determine  the  matter  by  the  expansion  or  contraction  of  money 
and  credit.  If  financial  policy  of  banks  and  governments  leads  to  in¬ 
flation,  then  business  reaps  exceptional  profits.  Business  has  done 
nothing  exceptional  to  earn  the  exceptional  profit.  The  only  exceptional 
force,  inflation,  is  one  which  business  did  not  create  and  which  business 
cannot  take  away.  It  has  been  said  that  when  inflation  occurs,  business 
cannot  help  making  profit.  Without  any  superior  efficiency,  without  any 
unusual  effort,  business  then  wins  extraordinary  gains.  Likewise  it  is 
true  that  when  deflation  comes,  business  cannot  help  suffering  losses. 
Without  any  slackening  of  efficiency,  without  any  lessening  of  effort, 
business  then  incurs  extraordinary  losses.  The  profits  of  inflation  are 
unearned  profits ;  the  losses  of  deflation  are  unearned  or  undeserved 
losses.  Profit  and  loss  of  this  kind  must  be  set  down  wholly  to  chance. 

The  profits  of  inflation  are  due  to  no  special  greed  or  avarice  on 
the  part  of  business.  This  fact,  however,  is  not  at  all  conceded  by  public 
opinion.  The  public  fastens  the  stigma  of  profiteering  upon  the  gains 
of  inflation.  During  a  period  of  inflationary  profits,  agitation  runs  high 
for  the  prosecution  of  the  business  concerns  which  are  winning  high 
profits.  The  public  attributes  such  profits  to  selfishness,  to  exploitation, 
to  monopoly,  to  violation  of  the  law,  to  conspiracy,  to  malice  afore¬ 
thought.  But  it  is  not  high  profits  which  make  inflation.  Rather,  it  is 

8  See  below,  p.  521. 
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inflation  which  makes  high  profits.  The  inflation  is  due  to  over-expan¬ 
sion  of  finance,  not  to  greed  for  profit.  The  inflation  is  due  to  a 
cause  which  business  did  not  make  and  which  business  cannot  control. 

The  cause  of  inflation  lies  outside  the  jurisdiction  of  business.  The 

results  of  inflation  fall  into  the  lap  of  business.  The  golden  harvest  of 
profit  goes  to  business.  Rising  prices  showered  rising  profits  down 
upon  business. 

Just  as  the  public  misunderstands  the  cause  of  profiteering  during 
inflation,  so  it  misunderstands  the  proper  remedy.  Instead  of  passing 
laws  to  forbid  further  price  increases,  or  of  bringing  profiteers  into 

courts  for  prosecution,  or  of  preaching  to  business  the  duties  of  self- 

restraint  in  pursuit  of  gain,  the  measure  which  most  of  all  is  needed 
to  deal  with  inflationary  profits  is  to  stabilize  price  levels.  To  stop 
profiteering,  stop  inflation.  To  stop  inflation,  stop  the  over-issue  of 
money  and  credit.  The  technical  consideration  involved  in  such  a  price 
policy  is  taken  up  later  in  chapters  dealing  with  money  and  banking. 
At  this  point,  it  is  sufficient  to  emphasize  the  fundamental  principle 
that  profits  due  to  inflation  can  be  stopped  only  by  first  stopping  inflation 
itself.  Price  stabilization  by  a  suitable  financial  policy  on  the  part  of 
hanks  and  governments  automatically  puts  an  end  to  profiteering.  This 
is  the  logical  economic  method  of  dealing  with  the  situation,  and  makes 
all  other  popular  proposals  irrelevant  and  futile.  When  we  eliminate 
inflation,  we  eliminate  at  the  same  stroke  the  profiteering  which  has 
been  the  creature  of  inflation. 

Profit  and  Government. — Government  policy  relates  to  profit  in  a 
variety  of  important  ways. 

The  Government  may  encourage  and  stimulate  profit  by  legislation 
and  by  administrative  policy.  A  cardinal  example  of  such  help  is  the 
protective  tariff.  Protective  duties  are  aimed  toward  an  improvement 
in  the  profit-making  power  of  domestic  business.  The  method  involved 
is  an  excellent  illustration  of  the  contrast  between  pecuniary  profit  and 
physical  production.  The  tariff  restricts  the  amount  of  tangible  goods 
available  for  the  use  of  the  nation  as  a  whole.  The  rates  keep  goods 
out  of  the  country,  and  limit  the  goods  which  consumers  can  obtain. 
But  this  restriction  of  physical  goods  is  a  direct  pathway  to  an  increase 
of  money  profits.  Business  profit  under  the  tariff  accrues  from  arbi¬ 
trarily  limiting  the  country’s  supply  of  goods.  Likewise,  administrative 
branches  do  all  in  their  power  to  encourage  exports  of  goods.  Business 
profits  depend  upon  the  amount  of  goods  sold.  The  gain  of  society,  on 
the  other  hand,  would  require  not  that  we  get  rid  of  as  many  goods  as 
possible  by  exports,  but  that  we  get  as  many  goods  as  possible  by  im¬ 
ports.  The  whole  network  of  tariffs  is  formed  because  of  the  distinction 
which  is  at  the  heart  of  modern  business,  between  productive  gain  in 
the  physical  sense  and  pecuniary  gain  in  the  money  sense.  The  tariff 
is,  in  essence,  a  governmental  device  for  increasing  money  profit  by  de¬ 
creasing  physical  product.-  Other  measures  of  Government  stimulation 
of  profit  are  common.  One  of  the  most  important  is  scientific  research, 
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fact  finding,  statistical  reports,  and  the  providing  of  fundamental  in¬ 
formation  of  value  to  business. 

Instead  of  stimulating  profit,  the  Government  may  limit  profit  by 
regulation  of  rates  and  prices.  Price  fixing  was  resorted  to  widely 
during  the  World  War,  and  had  a  restraining  effect  upon  the  accumu¬ 
lation  of  business  profits.  In  peace  times,  however,  price  fixing  en¬ 
counters  the  opposition  of  both  business  and  public  opinion.  This 
opposition  is,  of  course,  simply  the  state  of  mind  which  happens  to 
prevail  for  the  time  being.  It  may  be  merely  a  temporary  individual¬ 
ism  ;  it  may  be  a  permanent  individualism.  One  branch  of  enterprise 
does,  however,  come  within  the  scope  of  Government  control.  This 
branch  is  public  utilities.  Federal  and  State  Governments  have  estab¬ 
lished  commissions  empowered  to  set  maximum  rates  for  railroads,  for 
gas,  light  and  heat  companies,  for  street  cars,  for  telephone  and  tele¬ 
graph  systems.  Rate  regulation  is  usually  supposed  to  aim  at  providing 
a  fair  rate  of  profit  on  a  fair  valuation.  What  is  fair  is  capable  of 
widely  different  interpretations.  Perhaps  the  idea  which  runs  most 
commonly  through  definitions  of  fair  rates  is  that  scale  of  rates  which 
will  yield  for  the  bulk  of  the  industry  the  amount  of  profit  necessary 
to  attract  capital  to  that  industry.  The  consensus  of  opinion  among 
public  utility  commissions  has  been  that  the  profit  necessary  to  attract 
capital  is  between  5  and  8  per  cent  on  the  investment.  Rate  regu¬ 
lation  of  public  utilities  has  become  an  accepted  and  established  part  of 
the  technique  of  doing  business. 

A  third  method  of  Government  control  of  profit  is  to  set  the  terms 
and  conditions  under  which  business  may  be  carried  on.  The  common 
law  constitutes  a  mass  of  decisions  affecting  contracts  and  property 
rights.  These  are  a  set  of  rules  for  the  conduct  of  business,  and  are 
the  terms  under  which  business  may  strive  for  profit.  Legislation  against 
monopoly,  restraint  of  trade,  unfair  competition,  collusion  in  price  mak¬ 
ing,  and  the  like  provide  further  rules  for  business  operation.  The 
opinions  of  the  judiciary  constitute  a  vast  array  of  precedents  for  the 
guidance  of  profit  making.  Prosecution  of  law  violation  aims  to  prevent 
illegal  accumulation  of  earnings.  The  law  and  the  courts  lay  down  the 
rules  of  the  game.  Business  is  allowed  to  make  profit  only  by  obeying 
these  specified  rules. 

Finally,  the  Government  may  by  taxation  seize  the  profits  that  have 
been  made.  Progressive  income  taxation,  or  excess  profit  taxation,  ap¬ 
plied  to  the  earnings  of  corporations  and  individual  businesses,  are  the 
most  common  methods  of  taking  profit  away  from  the  concerns  that 
have  made  it.  Even  where  price  fixing  or  rate  regulation  is  in  force, 
many  corporations  are  able,  because  of  low  costs,  to  make  exceptional 
profits.  These  profits  can  in  part  be  diverted  to  Government  revenue  by 
taxation.  Concerns  in  any  line  of  business  which  earn  above  the 
average  profit,  and  especially  those  concerns  in  the  so-called  super¬ 
profit  gi’oup,  are  denied  undue  gains  by  the  inroads  of  taxation.  Such 
taxation,  within  proper  limits,  averts  excessive  inequality  in  profit  mak- 
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ing.  Overdone,  it  stifles  business.  Moderately  done,  it  diverts  ex¬ 
traordinary  personal  gains  to  the  use  of  the  entire  community. 

The  Government  may  stimulate  profit,  limit  and  regulate  it,  set  the 
terms  and  conditions  of  its  accumulation,  or  tax  it  out  of  private  hands 
after  it  has  been  made.  In  any  case,  Government  policy  has  a  funda¬ 
mental  bearing  upon  profit  making.  The  economic  functions  of  Govern¬ 
ment  are  intimately  interwoven  with  the  business  process  of  gain  and 
loss. 

Profit,  Surplus,  and  Dividends. — Profits  after  taxes  are  divided  be¬ 
tween  dividends  distributed  to  stockholders  and  surplus  retained  in  the 
business.  The  following  table  shows  the  proportions  in  which  this 
division  has  been  made  in  different  years.  Also,  it  shows  the  ratio  which 
corporate  surplus  bears  to  total  national  income  in  different  years. 


Year 

Per  Cent  Dividends  and  Surplus  Are 
of  Profits,  Average  All  Corporations  * 

Per  Cent  Corporate  Sur¬ 
plus  is  of  Total  Na¬ 
tional  Income  f 

Dividends 

Surplus 

1910 

58.8 

41.2 

3.86 

1911 

66.6 

33.4 

2.88 

1912 

71.9 

28.1 

2.78 

1913 

69.5 

30.5 

3.00 

1914 

77.9 

22.1 

1.54 

1915 

56.2 

43.8 

4.46 

1916 

42.7 

57.3 

8.57 

1917 

50.2 

49.8 

6.31 

1918 

56.9 

43.1 

2.75 

1919 

63.1 

36.9 

1.97 

1920 

65.0 

35.0 

*  National  Bureau  of  Economic  Research,  Income  in  the  United  States,  Vol.  II,  p. 
327  ;  also  David  Friday,  Profits,  Wages,  and  Prices,  pp.  62,  117,  124. 

t  National  Bureau  of  Economic  Research,  Income  in  the  United  States,  Vol.  I,  p.  35. 


The  bulk  of  the  division  over  this  period  has  centered  within  a  range 
where  from  40  to  60  per  cent  of  profits  is  disbursed  as  dividends.®  The 
proportion  which  goes  to  surplus  depends  primarily  upon  whether  busi¬ 
ness  is  in  a  state  of  prosperity  or  depression.  When  prosperity  is  wide¬ 
spread  and  profits  are  large,  corporations  set  aside  large  reserves.  When 
depression  ensues  and  profits  are  low,  corporations  are  able  to  set  aside 
very  slight  reserves  and  often  are  obliged  to  dip  into  past  surplus  to  pay 
current  dividends.  The  division  of  profits  into  dividends  and  surplus 
largely  reflects  the  ups  and  downs  of  the  business  cycle.9 10 

9  For  statistical  calculations,  see  0.  W.  Knauth,  Journal  of  the  American 
Statistical  Association,  Volume  18,  p.  164  ff. ;  and  W.  I.  King,  idem.,  p.  464  ff. 

10  The  table  at  the  bottom  of  page  238  shows  variations  between  industries  in 
per  cent  of  profits  disbursed  as  dividends  in  1922. 
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This  variation  of  corporate  surplus  is  further  brought  out  by  the 
varying  per  cent  which  corporate  surplus  is  of  national  income.  Cor¬ 
porations  normally  lay  aside  from  2  to  9  per  cent  of  the  national  income 
before  distributing  the  remainder  of  their  net  earnings  to  the  owners 
of  the  business.  The  share  thus  laid  aside  tends  to  be  greatest  when 
the  share  of  the  national  income  going  to  profits  is  greatest.11  Corporate 
surplus  is  greatest  when  profits  are  greatest  and  least  when  profits  are 
least. 

The  greater  part  of  this  surplus  is  reinvested  in  the  business.  It 
is  saving,  devoted  to  the  provision  of  capital.  Profit  put  back  into  the 
business  directly  constitutes  a  most  important  source  of  capital  accumu¬ 
lation.  For  the  decade  ending  1920,  corporations  saved  directly  in 
the  neighborhood  of  40  per  cent  of  their  net  earnings.  If  we  add  to 
this  saving  by  corporations  the  similar  saving  out  of  profit  by  a  wide 
variety .  of  noncorporate  businesses,  the  aggregate  of  business  savings 
out  of  profit  amounted  during  the  period  1909-1917  to  50  per  cent  of  the 
total  savings  of  the  nation.  We  may  conclude,  therefore,  that  one  of 
the  most  important  uses  to  which  profit  is  put  in  modern  business  is 
reserves  for  capital.  Such  capital  expenditures  increase  the  facilities  of 
production,  improve  the  productivity  of  labor,  make  possible  greater  per 
capita  output  of  wealth,  and  augment  the  material  income  of  the  com¬ 
munity  as  a  whole. 


Per  Cent  of  Profits  Disbursed  as  Dividends  in  1922 

Per  Cent  Dividends 


Industry  Are  of  Profit 

Agriculture  and  related  industries  .  43.1 

Mining  and  Quarrying  .  67.4 

All  Manufactures  . .  .  44.9 

Food  Products,  Beverages  and  Tobacco  .  45.9 

Textile  and  Textile  Products  .  42.9 

Leather  and  Leather  Products . 27.6 

Kubber  and  Rubber  Goods  .  25.4 

Lumber  and  Wood  Products  .  45.2 

Paper,  Pulp  and  Products  .  49.2 

Printing  and  Publishing  .  44.8 

Chemicals  and  Allied  Substances  .  52.3 

Stone,  Clay  and  Glass  Products  .  34.2 

Metal  Manufactures  and  others  .  41.1 

Construction  .  43.3 

Transportation  and  other  Public  Utilities .  72.4 

Trade  .  35.1 

Service  .  43.7 

Finance  .  54.1 

All  Others  .  54.7 


Total  .  49.6 


Compiled  from  Senate  Document  No.  85,  on  Distributed  and  Undistributed  Earn¬ 
ings  of  Corporations,  in  the  form  of  a  letter  from  the  Secretary  of  the  Treasury, 
in  response  to  a  Senate  Resolution  of  Jan.  7,  1924. 

ii  See  p.  230  for  table  giving  data  as  a  basis  of  comparison. 
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This  practice  of  business  has  an  important  bearing  upon  the  pro¬ 
posal  often  made  to  increase  wages  by  decreasing  profits.  If  wages 
obtained  in  that  way  were  spent  by  labor  for  immediate  consumption, 
there  would  be  a  famine  of  productive  capital,  a  dearth  of  savings. 
The  inroad  upon  corporate  surplus  would  have  serious  effects  upon 
capital  accumulation.  It  is,  of  course,  conceivable  that  labor  would 
save  its  increased  wages.12  If  labor  saved  an  amount  equal  to  what 
corporate  savings  would  have  been,  obviously  the  total  supply  of  capital 
would  not  be  undermined.  It  would  mean  that  the  same  total  capital 
was  being  provided  but  by  the  channel  of  savings  out  of  larger  wages 
instead  of  surplus  set  aside  out  of  profit.  If  labor  seized  as  much  as 
one-half  of  present  profit,  and  spent  the  amount,  the  result  would  be 
disastrous  to  the  accumulation  of  productive  capital.  If  labor  seized 
one-half  of  present  profit,  and  saved  the  amount,  labor  would  not  thereby 
raise  its  own  standard  of  living  perceptibly.  What  it  saved  it  could 
not  consume. 

However,  in  the  course  of  time,  labor’s  position  would  be  consid¬ 
erably  advanced.  Labor  would  own  a  mass  of  securities  and  properties. 
This  reserve  of  personal  wealth  would  be  a  great  asset  in  the  protection 
of  family  income,  and  in  the  accumulation  of  moderate  individual  for¬ 
tunes.  Moreover,  the  possession  of  all  such  capital  savings  would  give 
labor  an  income  from  owning  which  now  accrues  to  business  concerns. 
If  labor  did  the  saving  which  is  now  done  by  business,  labor  would  reap 
the  interest  and  dividend  returns  on  those  savings  which  now  go  to 
business.  These  considerations  are  important  in  proposals  to  reform  the 
economic  world  by  a  more  democratic  distribution  of  wealth. 

A  further  feature  of  the  situation  is  the  comparative  stability  of 
surplus  and  dividends.13  Accounting  practice  tends  toward  a  policy 
of  maintaining  dividends  as  evenly  as  possible  in  good  and  bad  years 
alike.  This  attempt  to  stabilize  dividends  requires  that  in  times  of  high 
profits,  large  reserves  be  set  aside  against  the  probability  of  low  profits 
in  later  years.  It  also  means  that  in  times  of  low  profits,  the  only 
means  of  keeping  up  dividends  is  by  dipping  into  accumulated  reserves. 
In  many  cases,  dividends  in  poor  years  are  paid  entirely  out  of  past 
surplus.  Surplus  acts  as  a  shock  absorber  between  good  and  bad  years. 
It  is  an  instrument  of  conservative  financial  policy,  and  of  stabilization 
of  returns  to  investors  in  the  business. 

The  uses  to  which  profits  are  put  are  not  fixed  and  stereotyped.  The 
proportion  used  as  surplus  and  dividends  respectively  is  governed  from 
year  to  year  by  the  needs  of  the  business  situation.  These  needs  involve 
capital  accumulation,  emergency  reserves,  and  stability  of  dividends. 

The  Profit  Motive  and  Social  Well-being. — Extreme  opposite  views 
of  the  profit  motive  are  held  by  the  socialist  and  the  capitalist.  The 

12  See  below,  pp.  289,  4 44,  for  data  bearing  upon  the  actual  uses  of  labor  in¬ 
comes  in  modern  wage  groups. 

is  The  diagram  at  the  bottom  of  page  240  showing  net  quarterly  profits  of  the 
United  States  Steel  Corporation  available  for  dividends,  compared  with  dividends 
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profit  motive  receives  from  the  socialist  scathing  denunciation,  from  the 
capitalist  lyric  adulation.  A  comparison  of  these  opposite  views  fur¬ 
nishes  a  basis  for  critical  analysis. 

The  modern  socialist  indictment  of  profit  is  summarized  as  follows 
by  Sidney  and  Beatrice  Webb  in  a  discussion  of  The  Decay  of  Capitalist 
Civilization .14 

In  the  first  place,  the  bulk  of  the  people  live  in  penury  and  a  large  number 
of  them  are  perpetually  threatened  by  starvation.  In  the  second  place,  this 
penury  and  its  accompanying  insecurity  are  rendered  more  hideous  and  humili¬ 
ating  by  the  relative  comfort  and  luxury  of  the  proprietary  class,  and  by  the 
shameless  idleness  of  some  of  its  members.  The  worst  circumstance,  however, 
is  the  glaring  inequality  in  personal  freedom  between  the  propertyless  man 
and  the  member  of  the  class  that  lives  by  owning.  Hour  by  hour,  day  by  day, 
year  in  and  year  out,  the  two-thirds  of  the  nation  who  depend  for  their  daily 
or  weekly  housekeeping  on  gaining  access  to  the  instruments  of  production  find 
themselves  working  under  the  orders  of  the  relatively  restricted  class  of  those 
who  own  these  instruments.  The  sanction  for  the  orders  is  not  legal  punish¬ 
ment,  but,  ultimately,  a  starvation  which  is  supposed  to  be  optional. 

Who  can  measure  the  diminution  in  health,  in  happiness,  in  morality,  and 
in  intelligence  caused  through  the  profit  maker  by  the  defilement  of  air,  water, 
and  land,  and  the  destruction  of  all  amenity  and  beauty  in  the  surroundings  of 
countless  millions  of  his  fellow  citizens?  In  pursuit  of  the  limitless  natural 


actually  disbursed,  indicates  the  policy  of  stable  dividends,  in  spite  of  fluctuating 
profits  and  surplus. 


The  diagram  is  as  compiled  by  the  Poliak  Foundation  from  the  Annual  Reports  of 
the  United  States  Steel  Corporation. 

14  Pp.  xv,  118,  131,  ISO,  105.  See  also  R.  H.  Tawney,  The  Acquisitive  Society, 
and  Bertrand  Russell,  The  Prospects  of  Industrial  Civilization, 
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wealth  of  new  and  slightly  peopled  lands  the  profit  maker  proceeds  with  his 
destructive  process  from  continent  to  continent.  Fur  bearing  and  food  animals 
are  killed  in  season  and  out  of  season,  to  the  point  of  extermination  of  the 
species;  primeval  forests  are  levelled  to  the  ground;  natural  pastures  are 
denuded;  virgin  soils  are  defertilized;  coal  and  metals,  oils  and  gases — all 
reserves  of  potential  power — are  wasted  and  exhausted. 

To  the  capitalist  profit  maker  positive  evil  may  be  a  good.  The  stimulus 
of  profit  making  works  as  potently  in  building  up  the  vast  industry  of  supply¬ 
ing  futile  or  deleterious  patent  medicines,  medicated  wines,  and  proprietary 
cures  for  cancer,  consumption,  gout,  or  rheumatism,  as  in  that  of  feeding  the 
hungry  and  clothing  the  naked.  The  smuggling  of  opium  into  China  or  whiskey 
into  the  United  States,  like  the  manufacture  of  cocaine  in  a  foreign  factory, 
or  the  organization  of  gambling  in  another  country — both  being  against  the  law 
in  the  country  in  which  the  capitalist  happens  to  reside — are  as  legitimate  sources 
of  gain  as  the  growing  of  wheat. 

The  process  of  distribution  developed  by  the  profiteering  system  might  more 
fitly  be  described  as  an  elaborate  system  of  interception  and  blackmail.  The 
open  road  from  the  producer  to  the  consumer  becomes  obstructed  by  a  series 
of  piratical  turnpikes  set  up  by  persons  who  have  neither  made  the  road  nor 
mended  it,  but  predatorily  squatted  on  a  portion  of  it  and  set  up  a  trade  in 
wayleaves. 

The  struggle  for  pecuniary  profit  among  rival  groups  of  capitalist  entre¬ 
preneurs  may  be  recognized  as  having  been  the  most  potent  cause  of  inter¬ 
national  conflicts  including,  in  particular,  the  culminating  conflict  of  1914-1918. 

This  type  of  condemnation  is  not  unlike  the  criticism  of  profit  and 
commercialism  which  has  been  made  by  leading  thinkers  of  the  Orient, 
such  as  Tagore  and  Gandhi.  Tagore  expressed  himself  as  follows  to 
Japan,  in  deprecation  of  their  adoption  of  Western  commercialism: 15 

You  had  your  own  industry  in  Japan;  how  scrupulously  honest  and  true  it 
was,  you  can  see  by  its  products — by  their  grace  and  strength,  their  conscien¬ 
tiousness  in  details,  where  they  can  hardly  be  observed.  But  the  tidal  wave  of 
falsehood  has  swept  over  your  land  from  that  part  of  the  world  where  business 
is  business,  and  honesty  is  followed  merely  as  the  best  policy.  Have  you  never 
felt  shame  when  you  see  the  trade  advertisements,  not  only  plastering  the  whole 
town  with  lies  and  exaggerations,  but  invading  the  green  fields,  where  the 
peasants  do  their  honest  labor,  and  the  hill-tops  which  greet  the  first  pure  light 
of  the  morning.  This  commercialism  with  its  barbarity  of  ugly  decorations  is 
a  terrible  menace  to  all  humanity.  It  is  making  the  cult  of  self  seeking  exult 
in  its  shameless  nakedness.  It  is  carrying  its  own  damnation  because  it  is 
trampling  into  distortion  the  humanity  upon  which  it  stands.  It  is  strenu¬ 
ously  turning  out  money  at  the  cost  of  happiness.  The  vital  ambition  of  the 
present  civilization  of  Europe  is  to  have  the  exclusive  possession  of  the  devil. 

These  are  strong  words  of  condemnation.  From  this  viewpoint,  profit 
making  is  a  vicious  form  of  buccaneering,  tending  to  make  life  “mean, 
nasty,  and  brutish.”  But  these  words  are  the  story  from  only  one 
viewpoint.  At  the  other  extreme,  the  defender  of  capitalism  lauds  the 


is  Nationalism,  pp.  85-86,  128-129. 
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mechanism  of  profit  to  the  skies.  From  his  standpoint,  the  profit  motive 
has  fostered  the  great  mechanical  inventions,  and  has  harnessed  the 
countless  discoveries  of  pure  and  applied  science  to  the  work  of  creating 
wealth.  It  has  multiplied  the  efficiency  of  labor,  and  increased  the  per 
capita  wealth  and  income  of  the  masses.  It  has  developed  our  natural 
resources  and  has  made  them  contribute  to  human  happiness.  It  has 
built  beautiful  cities  and  has  dotted  the  country  with  comfortable  homes. 
It  has  raised  the  standard  of  living  and  flooded  even  the  common  man 
with  comforts  and  luxuries  undreamed  of  by  the  people  of  two  or  three 
generations  ago.  It  has  developed  electrical  communication  and  has 
made  possible  the  automobile,  the  railroad,  and  all  other  means  of  quick 
transpoi'tation.  It  has  built  better,  cleaner,  happier  working  places  in 
which  men  may  toil.  It  has  made  education  available  to  every  child, 
the  rich  and  the  poor  alike.  It  has  increased  the  length  of  human  life, 
and  has  increased  the  health  of  the  people.  It  has  made  us  wealthy 
beyond  compare,  and  has  carried  civilization  to  the  highest  point  of 
achievement. 

These  are  words  of  extravagant  praise.  They  contrast  sharply  with 
the  vehement  criticism  of  socialism.  Both  viewpoints  have  an  under¬ 
lying  element  of  fact,  in  that  profit  has  both  a  good  and  an  evil  aspect. 
But  both  viewpoints  are  misleading,  because  they  deal  with  one  aspect 
alone,  to  the  exclusion  of  everything  else.  Profit  is  neither  so  vicious 
as  the  socialist  paints  it  nor  so  glorious  as  the  capitalist  paints  it. 

Against  these  radical  and  reactionary  notions  of  profit  as  a  back¬ 
ground,  we  may  undertake  a  more  critical  analysis  of  the  matter.  AVhen 
the  profit  motive  is  viewed  objectively,  the  following  conclusions  appear 
to  be  warranted. 

(1)  The  profit  motive  is  continually  changing.  It  means  something 
quite  different  today  from  what  it  meant  a  generation  ago.  It  is  not  a 
fixed,  inborn  instinct,  but  a  changeable,  acquired  habit.  It  is  not  an 
unalterable  predisposition  in  human  nature,  but  an  alterable  custom  in 
human  institutions.  The  profit  motive  is  not  the  same  yesterday,  today, 
tomorrow,  and  forever,  but  is  an  evolutionary  product.  The  loose  notion 
that  human  nature  is  selfish,  and  therefore  that  profit  is  foredoomed 
always  to  be  a  set  lure  of  greed  and  avarice  is  altogether  out  of  keep¬ 
ing  with  the  concepts  established  by  modern  psychology,  history,  and 
anthropology.  These  fields  of  science  point  to  the  conclusion  that  such 
a  phenomenon  as  the  profit  motive  is  whatever  the  customs,  institutions, 
and  folkways  of  a  particular  time  happen  to  make  it.  New  customs  and 
institutions  will  remake  it  into  new  manifestations  and  expressions. 
People  become  accustomed  to  seeking  profit  by  following  the  business 
practices  and  customs  of  a  given  day  and  age.  When  these  practices 
and  customs  develop  and  evolve,  people  become  accustomed  to  seeking 
profit  in  wholly  new  ways.  The  profit  motive  is  not  a  stereotyped,  abso¬ 
lute  motive  written  in  human  nature  but  is  a  plastic,  modifiable  motive 
written  in  contemporary  institutions. 
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(2)  The  area  within  which  the  profit  motive  is  primary  has  been 
considerably  narrowed  in  recent  years.  Public  education,  public  health 
service,  community  recreation,  are  expanding  fields  in  which  the  chief 
incentive  is  not  private  gain  but  some  degree  of  social  gain.  Scientific 
research  and  laboratory  experiment  rest  in  large  measure  upon  intel¬ 
lectual  curiosity  and  the  creative  spirit.  The  conservation  of  natural 
resources  is  a  movement  which  tends  to  restrict  the  profit  motive. 
Government  ownership  and  municipal  ownership  of  business  enterprises 
tend  to  narrow  the  profit  area.  Kegulation  of  public  utilities  by  public 
service  commissions  curbs  the  acquisitive  dispositions  in  that  field.  Con¬ 
sumer’s  cooperation  has  for  one  of  its  chief  aims  the  elimination  of  the 
profit  motive.  A  suggestive  example  of  the  displacement  of  acquisitive 
motive  was  the  attitude  toward  military  service  in  the  World  War. 
The  rank  and  file  of  the  troops  were  not  in  the  service  because  they 
hoped  for  any  acquisitive  gain  or  private  profit.  The  “make  money” 
motive  was  not  their  dominating  incentive.  Of  course,  this  is  not  to 
deny  that  many  of  the  private  interests  at  home  leaned  in  the  direction 
of  profiteering,  but  it  is  to  emphasize  the  incentives  to  duty  of  the  mili¬ 
tary  men  themselves.  These  illustrations  are  sufficient  to  suggest  that 
the  profit  motive  is  largely  institutional  in  nature.  By  changing  insti¬ 
tutions,  we  can  change  motives.  The  profit  motive  can  be  narrowed  in 
area,  and  social  motives  can  be  enlarged  in  area. 

(3)  The  profit  motive  is  in  process  of  being  reshaped  by  certain 
definite  forces  at  the  present  period.  These  may  be  classified  as  volun¬ 
tary  and  involuntary  forces  of  change.  The  voluntary  forces  consist 
of  the  new  codes  of  ethics,  new  trade  customs,  new  conceptions  of  busi¬ 
ness  as  a  profession,  and  new  notions  of  business  honor.  Voluntarily, 
the  various  trades  and  industries  are  developing  standards  of  business 
practice.  These  standards  are  an  evidence  of  the  desire  of  the  profit 
maker  himself  to  square  his  pursuit  of  profit  with  the  well  being  of 
the  community  at  large.  Codes  of  ethics  have  been  established.  The 
underlying  assumption  of  such  codes  is  that  profit  making  can  have  and 
should  have  beneficial  results  for  the  public  as  well  as  for  private  busi¬ 
ness.  Advertising,  for  instance,  has  as  an  industry  repudiated  false  and 
misleading  representation  of  goods.  Dishonesty  has  been  rejected  as 
a  method  of  profit  making,  and  the  rejection  has  been  made  from  within 
the  business.  Another  tendency,  closely  allied  to  new  codes  and  stand¬ 
ards,  is  toward  making  business  a  true  profession.  This  is,  in  large 
part,  due  to  the  influence  of  higher  education  upon  business  thought. 
Schools  of  business,  liberal  colleges,  engineering  schools,  have  imbued 
thousands  of  men  entering  the  business  field  with  the  traditions  and 
ideals  of  the  professions.  The  profit  motive  in  the  hands  of  a  man  who 
views  his  business  as  a  profession  is  wholly  different  from  the  profit 
motive  in  the  hands  of  a  man  who  views  his  business  as  rampant  com¬ 
mercialism.  Still  another  factor  in  voluntary  reform  of  the  profit  motive 
has  been  the  importance  of  good  will  in  business.  Business  which  does 
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not  create  good  will  toward  the  concern  is  unprofitable.  The  surest  and 
truest  way  to  create  good  will  is  to  offer  to  the  public  goods  of  high 
quality  and  service  of  genuine  benefit.  The  way  to  make  profit  is  to 
make  good  will,  and  the  way  to  make  good  will  is  to  make  good  com¬ 
modities  and  render  good  service.  In  all  these  ways,  the  profit  motive 
is  being  reconstructed.  New  standards  of  business  practice,  new  codes 
of  business  ethies,  new  conceptions  of  business  as  a  profession,  new  reali¬ 
zation  of  the  necessity  of  good  will,  are  making  a  new  phenomenon  out 
of  the  profit  motive.  Much  of  the  old  buccaneering  and  chicanery  dis¬ 
appears.  The  new  order  calls  forth  new  modes  of  behavior,  spon¬ 
taneously,  at  the  initiative  of  the  business  men  themselves. 

Simultaneously,  those  portions  of  business  which  are  recalcitrant 
are  being  wdiipped  into  line  by -certain  forms  of  compulsion.  The  most 
potent  form  of  compulsion  is  the  law.  Legislation  and  the  decisions  of 
the  courts  have  built  up  a  mass  of  commandments  which  business  must 
not  transgress  in  the  pursuit  of  profit.  Laws  regulating  the  quality  of 
products,  the  fairness  and  unfairness  of  competition,  the  terms  of  con¬ 
tracts,  the  rights  of  property,  the  exploitation  of  natural  resources,  the 
treatment  of  labor,  and  multitudinous  other  aspects  of  business  pro¬ 
cedure,  have  tended  more  and  more  to  narrow  the  range  of  predatory 
and  pernicious  activity.  Acts  which  injure  the  community  come  under 
the  ban  of  the  State.  Profit  making  by  disservice  to  the  public  is  pro¬ 
scribed.  Business  crime  and  business  immorality  are  increasingly  under 
the  control  of  the  State.  In  addition  to  the  law,  various  private  social 
groups  have  been  able  to  bring  pressure  to  bear  in  the  direction  of  better 
business  practices.  Labor  unions,  for  instance,  have  directly  or  in¬ 
directly  brought  effective  pressure  to  bear  in  the  direction  of  better 
treatment  of  labor.  Consumers’  organizations  have  brought  effective 
pressure  to  bear  in  the  direction  of  better  service  to  the  consumer. 
Hundreds  of  such  organizations  exist,  for  the  purpose  of  using  influence 
to  improve  the  conduct  of  business.  Faced  with  such  organized  power, 
business  has  been  compelled  to  adopt  improved  methods  of  operation. 
Business  is  on  the  defensive,  and  concessions  are  often  made  grudgingly, 
but  the  forces  of  progress  have  proved  insurmountable. 

(4)  Profit  is  not  incompatible  with  service.  Profit  and  service  are 
not  antithetical  terms.  It  is  true  that  some  profit  is  gained  without 
rendering  any  service.  But  it  is  just  as  true  that  a  great  body  of 
profit  is  gained  by  rendering  service.  Profit  by  service  is  in  process 
of  evolution.  We  are  still  far  short  of  the  ideal.  We  require  much 
further  progress.  But  we  should  not  blind  ourselves  to  the  fact  that 
progress  is  possible.  The  narrow  notion  that,  with  human  nature  as  it 
is,  progress  in  profit  behavior  is  impossible,  must  be  relegated  to  the 
scrap  heap  of  exploded  shibboleths. 

(5)  Progress  in  the  profit  motive  depends  upon  reconstructing  the 
working  rules  of  profit  making.  The  working  rules  of  behavior  can  be 
modified  to  meet  the  requirements  of  social  need  and  yet  at  the  same 
time  yield  adequate  profit  to  business.  Profit  by  service  does  not  neces- 
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sarily  mean  lessened  profit.  It  may  mean  the  same  profit,  but  secured 
by  a  different  method  of  conducting  business.  It  may  mean  more  profit, 
due  to  the  discovery  that  methods  which  render  service  are  the  very 
methods  which  yield  maximum  profits.  Therefore,  in  proposing  that 
profit  behavior  be  modified  so  as  to  meet  the  tests  of  service,  we  are  not 
proposing  that  profit  shall  be  altered  in  amount.  Profit  by  service  may 
be  less,  or  it  may  be  the  same,  or  it  may  be  greater,  than  profit  by  dis¬ 
service.  The  profits  of  certain  kinds  of  business  would  be  less,  but  the 
profits  of  the  new  kinds  of  business  which  took  their  places  would  per¬ 
haps  be  more.  The  profits  of  predatory  business  would  suffer,  but  the 
profits  of  useful  business  would  benefit.  The  total  of  profit,  the  aggre¬ 
gate  for  all  concerns  might  be  the  same  as  now,  or  more  than  now. 
The  thing  to  be  changed  is  the  technic  of  making  profit,  not  necessarily 
the  amount  of  the  profit  to  be  made. 

What  are  some  of  the  alterations  in  profit  behavior  which  might  serve 
the  demands  of  human  welfare  better,  but  which  would  not  threaten  to 
undermine  the  necessary  volume  of  profits  themselves?  The  following 
are  mentioned  as  suggestive  illustrations:  Displacing  commercial  bribery 
by  commercial  honesty ;  remedying  excessive  inflation  and  deflation  by 
stabilization  of  the  price  level ;  overcoming  unemployment  by  unemploy¬ 
ment  insurance,  and  by  control  of  the  business  cycle ;  solving  the  con¬ 
trast  between  producing  what  pays  best  and  producing  what  people 
need  most,  by  giving  to  the  people  wdio  need  goods  most  the  money 
incomes  wherewith  to  pay  for  the  goods,  through  a  more  democratic 
distribution  of  income;  superseding  the  policy  of  producing  as  few 
goods  as  possible  to  be  sold  at  as  high  a  price  as  possible  by  the  policy 
of  quantity  production  of  as  many  goods  as  possible  at  as  low  a  price 
as  possible ;  substituting  for  old  individualistic  chaos  the  organized  co¬ 
operation  of  trade  associations;  abolishing  old  methods  of  suppressing 
labor  and  installing  new  methods  of  caring  for  the  human  element  in 
production,  such  as  personnel  administration,  and  vocational  selection ; 
guaranteeing  standards  of  quality  instead  of  permitting  shoddy  and 
adulterated  goods  upon  the  market.  Such  a  list  could  be  extended  at 
great  length.  The  new  policies  do  not  involve  less  profits  but  they  do 
involve  more  welfare.  The  improved  methods  of  profit  behavior  do  not 
endanger  necessary  profits  but  they  do  insure  social  well  being.  Progress 
is  not  a  question  of  throttling  and  stifling  profit;  it  is  a  question  of 
stifling  one  kind  of  profit,  predatory  profit,  and  of  stimulating  another 
kind  of  profit,  welfare  profit.  The  warfare  is  not  between  profit  and 
service,  but  between  two  kinds  of  profit — between  profit  which  exploits 
the  community  on  the  one  hand  and  profit  which  enriches  the  com¬ 
munity  on  the  other  hand.  The  story  of  progress  is  a  struggle  for  the 
survival  of  the  fittest,  and  the  great  contenders  are  not  profit  and  anti¬ 
profit,  but  sound  profit  and  unsound  profit.  The  profit  motive  is  what¬ 
ever  the  outcome  of  this  struggle  makes  out  of  it.  The  new  modes  of 
asserting  the  profit  motive  can  be  good  for  the  community  and  at  the 
same  time  good  for  business. 
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This  statement  of  the  case  rests  upon  a  discrimination  between  profit 
and  profit.  Profit  is  a  coat  of  many  colors.  Some  profit  promotes  wel¬ 
fare  ;  some  profit  subverts  welfare.  Changing  institutions,  changing 
codes  of  ethics,  changing  trade  customs,  changing  market  rules,  changing 
concepts  of  professional  conduct,  changing  personnel  in  the  leadership 
of  industry, — all  of  these  factors  tend  to  make  profit  more  promotive 
and  less  subversive  of  welfare.  This  is  the  line  of  evolution  in  profit 
behavior.  This  is  the  direction  of  progress. 

Conclusion. — The  foregoing  discussion  is  not  to  be  taken  as  a 
defense  of  capitalism.  It  is  not  conceived  in  a  spirit  of  defense  of 
any  particular  form  of  economic  society.  Nor  is  it  offered  as  in  any 
way  a  refutation  of  the  attacks  of  socialism.  It  is  unsafe  even  to  claim 
that  one  is  scientific  in  method  when  such  broad  generalizations  are  being 
dealt  with.  But  it  is  safe,  and  scientific  as  well,  to  apply  a  purely 
objective  analysis  to  modes  of  behavior.  Behavior  with  respect  to  the 
profit  motive  is  an  objective  phenomenon.  Viewing  such  an  objective 
fact  in  light  of  what  we  know  of  psychology,  history,  and  anthropology, 
we  are  bound  to  face  the  evolutionary  character  of  profit  behavior. 
The  modes  of  behavior  can  and  do  change.  This  declaration  above  all 
others  we  can  make  bold  to  emphasize.  This  objective  view  of  the 
processes  of  history  in  the  field  of  profit  making  is  indispensable  to  a 
realistic  analysis  of  all  propositions  set  forth  by  reformers  and  conserva¬ 
tives.  It  is  the  nugget  of  fact  which  underlies  heresies  as  well  as 
orthodoxies.  No  matter  what  opinions,  creeds,  and  dogmas  one  may  be 
drawn  towards,  this  evolutionary  aspect  of  profit  behavior  should  be 
held  in  the  forefront  of  reflection. 
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CHAPTER  XIV 


PRINCIPLES  OF  CAPITAL  AND  INTEREST 

Some  Definitions  and  Distinctions. — Capital  refers  to  that  part  of 
production  which  is  not  currently  consumed.  This  excess  of  production 
over  consumption  accumulates  over  the  years,  and  in  spite  of  losses, 
wastage  and  depreciation,  forms  a  growing  stock  of  wealth.  One  form 
of  capital  is  producers’  goods,  wdiich  includes  all  goods  used  in  the 
production  of  further  wealth,  as  for  example,  tools,  machinery,  build¬ 
ings,  railroads,  raw  materials.  Another  form  of  capital  is  durable  con¬ 
sumers’  goods,  which  includes  all  goods  designed  for  consumption  but 
which  yield  their  uses  to  consumers  only  over  a  prolonged  period  of 
time,  as  for  example,  houses,  automobiles,  furniture.  The  economic 
system  is  characterized  by  a  large  equipment  both  of  producers’  goods 
and  of  durable  consumers’  goods,  and  it  is  this  equipment  which  makes 
up  the  national  stock  of  capital. 

Interest  is  the  price  paid  for  the  use  of  capital.  Although  interest 
is  commonly  quoted  as  a  per  cent  or  rate,  this  custom  should  not  obscure 
the  fact  that  interest  is  a  price.  As  a  price,  interest  is  subject  to  certain 
influences  of  supply  and  demand,  aiad  under  these  market  influences 
undergoes  fluctuations  and  shows  trends  and  movements  in  the  same 
manner  as  any  other  price.  Discount  is  a  special  form  of  interest,  the 
chief  distinction  being  that  discount  is  interest  deducted  from  the  prin¬ 
cipal  of  the  loan  in  advance,  whereas  interest  proper  is  added  to  the 
principal  at  maturity. 

In  the  everyday  thought  of  the  business  man,  capital  is  synonymous 
with  money.  The  business  man  borrows  money,  figures  interest  as  a 
rate  on  money,  considers  money  “easy”  when  rates  are  low  on  the 
“money  market”  and  “tight”  when  rates  are  high,  and  finally  thinks 
of  the  borrowed  money  or  credit  as  his  business  “capital.”  On  second 
thought,  however,  it  must  be  obvious  that  the  real  motive  of  the  loan  is 
not  the  money  as  an  end  in  itself,  but  the  money  as  a  means  of  pur¬ 
chasing  power  over  goods  or  property  to  be  used  in  the  conduct  of 
business.  What  is  actually  borrowed  is  purchasing  power  over  capital 
goods,  and  the  amount  of  the  money  loan  is  gauged  according  to  the 
amount  of  goods,  services,  and  property  which  the  business  man  requires 
for  the  furtherance  of  his  productive  enterprise.  Clearly,  then,  if  the 
money  supply  of  a  country  were  doubled,  but  there  were  no  increase  in 
the  supply  of  those  forms  of  property  which  are  classed  as  capital,  the 
mere  money  increase  would  not  signify  at  all  a  capital  increase.  Much 
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confusion  of  thought  can  be  avoided  by  keeping  steadily  in  mind  the 
distinction  between  dollars  and  capital  goods. 

Capital  may  be  further  classified  as  fixed  and  circulating.  Fixed 
capital  includes  goods  which  are  in  more  or  less  permanent  forms,  such 
as  machinery,  buildings,  railroads.  They  are  represented  in  the  invest¬ 
ment  market  by  bonds,  stocks,  or  mortgages.  They  require  long-time 
loans  and  investments,  and  it  is  the  banking  function  particularly  of 
savings  banks,  insurance  companies,  and  investment  banks  to  accumulate 
the  savings  of  the  people  seeking  long-term  investments.  Within  recent 
years  the  commercial  banks  themselves  have  stepped  outside  their  strictly 
short-term  commercial  credit  field  and  have  directed  a  considerable  part 
of  their  funds  toward  the  investment  market.  Circulating  capital  differs 
from  fixed  capital.  Circulating  capital  includes  goods  which  are  still 
in  the  process  of  production  or  distribution.  It  refers  to  raw  materials, 
goods  in  the  process  of  manufacture,  consumers’  goods  which  are  in  the 
hands  of  dealers.  The  whole  mass  of  current  materials  in  process  of 
being  mined,  or  transported,  or  manufactured,  or  marketed  belongs  to 
circulating  capital.  Loans  to  give  purchasing  power  over  such  current 
capital  come  chiefly  through  the  commercial  banks  of  the  country.  Other 
terms  often  applied  to  this  form  of  capital  are  “floating  capital,’’ 
“working  capital,”  “liquid  capital,”  and  “commercial  capital.”  Com¬ 
mercial  loans  are  short-term  loans,  thirty,  sixty,  or  ninety-day  advances 
and  three-  to  six-months  loans  being  common. 

A  manufacturer  borrows  funds  to  buy  certain  raw  materials  and 
finance  the  operation  of  his  factory.  At  the  end  of  three  months  he 
has  sold  the  finished  product  to  a  dealer,  and  the  payment  from  the 
dealer  supplies  him  with  funds  wherewith  to  meet  his  loan  at  the  bank. 
The  dealer,  we  will  assume,  borrows  from  his  bank  in  order  to  pay  for 
the  goods.  As  soon  as  he  can  sell  to  retailers  and  collect,  he  has  funds 
wherewith  to  retire  his  loan  at  the  bank.  The  retailers,  we  will  assume, 
borrow  from  their  banks  in  order  to  pay  for  the  goods,  but  as  soon  as 
they  can  sell  to  consumers  and  collect,  they  have  funds  wherewith  to 
retire  their  loans  at  their  banks.  Short-term  loans,  goods  being  rapidly 
turned  over,  loans  being  liquidated,  renewed  and  reliquidated  all  down 
the  line  from  mine,  farm,  and  factory  to  retail  dealer, — such  is  the  pic¬ 
ture  of  circulating  capital. 

Corresponding  with  varieties  of  capital  are  varieties  of  interest  rates. 
There  is  not  one  interest  rate  in  the  market,  but  many  rates.  The  call 
rate  is  that  on  demand  loans,  used  chiefly  in  the  United  States  for  specu¬ 
lation  on  the  Wall  Street  Stock  Exchange.  The  rates  on  short-term 
commercial  paper  differ  because  of  differences  in  security  or  in  length 
of  term.  The  forms  of  commercial  paper  include  banker’s  acceptances, 
trade  acceptances,  bills  of  exchange  and  promissory  notes.  Rates  on 
different  grades  of  bonds,  preferred  stocks  and  common  stocks  differ 
widely.  Different  capital  markets  have  different  interest  rates,  bi;t 
although  there  are  unique  conditions  of  supply  and  demand  controlling 
each  rate  there  is  at  the  same  time  a  rough  and  general  correspondence 
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between  all  rates,  so  that  a  general  trend  high  or  low  is  likely  to  be 
reflected  in  the  course  of  time  throughout  all  interest  rates.  There  are 
individual  deviations  and  fluctuations,  but  underneath  these,  a  funda¬ 
mental  unity.  The  general  movement  of  all  rates  is  as  important  to 
study  as  the  peculiarity  of  a  particular  rate. 

Development  of  a  Theory  of  Interest. — How  to  justify  interest  has 
been  a  most  baffling  problem  in  the  development  of  economic  theory. 
Aristotle  wrote  of  interest,  or  “usury,”  as  an  attempt  to  cause  the  “birth 
of  money  from  money,”  a  scheme  most  unnatural  and  unjust  from  his 
viewpoint,  for  money  by  its  very  nature  could  not  “breed  an  increase.” 
The  Church  during  the  Middle  Ages,  seeing  usurers  and  pawnbrokers 
exact  cruel  terms  on  loans  to  the  poor,  condemned  all  interest  as  a  sin 
against  God,  and  a  violation  of  the  word  of  the  Scriptures.  Interest 
was  prohibited,  as  being  a  parasitical  charge  due  to  fraud  and  force, 
without  any  service  rendered.  It  was  declared  a  price  paid  for  time, 
a  good  common  to  all,  and  therefore  a  price  without  justice  or  warrant. 
However,  in  spite  of  theories  and  laws  of  condemnation,  interest  never¬ 
theless  flourished,  and  wherever  markets  and  trade  grew  up,  the  mer¬ 
chants  practiced  the  giving  and  taking  of  interest.  With  the  expansion 
of  commerce  after  the  Middle  Ages,  there  was  a  similar  expansion  of 
lending  and  interest  taking.  Gradually  the  force  of  practice  and  of 
commercial  fact  battered  down  the  hostile  theories,  and  the  great  thinkers 
of  the  classical  economy  built  up  a  set  of  theories  in  vigorous  defense 
of  the  necessity  of  interest.  Modern  business  accepts  interest  as  a  matter 
of  course,  and  discussion  of  the  ultimate  necessity  or  ethical  soundness 
of  interest  is  somewhat  remote  from  the  everyday  point  of  view  of  the 
business  world. 

Various  writers  have  stressed  particular  phases  of  interest  theory. 
The  productivity  theory  of  capital  emphasizes  that  interest  is  paid 
because  capital  produces  new  wealth.  Labor  working  with  tools  and 
machinery  can  produce  more  than  labor  working  without  these  aids. 
The  difference  between  the  productive  capacity  of  labor  unassisted  and 
labor  assisted  by  capital  is,  therefore,  due  to  capital,  and  its  owner  is 
entitled  to  payment  for  this  service.  The  payment  takes  the  form  of 
interest.  This  theory  is  limited  as  an  explanation  of  interest  since  it 
does  not  explain  why  the  value  of  the  finished  product  is  greater  than 
the  value  of  the  original  capital  consumed  in  making  it.  To  answer 
this  question  and  arrive  at  the  real  nature  of  “productivity,”  economists 
have  evolved  the  theories  described  in  later  parts  of  this  section. 

In  spite  of  this  limitation,  the  emphasis  upon  the  aid  of  capital  in 
production  has  had  the  great  beneficial  influence  of  placing  attention 
upon  the  vital  importance  of  capital  in  modern  industrial  progress. 
The  use  of  capital  has  enabled  labor  to  increase  the  production  of  the 
industrial  nations,  and  by  so  doing,  has  raised  the  standard  of  living 
for  the  laboring  classes  as  well  as  for  the  owning  classes.  Bohm-Bawerk, 
in  his  classical  analysis  of  interest  and  capital,  termed  the  capital  process 
of  production  “roundabout  production,”  since  if  a  person  desires  a 
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certain  good,  it  is  best  to  “make  first  another  good,  and  then,  with  its 
assistance,  the  good  he  wishes.”  That  is  to  say,  the  most  efficient  method 
of  making  shoes  is  first  to  make  tools  and  machines  for  the  manufacturing 
of  shoes,  and  then  to  use  these  capital  instruments  for  the  making  of 
shoes.  Such  roundabout  methods  lengthen  the  time  factor  in  production. 
By  the  time  factor  is  meant  not  merely  the  time  required  to  make  the 
shoes  after  the  machinery  is  constructed  and  ready  for  operation.  The 
time  factor  begins  with  the  construction  of  the  tools  and  machinery,  the 
production  of  the  hides  for  leather,  the  erection  of  the  factory  building; 
and  ends  only  when  the  shoes  are  in  the  hands  of  the  ultimate  consumers. 
The  lengthening  of  the  time  factor  from  the  beginning  of  the  making  of 
the  capital  goods  to  the  end  of  the  process  of  distributing  the  finished 
product,  has  lengthened  the  period  of  waiting  required  of  capitalists,  but 
it  has  greatly  increased  the  nation’s  total  productive  capacity.  By  this 
method,  with  the  same  expenditure  of  energy,  more  or  better  goods  can 
be  produced.  In  considering  ways  and  means  of  increasing  wages  in  the 
future,  we  shall  need  always  to  bear  in  mind  that  fundamentally  such 
an  increase  depends  upon  an  increase  in  the  volume  of  production  by 
improved  and  enlarged  uses  of  capital.  Not  less  capital,  but  more 
capital  and  more  and  more  effective  forms  of  capital,  give  the  sources 
of  future  progress  for  labor  and  for  all  other  groups. 

Many  economists  who  have  not  found  the  productivity  theory  fully 
satisfying  have  been  attracted  by  the  reward  for  abstinence  theory. 
Senior,  for  instance,  stressed  the  universal  temptation  to  consume  im¬ 
mediately  all  the  goods  in  a  person’s  income.  To  abstain  from  this 
immediate  enjoyment,  the  person  must  be  offered  some  ulterior  reward, 
and  interest  furnishes  such  a  reward.  This  “postponement  of  consump¬ 
tion”  enables  business  men  to  devote  the  unconsumed  product  to  pro¬ 
duction  during  the  period  of  waiting.  Every  man’s  impatience  to  con¬ 
sume  his  entire  income  as  quickly  as  possible  is  said  to  be  held  in  check 
by  the  prospect  that  in  the  future  his  saving  will  return  to  him  not 
merely  the  amount  originally  saved  but  something  over  and  above  the 
original  amount, — interest.  Interest  came  therefore  to  be  looked  upon 
as  a  price  paid  for  abstinence.  Unfortunately  the  word  “abstinence” 
had  the  connotation  of  some  superior  moral  virtue.  Indeed  abstinence 
finally  came  to  be  vaunted  as  a  splendid  ethical  or  spiritual  trait,  and 
everybody  who  abstained  in  the  hope  of  drawing  interest  came  to  be 
praised  and  lauded  as  a  citizen  who  had  rendered  strenuous  and  sacri¬ 
ficial  service  to  society.  This  viewpoint  of  capitalist  society  was  not 
checked  even  though  there  were  sharp  logical  attacks  upon  it  by  the 
Socialists,  and  such  brilliant  sarcasms  against  it  as  Lassalle’s  dubbing  of 
the  Kothsehilds  as  the  chief  abstainers  of  Europe.  If  we  abandon  the 
term  “abstinence,”  and  use  the  term  “waiting,”  the  inference  of  any 
moral  virtue  is  avoided.  Waiting  is  scarce,  and  as  in  the  case  of  any 
article  showing  scarcity  of  supply,  a  certain  price  is  necessary  to  induce 
adequacy  of  supply.  It  is  the  scarcity  of  waiting  and  not  any  possible 
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moral  virtue  connected  with  it  which  commands  a  price  in  the  form 
of  interest. 

In  addition  to  the  productivity  and  the  abstinence  theories,  econo¬ 
mists  have  worked  out  a  theory  based  upon  undervaluation  of  the 
future.  In  many  respects  it  is  closely  similar  to  the  earlier  theories. 
The  writings  of  Bohm-Bawerk  have  been  devoted  to  an  extended  state¬ 
ment  of  this  theory  of  the  nature  and  necessity  of  interest.  It  is  declaimed 
that  we  attach  a  less  importance  to  future  pleasures  and  pains  simply 
because  they  are  future,  and  in  the  measure  that  they  are  future.  Present 
goods  are,  as  a  rule,  worth  more  than  future  goods  of  like  kind  and 
number.  The  source  of  interest  is  this  difference  in  valuation  of  present 
and  future  goods.  That  part  of  a  person’s  income  which  is  not  spent 
for  present  consumption  but  is  saved  and  devoted  to  production  for  a 
certain  period  of  time  is  presumably  to  be  paid  back  to  the  saver  at  some 
future  time,  when  he  may  use  it  for  consumption  purposes.  But  the 
future  joys  of  consumption  are  remote  and  vague,  and  in  order  to  per¬ 
suade  the  saver  to  wait  for  these  joys  and  pleasures,  it  is  necessary  to 
assure  him  a  greater  future  volume  of  goods  than  the  volume  of  his 
present  savings.  This  extra  amount,  necessai-y  to  make  future  or  post¬ 
poned  consumption  equal  in  attractiveness  to  present  consumption,  is 
the  interest  factor.  Hence,  interest  rests  upon  a  trait  in  human  nature, 
a  psychological  fact,  permanent  and  indestructible.  If  these  phases  of 
the  theory  are  granted,  then  it  follows  that  interest  would  be  a  necessity 
under  Socialism  or  any  other  system,  for  it  is  grounded  in  a  permanent 
fact  in  human  nature  itself.  This  entire  theory  employs  a  more  or  less 
metaphysical  process  of  reasoning,  and  its  conclusions  are  excessively 
abstract  and  ethereal.  As  a  proof  of  the  eternal  necessity  of  interest,  it 
is  not  sufficiently  convincing,  and  it  gives  insufficient  aid  in  analyzing 
the  actual  trends  of  the  interest  i*ate. 

The  Socialists  have  attacked  all  of  the  orthodox  interest  theories 
with  the  doctrine  that  interest  is  a  form  of  exploitation  of  labor.  Deny¬ 
ing  that  interest  is  due  to  the  “productive  power”  of  capital  or  to  the 
“sacrifice”  of  abstaining  capitalists,  Marx  and  other  socialistic  thinkers 
proclaimed  that  all  value  is  produced  by  labor.  Since  labor  alone  is 
productive,  labor  is  entitled  to  the  full  value  of  the  product.  But  owing 
to  the  wage  contract  and  to  the  domination  of  the  capitalist  employer, 
labor  receives  only  a  part  of  what  it  has  produced.  The  capitalist  takes 
the  rest,  and  thus  appropriates  product  which  justly  belongs  to  labor. 
Hence,  a  part  of  all  labor  goes  to  the  production  of  a  surplus  of  value 
over  and  above  wages,  which  flows  into  the  hands  of  the  capitalists,  and 
this  surplus  or  unpaid  labor  is  the  source  of  interest.  Interest  is,  accord¬ 
ing  to  this  assumption,  exploitation. 

The  weakness  of  this  argument  is  the  weakness  of  the  exclusive  labor 
theory  of  value.  The  doctrine  that  labor  alone  creates  value  cannot  be 
accepted  in  modern  economic  theory.  This  does  not  mean,  however,  that 
there  is  no  force  in  the  socialistic  assertion  that  under  state  control  of 
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industry,  interest  would  no  longer  be  necessary  as  an  inducement  to 
the  accumulation  of  capital.  It  is  plausible  in  theory  that  the  state 
could  deduct  from  the  gross  product  of  industry  an  annual  new  capital 
fund,  thus  leaving  available  for  distribution  only  the  flow  of  consumers  ’ 
goods.  This  policy  of  state  saving  would  not  be  much  different  in 
method  from  the  present  capitalistic  policy  of  reserving  corporate  surplus 
for  investment  in  the  business.  Since  this  device  of  state  saving  would 
provide  new  capital,  there  would  no  longer  be  the  necessity  to  pay 
interest  as  an  incentive  to  private  saving  for  investment.  This  theoreti¬ 
cal  proposition  need  not  be  attacked  merely  on  tlie  assumption  that  what¬ 
ever  appears  under  the  socialistic  title  is  necessarily  false.  In  fact,  state 
saving  without  interest  payment  appears  logically  sound  as  a  theory. 
The  flaw  in  the  proposal  rests  in  the  administrative  difficulties  of  the 
socialistic  state.  The  practical  impossibility  of  effective  socialistic  ad¬ 
ministration  of  capital  in  production  is  the  severest  criticism  of  the  plan. 
We  may  recognize  the  attractiveness  of  the  principle  as  an  abstract  pro¬ 
posal,  but  we  cannot  yield  to  its  adoption  in  fact  because  we  must  face 
the  practical  obstacles  to  administrative  execution  of  the  plan  by  the 
socialistic  state.  These  obstacles  are  treated  in  the  separate  discussion 
of  Socialism,  and  need  not  be  repeated  at  this  point.1 

Another  angle  of  attack  on  interest  is  made  by  the  fiat  money 
theorists.  They  would  have  the  government  extend  free  loans  to  ap¬ 
proved  classes  of  producers,  by  the  issue  of  paper  money  backed  by 
government  decree.  This  money  issue  would  aim  to  break  the  monopoly 
of  credit,  which  now  rests  with  the  banks.  It  is  argued  that  the  only 
reason  why  the  banks  are  able  to  exact  an  interest  charge  is  because  of 
their  monopoly  control  over  credit.  Monopoly  creates  an  artificial 
scarcity  of  money,  and  the  only  means  for  breaking  this  scarcity  is  for 
the  Government  to  issue  fiat  money  to  deserving  borrowers.  There  are, 
however,  severe  obstacles  to  such  a  scheme.  First,  it  provides  no  ade¬ 
quate  method  for  the  selection  of  deserving  borrowers.  Under  the 
present  system  the  banker  applies  a  rigid  selective  test  to  applicants  for 
commercial  loans,  and  credit  is  granted  only  to  business  men  of  proved 
capacity.  The  interest  rate  eliminates  those  producers  who  are  incom¬ 
petent  to  earn  sufficient  returns  to  meet  their  capital  costs.  By  the  time 
the  Government  had  developed  an  administrative  machinery  for  sepa¬ 
rating  the  fit  from  the  unfit  borrowers,  it  would  practically  have  dupli¬ 
cated  the  mechanism  we  already  have  in  the  form  of  the  banks.  The 
cost  of  this  mechanism  could  not  be  substantially  less  than  the  cost  of 
the  present  banking  mechanism,  and  there  would  be  nothing  gained  in 
economy.  Second,  fiat  money  issue  provides  no  safe  method  for  regu¬ 
lating  total  supply  and  demand  of  capital.  The  bank  rate  at  present 
adjusts  supply  to  demand.  It  prevents  excessive  over-borrowing  and 
over-lending.  Fiat  money  issue  offers  a  check  to  neither  excess,  but 
rather,  encourages  both.  It  makes  debts  costless,  and  the  use  of  capital 

i  The  objections  here  raised  apply  particularly  to  that  branch  of  socialistic 
thought  which  is  often  referred  to  as  “state  socialism.” 
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free.  Free  debts  would  inevitably  result  in  reckless  debt  creation.  The 
lack  of  an  adequate  regulator  of  total  supply  and  demand  of  capital 
would  necessarily  lead  to  wide  confusion  and  chaos.  Third,  the  fiat 
money  proposal  confuses  paper  money  with  capital.  Money  is  purchasing 
power  over  capital,  but  is  not  the  capital  itself.  An  increase  in  money 
may  be  accompanied  by  a  decrease  in  real  capital.  What  usually  happens 
from  an  increase  in  money  by  the  fiat  method  is  inflation  of  the  currency 
and  a  sharp  rise  of  the  price  level.  Inflation  is  the  inevitable  outcome 
of  fiat  issue  by  any  methods  contrived  up  to  date,  and  inflation  notori¬ 
ously  disarranges  production  instead  of  helping  it.  The  attention  given 
to  the  fiat  theory  of  loans  is  due  to  the  support  of  the  notion  by  certain 
farmers  and  business  men  since  the  war,  especially  by  Henry  Ford.2 

Interest  a  Price  Governed  by  Supply  and  Demand. — Having  indi¬ 
cated  the  limitations  of  some  of  the  previously  mentioned  theories  and 
the  fallacies  of  others,  we  are  ready  to  consider  a  positive  theory  of 
interest  and  capital.  The  most  useful  method  of  analysis  is  to  consider 
interest  as  a  special  case  of  price,  governed  by  the  same  forces  of  supply 
and  demand  as  operate  in  the  determination  of  other  prices.  With  this 
approach,  interest  is  a  special  application  of  price  theory.  Instead  of 
discussing  the  general  necessity  or  justification  of  interest,  we  accept 
interest  as  an  established  fact  in  business.  Our  concern  then  is  to  define 
the  nature  of  supply  and  of  demand,  to  trace  their  effects  in  determining 
the  movements  of  interest  rates,  and  to  trace  in  turn  the  effect  of  changes 
in  the  interest  rates  upon  supply  and  demand  of  capital.  Our  point  of 
view  is  distinctly  the  behavior  of  the  interest  price  in  the  capital  market 
of  supply  and  demand. 

What  is  to  be  understood  by  supply  of  capital  will  depend  upon  what 
phase  of  supply  is  of  chief  importance  for  a  particular  purpose.  First 
of  all,  capital  supply  may  be  considered  as  capital  goods.  It  is  that  part 
of  the  country’s  wealth  which  is  used  in  further  production  or  which 
is  consumed  only  gradually  and  over  a  long  period  of  time.  Capital 
supply  thus  refers  to  physical  objects  which  require  time  for  their  con¬ 
struction  and  use,  and  interest  is  the  price  paid  for  the  right  to  use 
these  capital  goods.  The  volume  of  railroad  equipment,  of  factory  con¬ 
struction,  of  residential  building,  of  iron  and  steel  output,  of  machinery, 
or  of  electrical  apparatus  gives  a  measure  of  this  phase  of  capital  supply. 
Indexes  of  the  physical  volume  of  current  production  of  these  goods, 
and  indexes  of  the  total  stock  of  them  accumulated  in  the  past,  give  a 
statistical  tool  for  estimating  the  trend  of  supply  of  physical  capital. 
Consumers’  goods  actually  in  consumers’  hands,  such  as  food  or  clothing 
for  immediate  consumption,  would  not  be  listed  as  capital  supply.  But 
the  same  goods  while  they  are  in  the  hands  of  wholesalers  or  retailers, 
or  in  process  of  production,  are  listed  as  capital. 

Second,  capital  supply  may  be  considered  as  a  supply  of  saving  or 
waiting.  The  person  who  saves  part  of  his  income  and  invests  it  in 
capital  goods  performs  the  economic  service  of  waiting.  Durable  con- 

2  See  W.  T.  Foster  and  W.  Catchings,  Money,  Chapter  8. 
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sumption  goods,  such  as  houses  or  automobiles,  give  up  their  uses  slowly 
over  a  longtime  period.  Production  processes  of  industry  extend  over 
a  longtime  period.  Any  person  who  spends  his  entire  income  for 
current  enjoyment  and  consumption  has  no  part  left  to  devote  to  durable 
capital  goods.  He  does  no  waiting.  Only  those  persons  who  refrain 
from  consuming  in  the  present,  have  any  funds  available  for  investment 
in  durable  capital  goods.  By  waiting  until  some  time  in  the  future  to 
use  this  saved  income  for  consumption  enjoyment,  these  savers  divert 
purchasing  power  to  the  capital  market.  This  purchasing  power  gives 
to  business  men  the  use  of  physical  goods  which  are  necessary  to  modern 
industry.  Waiting  is,  for  this  reason,  a  creative  economic  service.  It 
is  the  supply  of  waiting  by  the  nation  as  a  whole  which  gives  rise  to 
the  supply  of  capital  goods  for  the  nation  as  a  whole.  But  this  indis¬ 
pensable  service  of  Availing  is  scarce  relative  to  the  need  for  it.  Being 
scarce,  it  will  not  be  done  on  a  large  enough  scale  unless  there  is  a  price 
paid  for  the  service.  Interest  is  this  price.  The  scarcity  of  the  supply 
of  waiting  therefore  explains  interest  from  the  supply  side. 

The  price  paid  for  waiting  is  an  incentive  to  non-consumption  of 
income.  Interest  is  paid  to  persuade  people  not  to  spend  too  much  for 
present  needs  and  pleasures.  A  nation’s  supply  of  capital  is  com¬ 
mensurate  ivith  its  excess  of  production  over  consumption.  To  keep 
this  excess  adequate,  interest  is  paid.  Some  excess  there  would  be  with¬ 
out  interest,  or  with  a  lower  rate  of  interest,  but  the  actual  I'ate  is  paid 
to  maintain  a  sufficient  excess  to  meet  the  demand  for  capital.  In  order 
to  increase  the  rate  of  supply  of  capital,  it  is  necessary  either  to  increase 
the  volxone  of  national  production  or  to  decrease  the  volume  of  consump¬ 
tion.  Interest  is  paid  to  persuade  people  to  produce  more  and  consume 
less.  This  concept  of  the  excess  of  production  over  consumption  is  im¬ 
portant  for  an  understanding  of  the  fluctuations  of  capital  supply  and 
of  interest  rates. 

Third,  capital  supply  may  be  viewed  from  a  financial  standpoint.  On 
the  money  market,  the  terms  “money”  and  “capital”  are  used  inter¬ 
changeably.  This  common  use  of  terms  should  not,  however,  blur  a 
clean-cut  distinction.  Borrowers  seek  money  in  the  money  market,  not 
for  the  sake  of  the  money  as  an  end  in  itself,  but  for  the  sake  of  what 
the  money  will  buy.  And  what  they  intend  to  buy  is  some  form  of 
property  or  capital.  Economists  usually  consider  that  actual  specie 
money,  as  gold  or  silver,  is  itself  capital,  in  the  sense  that  these 
metals  are  produced  goods  used  for  further  production.  Paper  money 
and  bank  credit,  however,  are  not  capital  in  even  this  sense  of  the  term. 
They  represent  simply  and  merely  purchasing  power  over  the  actual 
capital  desired.  Borrowers  want  money  or  credit  because  it  will  give 
command  over  the  real  things  they  want,  capital  itself.  Supply  of 
capital  is  not  supply  of  dollars  but  supply  of  goods  and  property  values. 

The  dollars  in  the  money  market  come  from  two  main  sources :  savings 
out  of  income,  and  credit  manufactured  by  banks.  The  dollars  which 
represent  savings  are  governed  in  volume  by  the  willingness  of  the  people 
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to  wait  and  save.  The  dollars  which  represent  bank  credit  are  governed 
in  their  volume  by  gold  reserves  and  loan  and  deposit  ratios.  There  is 
no  automatic  coordination  of  dollar  supply  with  capital  supply.  The 
number  of  dollars  may  be  tripled  with  no  increase  in  capital  supply,  or 
even  with  a  marked  decrease.  Inflation  would  occur,  price  levels  would 
change,  but  capital  would  exhibit  no  corresponding  multiplication,  nor 
would  the  oversupply  of  money  cause  a  fall  in  interest  rates.  The 
countries  of  Europe  which  printed  trillions  of  paper  marks  or  rubles 
did  not  find  that  the  vast  supply  of  money  units  lowered  the  interest 
rate.  On  the  contrary,  they  found  to  their  immense  loss  and  sorrow 
that  capital  became  more  and  more  scarce  under  the  pressure  of  inflation, 
and  interest  rates  rose  to  unprecedented  heights.  Money  gives  command 
or  purchasing  power  over  capital,  but  too  much  money  weakens  this 
purchasing  power  without  bettering  the  supply  of  capital.  This  dis¬ 
tinction  is  vital,  since  no  fallacy  is  more  common  than  the  notion  that 
an  increase  in  money  will  automatically  bring  an  increase  of  capital, 
and  that  a  scarcity  of  capital  is  due  to  a  scarcity  of  money. 

A  fourth  phase  of  capital  supply  is  the  supply  of  capital  values. 
These  values  are  not  based  upon  machines  as  machines  or  goods  as  goods, 
but  upon  machines  and  goods  as  parts  of  going  business  concerns.  Capi¬ 
tal  is,  from  this  viewpoint,  not  merely  a  mass  of  physical  goods,  but  this 
plus  a  mass  of  property  rights,  good  will,  and  other  intangible  assets. 
To  an  individual  corporation,  this  mass  of  property  values  receives  inter¬ 
pretation  at  the  hands  of  accountants.  They  regard  capital  as  excess 
of  assets,  tangible  and  intangible,  over  liabilities,  or  as  net  worth.  To 
the  nation  as  a  whole,  this  version  of  capital  treats  the  business  capital 
of  the  country  as  equivalent  to  the  consolidated  net  worth  of  all  business 
concerns  in  the  country.  Assets,  property  values,  net  worth,  these  are 
the  capital  concepts  brought  in  by  the  regime  of  the  corporation  and  the 
accountant.  To  be  realistic,  our  use  of  the  term  capital  must  harmonize 
with  prevailing  business  facts,  and  certainly  it  is  an  outstanding  fact 
in  modern  business  that  capital  includes  intangible  as  well  as  tangible 
assets,  in  a  going  concern,  at  the  net  worth  of  the  business.  This  modern 
view  is  amplified  later  in  the  present  chapter. 

Each  of  the  four  phases  of  capital  supply  mentioned  is  important  for 
particular  lines  of  analysis.  It  depends  upon  the  purpose  of  any  par¬ 
ticular  inquiry  which  phase  is  most  pertinent.  Whether  we  view  capital 
as  durable  physical  goods,  or  as  excess  of  production  over  consumption 
due  to  waiting  and  saving,  or  as  a  loan  fund  of  money  and  credit,  or  as 
capital  values  of  assets,  tangible  and  intangible,  of  going  concerns, 
depends  upon  which  concept  is  most  useful  for  the  particular  purpose 
in  hand. 

Having  defined  the  nature  of  supply,  we  turn  to  demand.  It  is 
obvious  that  demand  may  be  viewed  from  the  same  four  phases  which 
have  been  discussed  under  the  head  of  supply.  That  is  to  say,  demand 
for  capital  is  a  demand  for  the  thing  supplied,  and  this  thing  may 
alternately  be  viewed  as  goods,  waiting,  dollars,  or  property  values. 
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But  our  study  of  demand  must  go  beyond  this  point,  and  indicate 
the  central  purpose  of  demand.  We  must  know  the  reason  why  business 
men  demand  capital.  This  reason  lies  in  the  prospect  of  profits.  The 
demand  for  capital  is  a  demand  for  the  wherewithal  to  engage  in  business 
and  to  make  profits.  It  is  the  quest  for  profits  which  creates  demand, 
and  whatever  causes  fluctuations  in  profits,  present  or  prospective,  causes 
fluctuations  in  demand.  Demand  will  be  keen  when  the  opportunity 
for  profits  is  good,  and  demand  will  slump  when  the  decline  of  profits 
is  imminent.  Inasmuch  as  the  prospect  of  profits  varies  sharply  with 
the  business  cycle,  it  follows  that  the  demand  for  capital  is  subject  to 
the  fluctuations  of  the  business  cycle. 

Gross  Interest  Distinguished  from  Pure  Interest. — The  rate  of  in¬ 
terest  as  quoted  in  the  market  is  a  gross  rate.  It  is  made  up  of  three 
elements,  pure  interest,  a  risk  payment,  and  an  expense  factor.  The 
pure  interest  rate  is  that  which  is  merely  and  strictly  a  reward  for 
saving.  It  is  often  called  true  interest  or  net  interest.  The  risk  pay¬ 
ment  is  often  termed  an  insurance  premium  to  cover  the  hazard  of  loss, 
but  is  more  accurately  to  be  considered  as  a  profit  payment  to  induce 
investors  to  take  the  chances  of  investment.  The  expense  factor  is  pay¬ 
ment  for  the  work  of  selecting  and  attending  to  investments.  It  is 
compensation  for  the  supervision  of  savings  and  loans.  The  first  element, 
the  pure  interest  rate,  is  the  rate  necessary  to  attract  savings  to  the 
ultra-conservative  investment,  where  risk  is  negligible  and  the  bother 
and  detail  of  looking  after  the  investment  are  small.  Government  bonds 
come  the  nearest  of  any  form  of  security  to  meeting  this  requirement, 
and  consequently  the  rate  of  interest  on  such  bonds  may  be  considered 
approximately  as  the  pure  rate  of  interest.  The  second  element  in  gross 
interest,  namely,  risk,  increases  in  the  more  speculative  loans  until  it 
often  becomes  the  main  factor  in  gross  interest.  The  high  rate  on  loans 
of  doubtful  safety  is  due  to  the  necessity  of  offering  a  reward  for  the 
assumption  of  the  hazards  involved.  The  third,  or  expense,  remunera¬ 
tion,  varies  with  the  conveniences  of  investment  and  the  need  of  super¬ 
vision,  but  commonly  is  a  decidedly  minor  part  of  the  total  interest  rate. 
Owing  to  these  three  elements,  the  fluctuations  of  gross  interest  rates 
may  be  due  to  fluctuations  of  supply  and  demand  of  saving,  to  fluctua¬ 
tions  of  risk  and  hazard,  or  to  fluctuations  in  the  expense  of  investing. 
The  commercial  rate  of  interest,  the  money  market  rate,  is  the  gross  rate. 
It  is  necessary  to  have  in  mind  the  component  parts  of  that  rate  in  order 
to  analyze  its  trends  and  fluctuations. 

These  elements  of  interest  are  inextricably  interwoven  with  many 
other  price  payments  in  the  business  world  which  do  not  pass  expressly 
under  the  label  of  interest.  For  instance,  dividends  on  stock  shares 
combine  a  relatively  large  profit  payment  for  risk  with  a  net  interest 
payment.  The  risk  factor  is  usually  more  pronounced  in  preferred 
stocks  than  in  bonds,  and  in  common  stocks  than  in  either  of  the  other 
two.  Business  profits  consist  mainly  of  the  reward  for  risk  or  manage¬ 
ment,  but  also  contain  a  substantial  return  in  the  form  of  pure  interest. 
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Commercial  rent  includes  interest  charges  on  the  property,  as  well  as 
cost  of  upkeep  and  economic  rent.  Another  necessary  distinction  is 
necessary  between  the  nominal  interest  rates  on  such  capital  instru¬ 
ments  as  bonds  and  the  actual  interest  rates  commonly  termed  “net 
yield.”  Nominal  rates  are  those  appearing  on  the  face  of  the  bond,  and 
are  figured  as  a  per  cent  of  par.  If  the  bond  sells  above  par,  at  a 
premium,  or  below  par,  at  a  discount,  the  net  yield  is  the  return  figured 
as  a  per  cent  of  actual  selling  or  market  value.  The  net  yield  is  of 
chief  concern  to  the  investor.  Interest  factors  appear  in  these  various 
forms,  and  it  is  necessary  to  recognize  the  elements  of  interest  no  matter 
under  what  label  or  title  they  may  be  found. 

Capital  Under  the  Corporate  Regime. — The  corporation,  since  it 
has  become  the  dominant  form  of  business  ownership,  has  profoundly 
affected  some  fundamental  ideas  about  capital.  For  instance,  the  cor¬ 
poration  has  brought  to  the  foreground  the  importance  of  the  concepts 
of  corporate  capital,  capitalization,  and  capital  stock.  These  are  three 
distinct,  though  closely  related  things.  The  corporation  thinks  of  its 
capital  as  its  net  worth,  or  its  excess  of  assets  over  liabilities.  Its  assets 
include  intangible  as  well  as  tangible  items.  To  suggest  the  scope  of 
this  concept  of  capital  assets,  without  however  making  any  attempt  at 
technical  completeness,  there  is  given  below  a  list  of  some  leading  classes 
of  corporate  assets.3 

Fixed  Assets 

Real  estate 
Leaseholds 

Mineral  and  timber  lands 
Equipment  and  machinery 
Furniture  and  fixtures 
Patterns,  drawings,  etc. 

Intangible  Assets 
Good  will 
Patents 
Trade  marks 
Copyrights 

These  items  suggest  that  the  corporate  concept  of  capital  unites,  for 
practical  business  purposes,  the  view  of  capital  as  assets  with  the  view 
of  capital  as  physical  goods.  It  recognizes  the  working  relations  be¬ 
tween  pecuniary  and  physical  capital,  and  emphasizes  the  modern  busi¬ 
ness  usage  of  terms. 

Capitalization  is  ordinarily  used  to  refer  to  the  sum  of  the  par  values 
or  nominal  values  of  stocks  and  bonds.  It  may  have  no  correspondence 
whatever  with  the  actual  market  values  of  the  stocks  and  bonds  out¬ 
standing.  Capitalization  is,  therefore,  a  fiction  of  accounting,  an  arti¬ 
ficially  assigned  valuation  of  capital  stock  and  bonded  debt.  It  gives 
no  clue  to  the  amount  of  physical  capital  goods  owned  by  the  corporation, 
3  E.  A.  Saliers,  Accountants’  Handbook,  p.  333. 


Current  Assets 

Cash 

Investments,  temporary  and  permanent 
Notes  receivable 
Accounts  receivable 
Inventories 


Deferred  Assets 
Organization  funds 
Discount  on  stocks  and  bonds 
Other  items 
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nor  to  the  amount  of  money  in  the  business.  What  it  comes  nearest  to 
giving  a  clue  to  is  the  actual  or  prospective  earning  power  of  the  busi¬ 
ness.  That  is  to  say,  a  corporation  with  an  earning  power  of  $600,000 
annually  might  capitalize,  using  a  rate  of  six  per  cent,  at  $10,000,000. 
The  actual  invested  capital  might  be  only  a  half,  a  third,  or  a  smaller 
fraction  of  this  amount.  There  are  so  many  different  ways  of  estimating 
and  measuring  earning  power  that  the  only  precise  clue  to  an  individual 
corporation’s  capitalization  is  a  detailed  analysis  of  the  particular  case. 

Capital  stock  represents  the  interests  of  the  owners  or  proprietors  of 
the  business,  but  usually  does  not  include  the  bonds  or  other  permanent 
debt  of  the  business.  The  capital  stock  is  by  no  means  a  measure  of  the 
“capital”  of  the  corporation,  and  it  would  be  utterly  misleading  to  base 
any  estimate  of  “capital”  merely  on  the  nominal  or  assigned  value  of 
the  capital  stock.  We  may  draw  the  conclusion,  therefore,  that  neither 
capitalization  nor  capital  stock  gives  a  reliable  measure  of  capital.  They 
must  be  checked  and  supplemented  by  estimates  of  actual  invested 
capital,  by  market  values  of  securities,  by  calculations  of  assets  and  net 
worth,  and  by  many  other  important  considerations. 

The  era  of  corporate  capital  has  given  a  special  importance  to  those 
capital  assets  which  are  classed  as  “intangible.”  The  concept  of  capital 
as  strictly  and  only  physical  goods  was  the  main  point  of  emphasis  in 
classical  economics.  It  is  still  an  important  phase  of  capital,  but  it  is 
no  longer  to  be  viewed  as  the  exclusive  phase.  Invested  capital,  in  cor¬ 
poration  parlance,  includes  much  more  than  investment  in  tangible 
goods.  It  includes  as  well  investment  in  immaterial  assets,  and  for  a 
large  part  of  modern  business,  these  immaterial  assets  are  just  as  im¬ 
portant  as,  and  often  mox-e  important  than,  the  material  assets.  This 
modern  invisible  capital  is  commonly  discussed  under  the  broad  term, 
“good  will.”  Good  will  may  be  defined  as  “the  value  of  an  established 
business  over  and  above  the  value  of  its  material  assets.”4  It  arises 
from  the  “excess  earning  power  enjoyed  by  a  business  over  and  above 
that  met  with  in  similar  enterprises.”5  Its  amount  is  calculated  by 
deducting  from  the  actual  earnings  of  the  business  a  fair  return  on  the 
material  assets,  and  capitalizing  the  difference  at  a  certain  per  cent. 
Hence,  good  will  is  capitalized  excess  earning  power.  It  is  capitalized 
surplus  earnings — surplus  over  and  above  normal  return  on  tangible 
capital.  It  appears  chiefly  in  the  form  of  common  stock  on  the  securities 
markets,  and  is  bought  and  sold  on  those  markets  just  as  any  other 
capital  stock. 

A  corporation’s  capacity  to  produce  such  excess  earning's  may  be  due 
to  superior  management,  trade  marks  and  trade  names,  reputation 
created  by  advertising  or  unusual  service,  patents  and  secret  processes, 
desirable  location,  chance  and  luck,  power  to  restrain  competition,  gov¬ 
ernment  favoritism,  tariffs,  franchises  and  other  special  privileges.  Some 
of  these  factors  bring  increased  earning  power  by  increased  production 

4  Hugh  R.  Conyngton,  Financing  an  Enterprise,  Volume  2,  p.  341. 

s  Edmond  E.  Lincoln,  Applied  Business  Finance,  p.  157. 
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of  goods.  But  it  is  equally  true  that  many  of  them  bring  increased 
earning  power  by  restriction  of  production.  In  those  cases,  earning 
power  increases  as  a  result  of  disservice  to  society.  This  brings  out  a 
distinction  of  vital  importance,  a  distinction  between  pecuniary  gain  and 
productive  gain.  Earnings  are  pecuniary.  Production  is  physical. 
Earnings  are  dollars.  Production  is  goods.  No  small  part  of  the 
strategy  of  realizing  on  good  will  consists  of  making  more  dollars  of 
profit  by  making  fewer  units  of  goods  for  the  use  of  the  country.  To 
the  extent  that  this  strategy  is  carried  out,  good  will  earnings  are  in  the 
nature  of  monopoly  profit. 

It  is  of  the  essence  of  the  business  view  of  capital  that  it  includes 
a  capitalization  of  good  will  earnings.  Business  savings  and  personal 
savings  are  used  to  purchase  common  stock  based  upon  nothing  but  good 
will.  The  return  on  this  investment  of  savings,  although  bearing  the 
label,  dividends,  consists  in  substantial  part  of  a  pure  interest  return. 
That  is  to  say,  capitalized  good  will  may  be  bought  with  savings  and  may 
yield  an  interest  return.  These  characteristics  of  good  will  are  identical 
with  the  basic  characteristics  of  physical  forms  of  capital.  Consequently, 
economics  cannot  shunt  this  modern  business  fact  to  one  side,  and  exclude 
it  from  the  category  of  capital.  No  matter  how  intangible  or  immaterial 
good  will  capital  may  be,  it  must  be  admitted  to  the  definition  of  capital 
if  we  are  to  face  at  all  the  realities  of  the  present  business  world. 

Capital  Values  and  Property  Rights. — The  modern  business  or  cor¬ 
porate  view  of  capital  is  not  intelligible  unless  several  rather  recent 
business  terms  and  concepts  are  understood.  It  is  imperative,  for  in¬ 
stance,  to  distinguish  clearly  between  things  and  the  values  of  things. 
This  is  a  difference  between  the  classical  view  of  capital  as  so  many 
physical  units  of  goods,  and  the  modern  view  of  capital  as  values  based 
upon  tangible  and  intangible  assets  in  a  going  concern.  It  is  a  difference, 
in  brief,  between  the  physical  aspects  of  capital  and  the  pecuniary  aspects 
of  capital. 

Owing  to  this  distinction,  the  value  of  the  capital  wealth  of  the  nation 
may  and  does  fluctuate  very  widely,  although  the  physical  wealth  may 
in  the  meantime  remain  unchanged.  When  securities  on  the  stock  ex¬ 
change  rise  or  fall  in  price,  the  valuations  of  the  corporations  fluctuate 
widely,  although  there  are  no  corresponding  changes  in  their  physical 
wealth.  Waves  of  prosperity  and  depression  bring  changes  running  into 
many  billions  of  dollars  in  the  value  of  the  nation’s  capital,  with  no 
corresponding  changes  in  capital  things. 

The  question  that  arises  at  this  point  is:  What  governs  the  rise  and 
fall  of  capital  values,  irrespective  of  the  quantity  of  physical  wealth? 
The  answer  may  be  given  in  the  following  quotation  from  Wesley  C. 
Mitchell:  “The  present  and  anticipated  future  profits  of  corporations 
are  by  far  the  most  important  single  factors  in  determining  the  prices 
of  their  shares.”0  When  the  classical  economists  used  the  word  “pro¬ 
ductive”  in  the  phrase  “productive  capital,”  they  meant  goods  pro- 

■6  Business  Cycles,  p.  172. 


260 


Distribution  and  Related  Problems 


ductive  of  more  goods.  When  we  use  the  word  “productive”  in  the 
present  day  realistic  or  business  sense,  we  mean  goods  and  intangible 
assets  productive  of  profits.  The  values  of  corporate  capital  rise  or  fall 
in  proportion  as  corporate  profits,  present  and  prospective,  rise  or  fall. 
Business  capital  holds  its  market  value  strictly  as  a  pragmatic  capi¬ 
talization  of  profit  making  capacity.  It  is  to  be  emphasized  that  this 
capitalization  is  not  the  purely  nominal  or  fictitious  capitalization  as¬ 
signed  by  the  corporation  to  its  own  security  issues.  Rather,  it  is  the 
merciless  judgment  of  the  investment  market  on  what  the  profit  making 
capacity  of  the  corporation  is  likely  to  be.  It  is  the  capitalization  of 
real  or  imputed  earning  power. 

Another  term  which  it  is  necessary  to  relate  clearly  to  the  corporate 
view  of  capital  is  “property.”  Former  economists  often  dismissed 
property  rights  not  based  directly  on  physical  goods,  as  mere  “acquisi¬ 
tive  capital.”  However  instrumental  to  purely  individual  gain  such 
property  rights  might  be,  they  would  not  be  admitted  to  the  category 
of  real  capital,  that  is,  capital  goods.  But  in  modern  business,  this  dis¬ 
position  of  property  rights  appears  both  fanciful  and  futile.  It  is  clear 
that  the  value  of  even  the  capital  goods  is  merely  the  value  for  acquisi¬ 
tive  purposes.  There  is  no  other  value  of  capital  than  its  value  for 
profit  making  purposes.  The  notion  that  real  capital  is  non-acquisitive 
is  utterly  remote  from  the  facts  of  the  business  world.  Whether  we 
measure  capital  in  physical  units  of  tons,  bushels,  or  yards,  we  cannot 
begin  to  think  of  it  as  a  part  of  modern  business  until  we  think  of  the 
values  of  these  tons,  bushels  or  yards.  And  as  soon  as  we  think  of 
values,  we  are  dealing  strictly  with  a  capitalization  of  acquisitiveness 
or  profit  making  capacity. 

Property  consists  of  rights  to  income.  The  income  value  of  all  these 
rights  is  the  value  of  capital  supply.  Instead,  therefore,  of  dismissing 
property  rights  as  merely  incidental,  we  must  make  them  a  corner  stone 
of  our  whole  understanding  of  capital.  To  quote  W.  I.  King,  whose 
statistical  estimates  of  capital  supply  are  cited  in  a  later  chapter:  “We 
must  not  lose  sight  of  the  fact  that  when  wealth  is  expressed  in  terms 
of  value,  the  value  is  a  measure  of  property  rights  and  not  of  a  quantity 
of  physical  objects  or  of  an  amount  of  utility.”  7 

Capital  Values  in  the  Going  Concern. — The  values  of  units  of 
physical  capital  cannot  be  measured  as  independent  facts,  detached  from 
going  business  concerns.  A  private  corporation  is  not  merely  so  many 
tons  of  pig  iron,  so  many  square  feet  of  floor  space,  so  many  miles  of  steel 
rails,  and  the  like.  It  is  these  physical  things,  organized  in  a  going 
business  concern.  The  physical  things  plus  the  property  rights  organized 
and  embodied  in  the  going  business  concern,  give  the  clue  to  the  corpora¬ 
tion’s  capital.  If  a  number  of  machines  are  put  on  the  market,  their 
value  on  the  machinery  market  is  one  thing.  If  the  same  machines  are 
installed  in  a  running  factory,  their  value  as  income  earning  property 
of  the  going  concern  is  quite  another  thing.  The  machines  acquire  their 

7  Journal  of  the  American  Statistical  Association,  September,  1022,  p.  313. 
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value  for  the  purposes  of  corporate  capital  by  being  coupled  with  a  mass 
of  intangible  property  rights  and  a  managing  organization.  We  have 
defined  interest  as  the  price  paid  for  the  use  of  capital,  but  we  must 
emphasize  that  by  “the  use  of  capital,”  we  mean  its  use  in  going  con¬ 
cerns.  There  is  no  other  “use.” 

Although  the  foregoing  analysis  is  presented  from  the  viewpoint  of 
the  individual  corporation,  the  same  principle  applies  to  the  nation’s 
business  as  a  whole.  The  State  itself  is  a  going  organization,  and  con¬ 
fidence  in  the  stability  and  permanence  of  its  power  to  continue  its 
State  functions  is  an  essential  feature  of  the  valuation  of  the  nation’s 
capital.  When  Russia  suffered  the  overthrow  of  the  going  organization 
of  the  State  the  capital  wealth  of  the  nation  sank  to  a  mere  fraction  of 
its  former  value.  The  detached  units  of  things  were  still  there,  but 
security  of  property  rights  was  gone,  business  morale  was  gone,  con¬ 
fidence  in  order  and  stability  was  gone.  The  going  concern  value  of  the 
national  capital  was  wiped  out.  Apart  from  the  influence  of  the  State, 
the  business  system  viewed  as  a  private  organization  constitutes  a  going 
system.  The  accumulated  stock  of  engineering  knowledge,  the  fund  of 
technical  and  scientific  information,  the  confidence  in  the  soundness  of 
currency  and  credit,  the  education  and  character  of  the  population,  the 
habits  of  efficiency,  workmanship,  and  discipline,  the  ideals  and  ethical 
standards  of  leaders  and  executives,  the  permeating  spirit  and  morale 
of  employers  and  employees, — these  factors  combine  in  a  vast  network 
of  invisible  threads  to  give  life  to  the  going  concern  of  the  nation’s 
business  as  an  entirety.  In  the  broad  and  fundamental  uses  of  the 
terms,  going  plant,  going  concern,  going  business,  going  law  and  order, 
dominate  the  modern  concept  of  capital. 

Before  leaving  this  subject,  a  caution  may  be  interposed.  There  is 
no  intent  to  disparage  the  production  of  actual  goods  for  human  use  and 
welfare  as  a  primary  aim  and  endeavor.  There  is  no  intent  to  discount 
the  significance  of  indexes  of  physical  volume  of  production  and  of 
capital.  Elsewhere  in  this  book  the  author  makes  intensive  use  of  these 
concepts.  The  crucial  point  here  is  that  the  only  way  to  make  any 
progress  toward  the  attainment  of  those  urgently  desired  ends  is  to 
recognize  business  facts  as  they  are  at  the  present  day.  And  if  there 
is  any  outstanding  fact  in  modern  business,  that  fact  is  that  production 
for  use  is  purely  incidental  to  production  for  profit,  and  physical  pro¬ 
duction  is  only  one  means  toward  pecuniary  gain.  Progress  in  and 
through  the  present  business  system  can  come  only  in  so  far  as  produc¬ 
tion  for  profit  can  more  and  more  completely  be  made  synonymous  with 
production  of  goods  for  human  use.  To  understand  the  task  of  progress, 
therefore,  it  is  necessary  to  recognize  the  primacy  and  dominance  of 
capital  values,  good  will,  prospective  profits,  property  rights  to  income, 
and  the  private  and  public  going  concern. 

Marginal  Saving  and  Savers’  Surplus. — Capital  and  interest  are 
subjects  to  which  marginal  theory  has  been  applied,  and  it  is  essential 
to  obtain  a  view  of  the  marginal  approach.  In  studying  marginal  supply, 
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We  shall  consider  chiefly  the  waiting  and  saving  end  of  the  capital 
process.  In  studying  marginal  demand,  we  shall  consider  chiefly  the 
viewpoint  of  demand  for  capital  for  purposes  of  making  profits.  For 
purposes  of  brevity  and  simplification  it  is  necessary  to  adhere  to  these 
viewpoints,  but  marginal  theory  applies  to  all  phases  of  capital  supply 
and  demand  which  have  been  presented. 

Interest  rates  resemble  other  prices  in  that  they  are  uniform  pi’ices 
paid  to  savers.  Savers  making  equal  investments  acquire  equal  interest 
returns.  But  even  though  the  rate  is  the  same  to  savers,  this  does  not 
indicate  that  their  willingness  to  save  is  the  same.  Many  who  receive 
six  per  cent  would  save  just  as  much  if  they  received  only  three  per  cent. 
Doubtless  many  who  receive  six  per  cent  would  save  just  as  much  as 
if  they  received  no  interest  return  at  all.  Large  groups  would  save  any 
way,  save  in  order  to  build  estates  for  themselves  and  their  families,  or 
for  other  good  and  sufficient  reasons. 

It  would  even  be  true  for  no  small  class  of  people  that  the  lower  the 
interest  rate  the  more  they  must  save.  For  instance,  if  a  professional 
man  sets  himself  to  the  task  of  building  by  the  age  of  retirement  an 
estate  of  $50,000,  compound  interest  will  take  care  of  a  large  part  of 
the  accumulation.  The  less  the  rate  of  interest  the  more  he  will  have 
to  save  out  of  pocket.  Although  this  type  of  reaction  would  obtain  for 
many  people,  yet  the  probability  is  that  it  would  be  more  than  offset  by 
the  majority  tendency  to  save  somewhat  less  when  the  interest  rate 
became  less.  The  latter  reaction  would  be  the  dominating  one. 

It  follows  that  only  a  certain  fraction  of  all  savers  require  the  full 
market  rate  of  interest  as  an  inducement  to  save.  Others  would  save 
as  much  or  more  at  a  lower  rate.  The  classes  which  require  the  full 
going  rate  of  interest  as  an  inducement  to  save  are  called  the  marginal 
savers.  They  are  the  least  willing  savers.  They  are  that  fraction  of 
all  savers  who  would  positively  save  less  if  interest  rates  were  less.  Con¬ 
sequently,  if  society  needs  and  demands  their  savings,  society  must  pay 
interest  rates  to  make  its  demand  effective.  It  is  the  only  way  to  per¬ 
suade  marginal  savers  to  save.  Even  though  billions  of  dollars  would 
be  saved  at  a  lower  rate,  society  must  pay  the  higher  rate  to  all  classes 
of  savers  in  order  to  secure  an  adequate  grand  total  of  capital  supply. 
Hence  marginal  savers  set  the  rates  for  all  savers.  The  most  willing 
savers  receive  just  as  high  a  rate  as  the  least  willing  savers.  Those  who 
would  gladly  save  at  a  lower  rate  do  not  have  to  do  so,  because  society 
requires  the  additional  savings  of  the  marginal  class. 

Those  who  would  save  for  less  interest,  but  who  as  a  matter  of  their 
good  fortane  do  not  have  to  do  so,  receive  saver’s  surplus.  Saver’s 
surplus  may  be  defined  as  the  difference  between  what  a  man  would  be 
willing  to  save  for  and  the  rate  which  he  actually  receives.  If  a  man 
would  save  a  thousand  dollars  at  4  per  cent  interest,  but  in  fact  receives 
a  market  rate  of  6  per  cent,  the  difference  of  2  per  cent  is  essentially 
surplus  or  bonus.  The  marginal  saver  receives  no  surplus,  because  he 
is  the  man  who  would  be  unwilling  to  save  at  a  lower  rate.  Only  the 
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intra-marginal  saver  receives  saver’s  surplus.  We  will  assume  that  in 
a  given  year  the  country  needs  total  savings  of  new  capital  to  the  amount 
of  $12,000,000,000,  and  to  secure  this  amount  offers  interest  rates  which 
converge  around  5  per  cent.  It  may  be  true  that  ten  billion  dollars 
would  be  saved  at  4  per  cent.  In  order,  then,  to  secure  the  extra  two 
billions  of  savings,  it  is  necessary  to  pay  the  full  rate  of  5  per  cent  on 
the  entire  twelve  billions.  The  two  billions  of  marginal  savings  would 
set  the  5  per  cent  rate  for  all  savings,  and  the  ten  billions  of  intra- 
marginal  savings  would  enjoy  a  saver’s  surplus.  Although  this  illus¬ 
tration  is  hypothetical  and  is  not  intended  to  measure  at  all  the  actual 
proportion  of  savings  which  is  marginal,  it  nevertheless  is  true  to  the 
essential  principle  and  concept  of  marginal  savings  and  saver’s  surplus. 

Just  what  the  proportion  of  marginal  savings  to  total  savings  is  has 
not  yet  been  measured  by  the  statistician,  and  economists  differ  widely 
in  their  estimates.  The  traditional  economics  commonly  estimates  that 
marginal  saving  is  the  great  bulk  of  all  saving.  More  recently,  how¬ 
ever,  economics  shows  a  tendency  to  reduce  estimates  of  marginal  savings 
to  a  small  fraction  of  the  total.  The  recent  view  is  partly  borne  out  by 
the  observation  of  the  fact  that  a  great  part  of  saving  fluctuates  inde¬ 
pendently  of  the  interest  rate.  It  is  observable  that  savings  often  in¬ 
crease  very  greatly  when  the  interest  rate  is  falling,  and  that  savings 
often  decrease  very  greatly  even  though  the  interest  rate  rises  sharply. 
Fluctuations  in  the  supply  of  savings  seem  in  large  measure  to  defy 
the  influence  of  changes  in  the  interest  rate.  This  being  true,  it  seems 
necessary  to  conclude  that  only  a  relatively  small  portion  of  all  saving 
is  at  the  margin,  and  therefore  directly  affected  by  changes  in  the 
marginal  rate. 

This  implies  further  that  a  relatively  large  part  of  interest  is  saver’s 
surplus.  Society  makes  a  huge  excess  payment  to  the  bulk  of  savers 
merely  because  the  minority  of  least  willing  savers  require  the  high 
rate.  This  excess  payment  is  unearned  income,  a  saver’s  rent.  It  is 
payment  for  something  which  would  be  done  without  payment,  a  bonus 
to  the  most  willing  savers.  Consequently,  saver’s  surplus  is  peculiarly 
suited  to  taxation  levied  on  unearned  income.  In  the  chapter  dealing 
with  taxation  this  problem  is  dealt  with  more  in  detail,  but  at  this  point 
it  is  important  to  understand  the  nature  of  saver’s  surplus  as  a  field 
for  equitable  taxation. 

The  problem  of  saver’s  surplus  further  requires  an  analysis  of 
motives,  habits,  institutions  of  saving.  Where  do  savings  come  from? 
Why  do  people  save?  The  marginal  saver  saves  for  the  sake  of  the 
interest  rate.  Ilis  is  a  financial  motive  pure  and  simple.  But  the  man 
below  the  margin,  the  man  to  whom  interest  is  in  part  or  in  whole  saver’s 
surplus  has  other  important  motives  besides  the  financial  one.  The 
poorer  classes  in  the  wage-earning  groups  set  aside  funds  for  a  “rainy 
day,”  for  family  need  and  emergency,  for  a  decent  burial,  for  old  age. 
They  are  not  thinking  about  interest  rates,  but  of  family  and  personal 
needs.  The  savings  of  more  prosperous  wage-earning  groups  are  actuated 
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primarily  by  motives  of  family  betterment.  Their  savings  largely  pass 
into  savings  banks,  and  deposits  of  that  nature  bear  no  direct  ratio  to 
changes  in  the  interest  rate.  Higher  interest  rates  cannot  materially 
increase  their  savings,  because  the  pressure  for  immediate  gratification 
of  urgent  family  wants  eats  up  the  great  bulk  of  their  income.  Lower 
rates  cannot  materially  decrease  their  savings,  because  they  are  saving 
for  family,  not  acquisitive  motives.  Middle-class  groups,  professional 
groups,  and  small  business  men  accumulate  estates  for  the  sake  of  their 
families  or  to  build  up  their  business  enterprises,  to  the  end  that  as 
“men  on  the  make”  they  may  win  prestige  and  eminence  among  their 
fellow  townsmen.  Family  care  and  social  standing  in  the  community 
are  the  predominant  motives  to  middle-class  saving.  It  is  here  that  it 
is  so  often  true  that  a  lower  interest  rate  will  actually  cause  a  larger 
principal  sum  to  be  saved  out  of  pocket.  As  for  the  well-to-do  classes, 
it  has  been  well  said  by  one  authority,  “The  higher  income  classes — say 
of  over  $50,000 — save  mechanically,  with  little  or  no  sacrifice  of  present 
wants.”8  Since  they  save  thus  automatically,  it  follows  that  the  in¬ 
terest  rate  is  not  the  primary  incentive.  It  is  often  easier  for  them  to 
save  than  to  spend. 

In  addition  to  personal  savings,  we  have  large  business  savings. 
Corporate  surplus,  for  instance,  is  reinvested  in  the  business,  not  mainly 
for  the  sake  of  interest,  but  for  the  sake  of  business  expansion  and 
profits.  Bank  loans  for  capital  purposes  represent  the  banks’  capacity 
to  manufacture  credit,  which  in  turn  rests  upon  specie  reserves.  Saver's 
effort  to  practice  thrift  for  the  sake  of  earning  interest  is  not  involved. 
It  is  bankers’  effort  to  manufacture  credit  at  a  profit  by  means  of 
earning  interest  which  is  involved.  Reserves  and  fundamental  business 
conditions  govern  the  supply  of  bank  credit  more  completely  than  such  a 
factor  as  movements  of  the  interest  rate.  As  for  the  motives  governing 
bank  deposits,  the  situation  is  summed  up  as  follows  by  a  banking 
authority:  “That  savings  are  prompted  in  practically  all  cases  by 
reasons  other  than  the  rate  of  interest  is  the  general  belief  of  bankers.  ’  ’  9 
In  light  of  this  survey  of  motives  and  habits  of  saving,  it  is  necessary  to 
conclude  that  the  bulk  of  the  supply  of  savings  enjoys  a  huge  saver’s 
surplus.  Probably  the  main  portion  of  the  total  interest  payment  in 
modern  business  should  be  set  down  as  surplus. 

Any  attempt  to  analyze  the  trend  of  interest  rates  must  therefore 
take  into  account  the  fact  that  fluctuations  in  the  supply  of  savings  are 
fundamentally  due  to  causes  outside  the  interest  rate.  What  some  of 
these  causes  are  will  be  discussed  in  the  next  chapter. 

Marginal  Productivity  and  Producer’s  Surplus.— We  turn  now 
from  the  supply  side  of  marginal  analysis  to  the  demand  side.  De¬ 
mand  for  capital  comes  from  men  who  wish  to  engage  in  business. 
They  demand  capital  for  its  aid  in  the  production  of  goods  and  profits. 

8  A.  B.  Wolfe,  Quarterly  Journal  of  Economics,  Volume  35,  pp.  23  ff. 

9  L.  D.  Woodworth,  Economic  World,  Jan.  22,  1921,  p.  118. 
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Although  they  pay  a  uniform  rate  of  interest  for  the  same  kinds  of 
capital,  nevertheless  they  do  not  earn  a  uniform  rate  of  profits  on  that 
capital.  Some  producers  earn  high  profits,  some  earn  low  profits,  some 
earn  no  profits  at  all,  although  all  alike  pay  substantially  the  same 
rate  of  interest.  Those  who  earn  no  profits  at  all,  but  just  barely  cover 
their  interest  charges  and  other  expenses,  are  the  marginal  users  of 
capital.  If  interest  rates  were  higher,  these  marginal  producers  could 
not  cover  expenses  and  would  be  forced  out  of  operation. 

The  term  marginal  is  applicable  not  only  to  the  producer  as  an  in¬ 
dividual  but  to  the  product  as  a  unit  of  returns.  Those  units  of  capital 
which  are  used  under  least  effective  conditions  will  bring  barely  enough 
returns  to  cover  interest  and  other  charges.  A  high  rate  would  force 
out  of  use  these  least  effective  units  of  capital.  Marginal  productivity 
of  capital  is  the  productivity  of  the  least  effective  unit.  Other  units 
of  capital  there  are  above  the  margin,  which  could  easily  stand  a 
higher  rate  of  interest,  but  they  do  not  have  to  stand  the  higher  rate 
because  the  marginal  rate  becomes  the  uniform  rate  to  all  borrowers. 

The  producers  who  secure,  in  addition  to  bare  interest  charges  and 
other  expenses,  an  extra  return,  are  the  recipients  of  producer’s  surplus. 
If  interest  rates  were  higher,  they  could  still  bear  the  burden  and  con¬ 
tinue  in  business.  But  they  do  not  have  to  pay  a  higher  rate  because 
the  rate  for  all  borrowers  is  governed  by  the  rate  necessary  to  keep  the 
marginal  concerns  in  operation.  The  most  effective  users  of  capital, 
out  of  their  producer’s  surplus,  could  afford  to  pay  higher  interest,  but, 
as  a  matter  of  their  good  fortune,  they  do  not  have  to  do  so  because 
the  least  effective  or  marginal  users  of  capital  would  be  squeezed  out 
of  business  by  any  higher  rate.  The  producer’s  surplus,  or  profit 
above  interest,  is  a  leading  incentive  to  business  activity.  If  a  concern 
can  borrow  at  6  per  cent,  and  make  actual  gains  of  20  per  cent,  the 
producer’s  surplus  is  highly  attractive.  But  if  a  marginal  concern, 
borrowing  at  6  per  cent,  can  make  only  6  per  cent,  there  is  no  sur¬ 
plus,  and  any  increase  in  the  interest  rate  will  force  such  a  concern 
out  of  operation. 

The  proportion  of  all  users  of  capital  who  are  at  the  margin  is  great 
enough  so  that  a  change  in  the  interest  rate  tends  to  have  a  distinct 
effect  upon  the  demand  for  capital.  There  are  enough  units  of  capital 
used  at  the  margin  so  that  a  rise  in  interest  rates  tends  to  check 
demand  for  capital.  Hence,  demand  for  capital  is  highly  sensitive  to 
changes  of  the  rate.  This  sensitivity  is  in  marked  contrast  to  the  very 
sluggish  response  of  supply  of  capital  to  changes  of  the  rate. 

The  producer’s  surplus  is  in  part  earned  income  due  to  superior 
efficiency  of  management;  but  also  in  part  unearned  income  due  to 
monopoly,  privilege,  and  chance.  Unearned  producer’s  surplus  is  a 
proper  field  for  taxation,  just  as  unearned  saver’s  surplus  is  a  proper 
field  for  taxation.  A  considerable  part  of  surplus  commonly  accrues  to 
the  producer  through  no  particular  virtue  of  his  own.  Some  of  this 
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unearned  surplus  should  be  made  to  flow  into  the  channels  of  public 
revenue.  This  matter  is  examined  more  in  detail  in  the  chapters  on 
taxation. 

Bringing  together  the  supply  and  demand  sides  of  the  whole  matter, 
we  find  that  the  rate  of  interest  tends  to  reach  the  zone  where  marginal 
productivity  of  capital  is  sufficient  to  induce  the  marginal  unit  of 
saving.  This  provides  a  theory,  not  of  absolute  equilibrium,  where  an 
exact  interest  rate  just  balances  supply  and  demand  of  capital,  but 
of  the  minimum  and  maximum  range  of  interest  rates  within  which 
interest  movements  and  bargainings  nmst  take  place.  This  range  of 
rates  determines  what  share  of  income  must  be  distributed  as  interest,  in 
contrast  with  the  shares  which  must  go  to  rent,  wages,  salaries,  or 
profits.  Marginal  saving  sets  the  minimum  below  which  interest  must  not. 
fall,  if  marginal  savers  are  not  to  be  driven  out  and  the  volume  of 
savings  reduced.  Marginal  productivity  sets  the  maximum  above  which 
interest  must  not  rise,  if  marginal  producers  are  not  to  be  driven 
out,  and  the  volume  of  production  curtailed.  Between  these  upper 
and  lower  limits,  there  is  room  for  bargaining  and  variation,  but  the 
limits  are  there  and  tend  to  restrain,  at  any  given  time,  the  range  of 
bargaining  within  their  borders. 

The  present  chapter  has  dealt  largely  with  concepts  and  principles. 
These  tell  us  what  kinds  of  forces  influence  capital  and  interest,  but 
they  do  not  tell  us  to  what  degree  these  forces  operate.  They  do  not 
measure  fundamental  movements.  They  are  not  quantitative.  They 
show  us  what  the  more  important  problems  are.  They  introduce  and 
state  the  problems.  They  offer  a  general  guide  for  approach  to  the 
problems.  But  they  cannot  come  to  concrete,  quantitative  answers  to 
the  problems.  To  achieve  this  end,  it  is  necessary  to  give  the  principles 
a  factual  content,  and  to  measure  the  tendencies  at  work.  This  is  the 
purpose  of  the  following  chapter. 
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CHAPTER  XV 


STATISTICAL  ANALYSIS  OF  CAPITAL  AND  INTEREST 

A  factual  basis  for  analysis  of  capital  and  interest  is  needed  in  order 
to  determine  the  significance  of  abstract  principles  and  to  estimate  the 
extent  of  actual  movements  and  fluctuations. 

The  Estimated  Value  of  the  National  Wealth. — The  United  States 
Census  Bureau  has  estimated  the  total  wealth  of  the  United  States  in 
1922  at  $320,803,862,000.  The  accompanying  table  itemizes  the  main 
forms  of  wealth  and  offers  certain  comparisons  with  previous  years. 

Composition  of  the  National  Wealth. — A  salient  feature  of  our 
national  wealth  is  that  more  than  one-half  of  it  consists  of  real  estate. 
Land,  improvements,  and  buildings  total  more  than  $176,000,000,000. 
Not  far  from  one-half  of  this  sum  is  the  value  represented  by  buildings, 
and,  as  previously  defined,  buildings  come  within  the  category  of  capi¬ 
tal.  In  the  absence  of  reliable  information  it  is  difficult  to  estimate  how 
much  of  the  remaining  value  is  represented  by  improvement  of  land — 
perhaps  not  more  than  one-third. 

Economists  ai’e  not  agreed  whether  to  include  land  unimproved  as 
capital  or  not.  The  classical  economists,  for  the  most  part,  exclude  land, 
for  the  reason  that  land  is  not  a  produced  good.  They  start  with  a 
definition  of  capital  as  “produced  goods  used  in  the  further  production 
of  wealth.”  Although  land  is  used  in  the  further  production  of  wealth, 
it  is  not  itself  a  produced  good.  The  business  view  of  capital,  on  the 
other  hand,  includes  land.  Although  land  may  not  be  a  produced 
good,  nevertheless  the  land  must  be  bought  with  savings.  The  condi¬ 
tions  and  peculiarities  under  which  land  values  ai’e  produced  are  in 
some  ways  unique,  but  this  fact  does  not  justify  an  exclusion  of  land 
values  from  the  concept  of  capital.  Property  rights  in  land  are  of 
paramount  importance  in  understanding  the  realistic  business  view  of 
capital.  These  property  rights  involve  a  mass  of  claims  to  interest 
income.  The  market  for  land  mortgages  and  other  land  credit  instru¬ 
ments  is  a  capital  market,  influencing  interest  rates  and  influenced  by 
them,  absorbing  savings,  and  affecting  in  marked  ways  the  demand  for 
new  investment. 

It  is  important  to  note  that  increases  in  the  value  of  real  estate  from 
year  to  year  are  often  mainly  appreciations  in  price  rather  than  in¬ 
creases  in  physical  supply.  These  appreciations  of  value  reflect  in 
part  changes  in  the  general  price  level,  but  more  fundamentally  than 
that,  they  represent  a  capitalization  of  the  income  from  land.  In  this 
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respect  land  capital  value  is  arrived  at  by  the  same  method  as  is  used  in 
determining  corporate  capital  value.  Capitalization  of  earning  capacity, 
present  and  prospective,  is  the  governing  factor. 

The  proportionate  part  of  machine  capital  in  the  national  wealth 
is  significant.  The  modern  business  order  is  so  commonly  referred  to 
as  the  machine  order  of  production  that  it  would  be  natural  to  expect 
machinery  to  be  a  very  large  part  of  the  capital  of  the  nation.  The 
machine  dominates  the  technology  of  production ;  the  machine  multiplies 
the  output  of  labor ;  the  machine  makes  possible  progress  in  the  standard 
of  living :  what  more  natural,  therefore,  than  to  assume  that  the 
value  of  machinery  bulks  large  in  the  nation’s  wealth?  This  is  not 
only  a  popular  assumption,  but  one  commonly  made  in  business  circles. 
Nevertheless  the  estimate  of  national  wealth  shows  that  such  an  assump¬ 
tion  is  erroneous.  It  shows  that  manufacturing  machinery,  tools,  and 
implements  represent  less  than  5  per  cent  of  the  total  value  of  national 
wealth.  The  supply  of  capital  is  not,  therefore,  the  supply  of  manu¬ 
facturing  machinery  primarily.  For  every  dollar  of  capital  going  into 
manufacturing  machinery,  there  are  twenty  dollars  of  capital  going 
into  other  forms.  Demand  for  capital  is  not  mainly  a  demand  for 
disposal  or  use  of  machinery,  but  for  disposal  or  use  of  the  other  forms 
of  capital.  The  burden  of  interest  is  not  the  burden  of  the  machine,  but 
is  the  burden  of  the  many  other  forms  of  property.  This  is  the  age 
of  the  machine  if  we  think  of  the  marvels  of  invention  and  the  powers  of 
production.  But  if  we  think  of  the  comparative  values  of  the  different 
forms  of  capital,  the  value  of  machine  capital  is  strikingly  small.  The 
machine  technology  which  dominates  and  guides  the  more  than  90  per 
cent  of  the  national  capital  in  its  other  forms  is  the  product  of  this 
small  fraction  of  total  capital,  which  machine  capital  constitutes.  From 
a  physical  and  technological  viewpoint,  machinery  is  the  chief  form  of 
capital ;  from  a  pecuniary  viewpoint,  it  is  a  minor  form. 

A  similar  condition  appears  in  agricultural  production.  From  the 
fact  that  America  has  attained  supremacy  in  the  use  of  machinery, 
one  might  infer  that  machinery  constitutes  the  main  form  of  farm 
capital.  There  is  no  denial  of  our  supremacy,  but  it  is  necessary  to 
ascertain  more  definitely  the  importance  of  machinery  in  determining 
that  supremacy.  Farm  machinery  is  less  than  5  per  cent  of  the  value 
of  all  farm  capital.  Land  and  buildings  are  the  main  forms  of  capital, 
measured  in  value.  The  farmer’s  main  interest  charge  is  not  on  ac¬ 
count  of  tractors,  reapers,  mowers,  plows,  or  other  tools,  but  on  account 
of  land  and  buildings.  In  the  money  economy  of  modern  agriculture, 
machinery  has  comparatively  slight  pecuniary  worth.  Physically  and 
technologically,  of  course,  it  is  all  important. 

To  study  the  relative  position  of  machine  capital  from  another 
angle,  we  may  observe  that  transportation  capital  is  almost  double  in 
value  the  combined  total  of  agricultural  and  factory  machinery.  Kail- 
roads,  motor  transport,  street  railways,  shipping  and  canal  facilities 
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are  far  greater  in  value  than  all  the  farm  and  factory  machinery  in  the 
country.  The  capital  directly  required  for  the  making  of  goods  is  only 
half  as  important,  from  the  pecuniary  standpoint,  as  the  capital  required 
for  moving  goods  around  from  place  to  place. 

From  the  standpoint  of  production  of  goods,  the  machines  are  para¬ 
mount.  But  from  the  standpoint  of  ownership  and  property  values, 
they  are  of  minor  account.  This  is  the  machine  age,  but  the  national 
wealth  is  mostly  land,  buildings,  transport,  materials,  and  property 
rights. 

The  Growth  of  Capital. — (1).  Capital  Values.  Capital  values  are 
measured  in  the  price  levels  prevailing  in  any  given  year.  They  are 
not  a  measure  of  growth  of  physical  productive  capacity  unless  they 
are  adjusted  to  changes  in  the  index  of  the  general  price  level.  But 
for  the  purpose  of  measuring  the  sum  of  property  rights  at  any  one 
time,  the  price  measure  of  capital  values  is  indispensable.  Ownership 
is  the  basic  concept  of  modern  business,  and  ownership  runs  in  terms  of 
dollars  of  value.  The  following  estimates  by  the  Census  Bureau  run 
in  terms  of  the  price  levels  of  the  current  years: 


Year 

Total  Wealth 

Per  Capita  Wealth 

Index  Numbers 
of  Price  Level 
(1885  =  100) 

1850 

$7,135,780,000 

$307.69 

103 

1870 

30,068,518,000 

779.83 

169 

1890 

65,037,091,000 

1,035.57 

94 

1900 

88,517,307,000 

1,164.79 

94 

1912 

187,739,071,090 

1,965.00 

115 

1922 

320,803,862,000 

2,936.00 

178 

(2).  Physical  Capital.  Physical  capital  is  a  mass  of  goods  instead 
of  a  sum  of  values.  The  growth  of  the  capacity  of  the  nation  to  produce 
goods  for  human  use  is  fundamental  to  social  progress.  The  total  real 
income  of  the  whole  people  can  advance  no  faster  than  the  advance  in 
the  power  to  produce  more  wealth  for  human  consumption. 

King  has  estimated  the  total  increase  of  physical  capital  from  1909 
to  1918,  a  nine-year  period,  at  33  per  cent.1  This  would  indicate  that 
physical  capital  in  the  United  States  has  had  a  rate  of  increase  from 
year  to  year  of  between  3  and  4  per  cent.  This  corresponds  with 
E.  E.  Day’s  estimate  of  the  annual  increase  of  the  volume  of  production 
at  approximately  4  per  cent.la  Volume  of  production  evidently  increases 


i  Journal  of  the  American  Statistical  Association,  Volume  18,  pp.  468-466. 
la  The  war  period  slowed  up  the  process  of  capital  accumulation.  W.  I.  King 
estimates  the  physical  growth  of  the  capital  wealth  from  1912  to  1922  at  11  per 
cent,  or  barely  more  than  1  per  cent  each  year.  This  modest  increase  in  physical 
quantity  of  wealth  contrasts  with  an  increase  of  72  per  cent,  or  more  than  7  per 
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at  about  the  same  rate  as  physical  capital.  This  is  but  an  expected  cor¬ 
respondence,  since  capital  goods  are  an  index  of  productive  capacity. 
If  this  rate  of  increase  is  converted  to  a  per  capita  basis,  it  makes  the 
annual  per  capita  growth  of  capital  about  2  per  cent.  This  trend 
smooths  out  seasonal,  cyclical  or  irregular  fluctuations,  and  shows  the 
long-time  average.  The  significance  of  this  statement  of  trend  is  the 
fact  that  productive  capacity  is  increasing  faster  than  population. 
Since  productive  capacity  here  refers  to  output  of  goods,  and  not  merely 
to  exchange  values,  it  reflects  our  ability  to  raise  the  standard  of  living 
for  the  people  as  a  whole. 

Although  this  average  trend  is  interrupted  by  many  temporary 
deviations  and  fluctuations,  it  is  indicative  in  the  truest  sense  of  the 
word  of  the  long-time  tendency  of  material  progress.  It  applies  chiefly 
to  peace  times,  since  peace  times  may  broadly  be  considered  normal 
times.  We  must  consider,  however,  what  are  the  effects  of  war  upon 
capital  accumulation.  During  a  war,  intense  thrift  is  practiced  and 
gross  savings  are  enormous.  But  these  savings  are  spent  for  war  pur¬ 
poses  and  for  the  destruction  of  capital.  The  result  is  that  a  nation’s 
physical  capital  tends  to  deteriorate  during  a  war  period.  During  the 
year  1918,  the  American  people  saved  about  $22,000,000,000  in  the 
aggregate.  Liberty  loans,  war  taxes,  private  thrift,  combined  to  create 
a  huge  total  of  gross  savings.  But,  during  the  same  year,  estimates 
of  the  actual  physical  capital  of  the  country  show  a  decline  of  nearly 
$2,000,000,000.  War  savings  are  not  productive  savings.  They  leave 
.the  nation  poorer  in  productive  capital  at  the  end  of  a  war  than  at 
the  start.2 

For  the  other  belligerents,  the  deterioration  of  capital  was  much 
more  severe  than  for  the  United  States.  The  capital  wealth  of  Germany 
deteriorated  more  than  20  per  cent  during  the  war  period.  This  de¬ 
terioration  does  not  include  the  loss  of  territory  or  foreign  investment, 
but  merely  the  impoverishment  of  domestic  capital  equipment.  This 
impoverishment  was  further  reflected  in  the  fact  that  the  per  capita 
income  in  Germany  after  the  War  showed  a  falling  off  of  more  than 
one-fifth,  as  compared  with  a  pre-war  year.3  The  other  warring  powers 
showed  a  capital  impoverishment  in  varying  degrees,  but  in  all  cases 
severe  enough  to  have  very  damaging  effects  upon  the  post-war  con¬ 
dition  of  their  peoples. 

(3).  Capital  in  Principal  Classes  of  Industry.  Particular  classes 
of  economic  activity  show  varying  rates  of  capital  growth.  The  follow¬ 
ing  estimates,  based  upon  the  report  of  the  Research  Council  of  the 
National  Transportation  Institute,  compare  capital  growth  in  our  four 
basic  industries  for  1900  and  1920 :  4 

cent  each  year  in  money  value  of  wealth.  See  Report  by  the  Bureau  of  the  Census 
on  “Estimated  National  Wealth,”  in  Wealth,  Debt  and  Taxation,  1924,  p.  xiii. 

2  See  W.  R.  Ingalls,  The  Wealth  and  Income  of  the  American  People,  especially 
Chapter  15. 

3  H.  G.  Moulton,  Germany’s  Capacity  to  Pay,  pp.  191-196. 

4  Report  No.  1,  February,  1924,  The  Place  of  Transportation  in  our  Industrial 
Structure. 
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Growth  of  Capital 

(1920  =  Index  Listed  in  All  Columns.  1900  =  Base  Index  of  100.) 


Industry 

Persons 
Engaged 
in  the 
Industry 

Capital 
in  the 
Industry, 
Money 
Value 

Physical 
Output 
of  the 
Industry 

Physical 

Capital 

per 

Employee 

Physical 

Output 

per 

Employee 

Agriculture . 

104 

381 

138 

138  (a) 

133 

Manufacturing  . . 

208 

495 

228 

140  (b) 

110 

Mines  . 

170 

302 

231 

138  (b) 

136 

Railroads  . 

199 

193 

j  234  * 

J 150  (c) 

j  118 

1  292  f 

1117 (d) 

j  125 

*  Tons  originating. 

t  Revenue  tons  one  mile. 

(a)  Money  value  adjusted  to  price  index. 

(b)  Primary  horsppower  per  worker. 

(c)  Tractive  power. 

(d)  Carrying  capacity  of  freight  cars. 

The  above  table  affords  many  interesting  comparisons  for  study,  but 
there  is  space  here  for  only  brief  mention  of  a  few  outstanding  interpre¬ 
tations.  In  money  value,  manufacturing  capital  shows  the  greatest 
increase  of  any  industry  with  its  index  of  495.  In  physical  capital  per 
employee,  however,  manufacturing  shows  only  the  same  approximate 
increase  as  the  other  classes  of  industry.  In  physical  output  per  worker, 
manufacturing  shows  only  a  10  per  cent  increase,  whereas  both  agricul¬ 
ture  and  mines  show  an  increase  of  one-third.  The  physical  capital 
per  worker  has  increased  at  about  the  same  rate  in  all  four  industries, 
but  the  physical  output  per  worker  shows  wide  differences  of  increase. 
In  the  latter  respect,  manufacturing  output  per  worker  has  increased 
least  of  all,  transportation  next,  agriculture  next,  and  mines  most  of 
all.  One  explanation  often  given  of  the  lower  increase  in  manufacturing 
output  is  the  introduction  of  the  eight  hour  day  during  this  general 
period  of  economic  development.  This  explanation  may  be  correct, 
although  statistical  evidence  is  insufficient  either  to  affirm  or  deny  it. 

In  1921  Ingalls  made  a  study  of  the  value  of  plant  and  equipment 
per  worker  in  various  manufacturing  industries,  and  calculated  that 
two  thousand  dollars  was  the  approximate  amount  of  plant  and  equip¬ 
ment  per  worker.  Certain  industries,  such  as  shoe  manufacturing, 
showed  a  capital  value  per  worker  as  high  as  five  thousand  dollars. 
Great  variety  exists  from  industry  to  industry  in  the  value  of  capital 
per  employee,  and  the  suggestion  of  an  average  carries  with  it  the 
caution  that  there  are  many  and  wide  deviations  above  and  below  such 
an  average.6 

Relative  Capital  Wealth  of  Various  Nations. — The  United  States 
has  the  greatest  capital  wealth  of  any  nation.  This  position  of  leader- 

6  Wealth  and  Income  of  the  American  People,  pp.  122-128. 
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ship  holds  not  merely  for  the  total  value  of  wealth  but  also  for  the 
amount  per  capita.  Because  of  her  leadership  in  this  respect,  the  United 
States  enjoys  the  greatest  per  capita  income  of  any  nation.  The  high 
standard  of  living  possible  in  the  United  States  is  directly  traceable 
to  the  fact  that  each  producer  uses  more  machinery,  more  mechanical 
power,  more  capital  equipment,  than  does  the  producer  in  any  other 
nation.  The  more  capital  available  to  assist  the  workman  in  production, 
the  greater  his  output ;  and  the  greater  his  output,  the  greater  the  pos¬ 
sibility  of  higher  income  and  higher  standards  of  living.  The  follow¬ 
ing  table  presents  comparisons  between  seven  nations  at  the  beginning 
of  1914.  That  year  is  taken  because  it  is  the  last  year  in  which  money 
units  in  the  several  countries  were  on  a  comparable  gold  parity.  Rela¬ 
tionships  have  probably  changed  in  the  subsequent  decade,  but  not  suf¬ 
ficiently  to  lessen  the  value  of  the  comparisons.  The  estimates  are  based 
upon  studies  made  by  J.  C.  Stamp.6 


Country 

Estimates  Based 
on  Work  of 

Approxi¬ 
mation  to 
Accuracy 

Total 
Amount 
(millions  ofi 
dollars) 

Amount 

per 

Capita 

(dollars) 

Income 

per 

Capita 

(dollars) 

United  Kingdom  . . 

Stamp 

I 

70,564 

1,547 

243 

United  States  .... 

Official,  King 

II 

204,393 

2,063 

335 

Germany  . 

Helfferich,  etc. 

II 

80,540 

1,012 

146 

France  . 

Pupin,  Therv 

II 

58,398 

1,474 

185 

Italy . 

Gini 

III 

21,801 

622 

112 

Russia  . 

Nevmark 

IV 

58,000 

413 

•  •  • 

Japan  . 

Stamp 

IV 

11,679 

214 

29 

I,  possible  error  of  10  per  cent;  II,  of  20  per  cent;  III,  of  30  per  cent; 
IV,  of  40  per  cent. 


The  very  low  per  capita  income  of  Japan  stands  in  sharp  contrast 
to  the  figure  for  the  United  States.  The  density  of  population  in  the 
Orient  is  so  great  that  the  introduction  of  modern  capital  as  an  aid 
in  production  has  not  yet  effected  any  marked  elevation  in  the  standard 
of  living.  From  the  figures  given  in  the  table,  the  outstanding  conclu¬ 
sion  is  that  the  increase  of  capital  equipment  is  the  essential  means  to  an 
increase  of  real  income,  but  that  if  population  grows  at  excessive  rates, 
the  per  capita  income  will  remain  very  low  in  spite  of  the  use  of  modern 
productive  capital.  Economic  progress  is  a  race  between  increase  of 
productive  capital  and  increase  qf  population.  The  United  States  has 
raised  the  standard  of  living  because  the  rate  of  capital  growth  has 
been  greater  than  the  rate  of  population  growth. 

6  Journal  of  the  Royal  Statistical  Society,  Volume  82,  p.  401.  The  table  at  the 
bottom  of  page  273  brings  comparisons  as  to  total  amounts  of  wealth  per  capita  in 
various  countries  down  to  1922. 
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Fundamental  Causes  of  Fluctuations  in  Supply  of  Capital. — We 

have  observed  in  the  previous  chapter  that  supply  of  capital  does  not 
respond  very  sensitively  to  changes  in  the  interest  rate.  Fluctuations 
in  the  rate  of  accumulation  of  capital  must  be  traced  primarily  to  other 
causes.  The  foremost  of  such  causes  is  the  volume  of  the  nation’s 
productive  output.  Capital  accumulation  is  greatest  when  the  country’s 
productive  plant  is  running  to  capacity.  For  example,  when  annual 
production  increased  18  per  cent  between  1913  and  1910,  savings  in¬ 
creased  133  per  cent.  During  1920  and  1921  savings  were  low  in  volume 
largely  because  the  state  of  depression  meant  a  falling  off  in  volume  of 
national  production.  During  1922  and  1923,  savings  increased  again 
because  during  those  years  the  country  increased  its  volume  of  produc¬ 
tion.  It  is  to  be  noted,  too,  that  a  small  per  cent  of  increase  in  the  index 
of  production  tends  to  be  accompanied  by  a  much  larger  per  cent  of  in¬ 
crease  in  the  index  of  savings.  Every  increase  in  production  is  likely 
to  lead  to  a  more  than  proportionate  per  cent  of  increase  in  capital 
accumulation.  Every  decrease  in  production  is  likely  to  lead  to  a  more 
than  proportionate  per  cent  of  decrease  in  capital  accumulation.  The 
basic  method  for  increasing  savings  is  to  keep  production  to  the  maxi¬ 
mum  capacity. 

Secondly,  capital  accumulation  tends  to  be  largest  when  business 
profits  are  largest.  AVhen  business  profits  slightly  more  than  doubled 


Wealth  of  U.  S.  compared  with  other  principal  countries  of  the  world  in  1922,  1912, 
1890,  1870  ;  compiled  from  U.  S.  census  reports  and  from  estimates  of  statistical  experts 
in  the  respective  countries  designated. 


In  Million  Dollars 

1922 

1912 

1890 

1870 

United  States  . 

320,803a 

186,299a 

65,037a 

30,069a 

United  Kingdom  . 

88,840t 

79,2971 

53,352o 

40.000f 

France  . 

67,7  lOt 

57,075n 

43,799o 

33,092e 

Germany  . 

35,700.1 

77,783.1 

49,500q 

38,000q 

Italy  . 

25,986t 

23,030c 

9, 733o 

7,300e 

Spain  . 

29,319u 

No  data 

11,193o 

10,512e 

Switzerland . 

4,567g 

3,030q 

2,404e 

No  data 

Russia  . 

No  data 

56,140c 

28.225e 

13,620o 

Poland  . 

1 7,000a 

No  data 

No  data 

No  data 

Latvia  . 

1,000a 

No  data 

No  data 

No  data 

Finland  . 

3,600a 

No  data 

No  data 

No  data 

Netherlands  . 

8,20Og 

4,827c 

4, 769o 

No  data 

Canada  . 

22,095d 

10,980c 

4,744o 

2,871e 

Mexico  . 

7,900r 

No  data 

No  data 

No  data 

Cuba  . 

S.OOOr 

No  data 

No  data 

No  data 

Argentina  . 

13,1 7Sg 

ll,680p 

2,477e 

No  da  ta 

Brazil  . 

1 3,020g 

No  data 

No  data 

No  data 

Chile  . 

3,064g 

No  data 

No  data 

No  data 

Peru  . 

4,000r 

No  data 

No  data 

No  data 

India  . 

21,960t 

No  data 

No  data 

No  data 

China  . 

19,087g 

No  data 

No  data 

No  data 

Australia  . 

9,689g 

6,113h 

6,667  o 

No  data 

New  Zealand . 

l,756t 

No  data 

730o 

No  data 

a.  Official;  b,  Crammond ;  c.  Stamp;  d,  Coates;  e.  estimate;  f,  Oriffen  ;  g,  Moody; 
h,  Knibhs ;  j,  Helfferich  ;  k,  Neymark  ;  m,  Rarthe ;  n,  ThCry ;  o,  Mulhall  ;  p,  Bunge : 
q,  Encyclopedia  Americana;  r,  Pan  American  Union;  s,  Armament  Conference;  t,  Baaed 
on  Crammond’s  estimate  in  1920;  u,  Banco  TTrquijo. 

(Data  compiled  by  National  City  Bank  of  New  York.) 
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between  1914  and  1916,  business  savings  more  than  quadrupled.  When 
corporation  profits  declined  slightly  between  1916  and  1919,  corporation 
savings  declined  one-half.  When  corporation  profits  declined  yet  more 
sharply  in  the  depression  of  1921,  corporate  savings  fell  to  about  one- 
quarter  of  what  they  had  been  in  1919.  The  recovery  of  corporate  sav¬ 
ings  in  1923  was  traceable  in  large  measure  to  the  fact  that  corporate 
profits  in  that  year  were  again  high. 

High  production,  high  profits  and  high  savings  bear  close  relations 
to  each  other.  Statistical  studies  thus  far  made  do  not  show  exactly 
the  correspondence  between  the  three  factors,  but  they  do  indicate  a 
clear  relationship.  When  both  profits  and  production  are  at  a  maximum, 
capital  accumulation  also  tends  to  be  at  a  maximum. 

A  third  fundamental  determinant  of  fluctuations  in  volume  of  savings 
is  the  degree  to  which  habits  of  thrift  prevail.  Thrift  is  not  a  pre¬ 
ordained  impulse  so  much  as  it  is  a  matter  of  class  custom,  national 
education,  acquired  habit.  Thrift  depends  upon  the  institutionalized 
behavior  of  people.  This  habit  is  subject  to  variations,  such  as  are 
illustrated  by  periods  of  extravagance  and  wasteful  expenditure  and 
periods  of  extreme  economy.  As  people  of  various  classes  become  ac¬ 
customed  to  saving  for  investment,  and  the  corporations  to  the  practice 
of  reinvesting  their  profits  in  business,  the  mere  force  of  customary 
practice  carries  saving  along  by  its  own  momentum. 

In  summary  we  may  observe  that,  although  supply  of  savings  is 
somewhat  affected  by  high  or  low  interest  rates,  nevertheless  the  funda¬ 
mental  determinants  of  the  wider  fluctuations  of  savings  are  variations 
in  the  volume  of  production,  the  amount  of  business  profits  and  pros¬ 
perity,  and  the  institutionalized  practices  and  Habits  of  thrift. 

Fundamental  Causes  of  Fluctuations  in  Demand  for  Capital. — 
Demand  is  much  more  sensitive  to  changes  in  the  interest  rate  than 
supply.  A  high  rate  acts  as  a  brake  upon  increasing  demand.  But 
just  how  high  the  interest  rate  must  go  in  order  to  act  as  a  check  on 
demand  is  a  question  of  how  impelling  the  fundamental  forces  under¬ 
lying  demand  happen  to  be  at  the  time.  The  problem,  therefore,  is  to 
examine  the  fundamental  forces  of  demand,  in  their  relation  to  the 
interest  rate. 

First,  the  prospect  of  profits  gives  the  greatest  impetus  to  demand. 
Business  men  demand  capital  when  they  believe  that  by  the  use  of  the 
capital  they  can  gain  liberal  net  earnings.  During  a  large  part  of  the 
last  decade  of  the  19th  century,  profit  margins  were  narrow,  with  the 
result  that  business  men  had  scant  inducement  to  use  new  capital. 
Demand  was  low,  and  largely  due  to  low  demand,  the  interest  rate 
fell  to  a  very  low  point.  Between  1900  and  1913,  on  the  other  hand, 
profit  margins  increased,  and  business  men,  lured  on  by  the  prospect  of 
good  earnings,  entered  an  effective  demand  for  new  capital.  This 
demand  was  reflected  in  a  rise  of  interest  rates  on  high  grade  bonds 
from  around  3y2  per  cent  to  5  per  cent  and  more.  When  profits  are 
high  during  the  prosperity  stage  of  the  business  cycle,  business  men 
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translate  the  outlook  into  a  heavy  demand  for  capital  and  the  interest 
rate  rises.  Conversely,  during  depression,  with  profits  on  the  wane, 
demand  falls  off  and  interest  rates  follow  the  decline.  Demand,  there¬ 
fore,  centers  around  the  anticipation,  the  hope,  the  prospect  of  profits. 

Second,  the  progress  of  technical  inventions  and  discoveries  de¬ 
termines  demand.  In  the  decade  and  a  half  from  1900  to  the  outbreak 
of  the  World  War,  fundamental  technical  changes  occurred  in  the 
United  States  which  set  up  a  firm  demand  for  new  capital.  The  elec¬ 
trical  and  the  automobile  industries,  with  all  their  allied  lines  of 
production,  developed  rapidly  and  vast  amounts  of  capital  were  re¬ 
quired  for  manufacture,  for  installation,  for  repair,  for  maintenance 
of  output.  Population  moved  from  country  to  town  and  city,  thereby 
setting  up  a  growing  demand  for  dwelling  houses.  Moreover,  during 
this  period  the  kind  of  house  demanded  involved  more  elaborate  equip¬ 
ment  than  previous  types,  and  this  higher  grade  of  construction  added 
to  the  demand  for  more  and  more  capital  for  housing  enterprises. 
Public  utilities  during  this  period  multiplied  their  investment  five  times 
over,  and  expanded  at  a  rate  which  demanded  a  high  rate  of  capital 
accumulation.  New  and  better  types  of  office  and  factory  buildings 
became  the  order  of  the  day.  New  highways  were  constructed  on  an 
unprecedented  scale.  The  period  was  marked  by  an  outburst  of  tech¬ 
nical  progress,  and  a  consequent  high  demand  for  capital.  At  the  time, 
supply  of  capital  was  increasing  materially,  but  demand  outran  supply. 
The  future  demand  for  capital  will  depend  greatly  upon  future  in¬ 
ventions  and  discoveries  which  revolutionize  production  processes  or  add 
new  forms  of  capital  goods  to  our  present  standards. 

Third,  the  conditions  of  peace  or  war  determine  demand.  War  gives 
rise  to  an  urgent  demand  for  savings,  and  therefore  has  the  inevitable 
result  of  pushing  interest  rates  up.  This  stiffening  of  demand  is 
accompanied  by  a  scarcity  of  productive  capital,  since  practically  all 
of  a  nation’s  savings  in  time  of  war  are  devoted  to  the  destructive  pur¬ 
poses  of  military  necessity.  The  series  of  wars,  including  the  Spanish 
American,  the  Boer,  the  Russo-Japanese,  the  Balkan,  and  finally  the 
World  War,  involved  both  a  world-wide  destruction  of  capital  and  a 
world-wide  demand  for  more  capital,  all  of  which  could  have  only  one 
effect  on  the  United  States  as  on  the  other  nations, — to  raise  their  interest 
rates  to  abnormally  high  figures. 

Briefly  put,  the  nature  of  demand  must  be  studied  from  the  stand¬ 
point  of  the  fundamental  sources  of  demand.  These  include  chiefly 
the  prospect  of  profits  from  the  use  of  capital,  the  growth  of  technical 
improvements,  and  the  conditions  of  war  or  peace.  The  growth  of 
population,  of  course,  causes  a  corresponding  growth  of  need  for  capital, 
but  this  factor  tends  to  make  itself  effective  in  the  capital  markets  only 
in  so  far  as  it  creates  the  prospect  of  profits  from  the  use  of  additional 
capital,  or  stimulates  technical  progress,  or  gives  rise  to  war  or  peace. 

Effect  of  Variations  in  the  Interest  Rate  upon  Supply  and  De¬ 
mand. — The  previous  discussion  has  dealt  particularly  wfith  the  effect 
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of  supply  and  demand  upon  the  interest  rate.  We  may  now  consider 
more  particularly  the  effect  of  changes  in  the  interest  rate  upon  supply 
and  demand.  A  rise  of  the  interest  rate  seems  to  have  very  little  efficacy 
in  increasing  the  supply  of  savings,  unless  the  more  fundamental  con¬ 
ditions  governing  supply  are  themselves  favorable.  That  is  to  say, 
unless  production  is  high,  profits  good,  and  habits  of  thrift  steady,  the 
rising  interest  rate  seems  to  be  more  or  less  ineffective  as  a  means  of 
swelling  the  supply  of  savings.  No  matter  how  much  the  interest  rate 
is  raised,  if  production  is  low  and  profits  low,  the  volume  of  saving 
tends  to  fall  off.  Perhaps  it  would  be  true  to  add  that,  under  such 
conditions,  the  rise  of  interest  rates  makes  the  decline  of  savings  less 
than  it  otherwise  would  be.  We  are  not  concerned  to  deny  that  the 
interest  rate  does  have  an  influence,  but  rather  to  stress  the  fact  that 
other  influences  on  supply  are  more  fundamental  and  give  a  much 
sounder  basis  for  prediction  of  interest  movements. 

As  has  already  been  noted  demand  is  much  more  responsive  to  in¬ 
terest  variations  than  supply.  Low  interest  rates,  for  instance,  during 
periods  of  depression,  tend  to  stimulate  business  to  recovery.  High 
rates,  during  periods  of  boom  and  inflation,  tend  to  cheek  the  undue 
expansion  and  curb  the  excessive  demand  for  capital.  Interest  is  a  most 
important  regulator  of  demand.  By  manipulation  of  discount  rates, 
central  banks  in  other  countries  and  Federal  Reserve  banks  in  the 
United  States  are  able  to  regulate,  to  an  important  degree,  the  demand 
for  capital. 

Principal  Types  of  Fluctuations  of  Interest  Rates. — Four  principal 
types  of  movements  occur  in  interest  rates,  these  types  being  similar 
to  other  price  movements  in  the  economic  field.  The  types  of  move¬ 
ments  may  be  listed  as  seasonal,  cyclical,  secular,  residual. 

The  seasonal  fluctuations  are  indicated  by  the  chart  on  page  277. 

It  is  to  be  noted  that  the  Federal  Reserve  Banks  have  had  the  effect 
of  greatly  modifying  the  seasonal  fluctuations.  The  years  1917-1923  are 
not  satisfactory  years  for  calculating  seasonal  variations,  since  much 
of  this  period  is  affected  by  war  and  post-war  abnormalities.  But  we 
may  draw  some  fairly  reliable  conclusions  from  the  pre-war  years  if 
the  assumption  is  made  that  seasonal  movement  has  been  reduced  one- 
half  since  the  establishment  of  the  Federal  Reserve  system.  Seasonal 
movements  apply  chiefly  to  short-term  commercial  interest  rates.  Bond 
rates  show  a  practically  negligible  seasonal  variation.  The  normal 
variation  for  commercial  rates  is  an  easing  of  rates  in  January,  a  mild 
upward  turn  during  February  and  March,  a  down  trend  through  the 
summer,  a  stiffening  of  rates  in  late  summer,  a  high  point  reached  by 
the  end  of  October  or  early  November,  and  a  slight  down  turn  in 
November  followed  by  firmness  until  about  the  end  of  the  year.  These 
seasonal  variations  are  important  in  interpreting  month  to  month 
changes  in  money  rates,  both  because  they  determine  the  cost  to  business 
men  of  their  funds  for  working  capital  and  because  they  influence  any 
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predictions  or  forecasts  of  future  turns  of  the  interest  rate.  At  the 
present  time,  under  Federal  Reserve  moderation  of  seasonal  changes, 
rates  may  be  one-seventh  higher  at  one  period  of  the  year  than  at  an¬ 
other.  A  variation  of  rates  which  may  alter  the  cost  to  the  business  man 
of  his  loans  by  as  much  as  one-seventh  is  a  very  important  cost  item. 

Open  Market  Interest  Rates  for  60-90  Day  Commercial  Paper 
in  the  United  States  * 

Index 

120 

1X5 

110 

105 

Yearly 
100 

Average 
95 

90 

85 


First  Quarter  Second  Quarter  Third  Quarter  Fourth  Quarter 
Jan-Feb-Mar  Apr-May-Jun  Jul-Aug-Sep  Oet-Nov-Dec 

*  From  report  of  the  Federal  Reserve  Board,  Sept.,  1923. 

Cyclical  fluctuations  of  interest  rates  are  indicated  by  the  accom¬ 
panying  diagram.  The  rates  represented  are  those  on  choice  double¬ 
name  60-90  day  commercial  paper.  Seasonal  and  secular  influences 
have  been  eliminated  by  statistical  processes,  and  the  chart  shows  there¬ 
fore  the  cyclical  fluctuations  free  from  the  other  two  influences : 

Cyclical  Fluctuations  of  Interest  Rates  :  Corrected  Figures  * 


( Percentages ) 
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Interest  rates  tend  to  lag  behind  commodity  price  movements  in  the 
business  cycle.  They  rise  and  fall  more  slowly  than  prices.  When 
prices  rise,  lagging  interest  rates  mean  low  business  costs.  As  prices 
reach  their  crest,  interest  rates  are  likely  to  continue  their  ascent.  The 
result  is  heavy  interest  costs,  and  a  general  financial  strain  among 
banks  and  business  concerns.  As  this  strain  makes  itself  felt,  prosperity 
comes  to  an  end,  and  crisis  and  depression  ensue.  High  rates  check 
prosperity.  On  the  other  hand,  when  rates  have  fallen  and  money  is 
cheap,  business  tends  to  be  stimulated.  Interest  rates  play  a  most 
important  role  in  the  major  movements  of  business  cycles. 

The  long-time  trend  of  the  interest  rate  is  indicated  by  the  following 
chart : — 


1830  1840  1850  I860  _  _  1870  1880  1890  1900  1910  1920 


*  W.  Randolph  Burgess,  Management  and  Administration,  Volume  0,  p.  4.  Small 
circles  show  average  rates  each  year ;  tops  of  lines  show  highest  and  bottoms  of  lines 
lowest  rates.  Figures  for  early  years  are  taken  from  a  study  by  Dr.  F.  R.  Macaulay. 


Although  the  interest  rate  here  referred  to  is  for  short-term  com¬ 
mercial  paper,  it  nevertheless  indicates  accurately  enough  the  trend  of 
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bonds  and  other  securities,  since  over  a  period  of  years  commercial  rates 
and  investment  rates  tend  to  move  together.  Commercial  rates  average 
less  than  bond  rates  over  a  period  of  years,  the  difference  amounting 
to  about  Y2  of  1  per  cent. 

Two  important  observations  may  be  made  on  the  long-time  trend : 
first,  the  average  of  interest  rates  was  much  higher  in  the  earlier  years 
of  the  country’s  history  than  in  the  later  years;  second,  there  has  been 
a  marked  reduction  in  the  extreme  fluctuations  above  and  below  the 
average.  With  regard  to  the  first  observation,  the  explanation  lies 
largely  in  the  fact  that  interest  involved  a  heavy  risk  factor  during  the 
early  speculative  and  undeveloped  stages  of  economic  history.  High 
rates  are  characteristic  of  a  country  passing  through  the  early  stages 
of  industrial  development.  A  further  explanation  lies  in  the  fact  that 
banking  organization  was  uncertain  and  the  mechanism  of  a  money 
market  undeveloped.  This  condition  hampered  the  supply  of  capital 
funds,  since  people  will  not  freely  offer  their  savings  unless  the  channels 
of  investment  promise  a  high  degree  of  security  and  permanence.  The 
second  fact  noticeable  in  long-time  trend,  namely,  the  lessening  of 
extreme  fluctuations,  is  particularly  due  to  the  development  of  improved 
banking  organization.  The  establishment  of  the  national  banking  system 
during  the  Civil  War  was  an  important  step  toward  ironing  out  extreme 
fluctuations,  and  the  establishment  of  the  Federal  Reserve  System  in 
1914  carries  this  stabilizing  tendency  to  a  higher  degree  of  completeness. 

The  chart  shows  the  year  1894,  with  an  average  rate  of  3  per  cent, 
to  be  the  lowest  in  our  financial  history.  During  this  period,  prime 
railroad  bonds  sold  to  yield  only  3  per  cent,  and  2  per  cent  New  York 
City  bonds  sold  at  a  premium.  The  general  opinion  at  the  time  seems 
to  have  been  that  the  country  had  developed  to  a  point  where  a  perma¬ 
nent  low  interest  rate  was  inevitable.  But  shortly  thereafter  began 
an  outburst  of  technical  progress  calling  for  new  capital  in  the  auto¬ 
mobile  and  electrical  industries,  in  a  broad  building  program  of  better 
residences,  and  bigger  offices  and  factories,  in  expansion  of  railway  and 
other  public  utility  equipment,  and  in  improved  highway  construction. 
At  the  same  time  profit  margins  increased  and  the  prospect  of  profits 
gave  a  new  impetus  to  demand  for  capital.  Moreover  overseas  wars 
added  to  demand  for  capital  at  the  same  time  that  the  destruction  due 
to  these  wars  increased  the  scarcity  of  capital.  This  new  outburst  of 
demand  set  in  motion  an  upward  trend  which  lasted  until  1920,  and  which 
brought  about  practically  a  doubling  of  interest  rates  over  the  low 
point  of  1894.  The  trend  since  1920  has  been  downward,  with  supply 
of  capital  outstripping  demand.  Our  productive  capacity  runs  well  in 
excess  of  consumption.  Whether  the  decline  of  interest  rates  will  con¬ 
tinue  until  a  new  low  point  is  reached  is  a  question  impossible  to  decide 
now,  but  the  possibility  of  such  a  decline  deserves  to  be  kept  in  mind. 

This  possibility  raises  further  the  question :  How  low  can  the  interest 
rate  fall?  If  the  interest  rate  can  fall  to  zero,  the  supply  and  demand 
of  capital  must  undergo  revolutionary  changes.  Gustav  Cassel  examines 
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this  problem  in  some  detail,  and  holds  that  the  rate  cannot  fall  below 
2%  or  2  per  cent  at  the  lowest.  Any  lower  rate  would  result  in  a 
tendency  for  people  to  live  off  their  capital  by  the  purchase  of  annuities. 
This  consumption  of  capital  would  create  a  scarcity  of  capital,  and  the 
scarcity  would  tend  to  push  interest  rates  upward  again.7  There  appears 
no  likelihood  that  the  long-time  trend  will  fall  to  a  2  per  cent  level  in 
the  near  future,  but  if  it  should  the  check  which  Cassel  mentions  would 
probably  be  effective,  although  it  is  impossible  to  predict  with  absolute 
certainty  that  this  would  be  the  case.  It  is  chiefly  significant  for  present 
purposes  that  in  developed  countries  interest  fluctuations  seem  to  keep 
usually  within  a  range  of  about  3  to  6  per  cent.  These  rates  are  the 
approximate  upper  and  lower  limits  to  interest  trend  in  such  countries 
as  the  United  States  or  England.  Backward  countries,  fiat  money  coun¬ 
tries,  warring  countries,  countries  in  the  throes  of  inflation  exhibit  higher 
ranges,  but  normal  developed  countries  adhere  closely  to  the  3  to  6 
per  cent  range. 

International  variations  in  the  interest  rates  are  illustrated  in  the 
following  table : 8 

Rediscount  Rates  of  Banks  of  Issue  in  Twelve  Countries,  March,  1925 

Rediscount  Rates 


Name  of  Country  Per  Cent 

New  York  .  3% 

Holland  .  4 

England  .  5 

Sweden  .  5% 

Italy  .  6 

Denmark  .  7 

France  .  7 

Japan  .  8 

Germany  .  9 

Poland  .  10 

Hungary  .  12% 

Austria  .  13 


Capital  Accumulation  by  Various  Income  Groups. — An  important 
question  in  this  field  is:  What  saving  is  done  by  different  classes  and 
groups  of  people  ?  One  income  classification  is :  employees,  farmers, 
business  men.  King’s  studies  indicate  the  following  savings  for  each 
of  these  groups,  stated  as  an  annual  average  for  the  decade  1909  to 
1918 : — 9 

27,000,000  employees,  with  average  income  of  $690  each,  made  average  sav¬ 
ings  of  $40  each,  a  total  of  slightly  over  $1,000,000,000,  or  about  one-fifth  of 
the  total  national  savings. 

6,400,000  farmers,  with  average  income  below  $850  each,  made  average 
savings  of  over  $100  each,  a  total  of  slightly  over  $670,000,000,  or  about  one- 
eighth  of  the  total  national  savings. 

7  A  Theory  of  Social  Economy,  pp.  224-248. 

s  From  Monthly  Review,  Federal  Reserve  Bank  of  New  York,  April,  1925,  p.  3. 

»  Journal  of  the  American  Statistical  Association,  Volume  18,  p.  468. 
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3,300,000  entrepreneurs  and  other  property  owners,  with  an  average  income 
of  $3,400  each,  made  average  savings  of  $1,100  each,  a  total  of  a  little  less  than 
$4,000,000,000,  or  about  two-thirds  of  the  total  national  savings. 

Employees,  representing  over  70  per  cent  of  the  income  receiving  popula¬ 
tion,  and  receiving  more  than  one-half  of  the  national  income,  saved  only  one- 
fifth  of  the  national  savings.  The  average  employee  saved  only  about  six  cents 
out  of  every  dollar  of  income.  The  average  farmer  saved  about  twelve  cents 
out  of  every  dollar  of  income.  The  average  entrepreneur  and  property  owner 
saved  about  thirty-three  cents  out  of  every  dollar  of  income. 

It  is  obvious  that  the  bulk  of  saving  in  the  United  States  is  done 
by  property  owners  and  business  men.  And  yet  it  does  not  follow  that 
the  sacrifice  made  by  this  class  in  saving  is  as  onerous  as  the  sacrifice 
of  the  employees  in  putting  aside  their  relatively  small  savings.  The 
burden,  abstinence,  sacrifice  and  self-denial  borne  by  the  employees  in 
saving  a  small  fund  out  of  their  small  individual  incomes  is  commonly 
very  heavy.  Although  the  business  groups,  for  the  most  part,  must 
undergo  some  self-denial  and  forego  some  pleasures  of  spending,  never¬ 
theless  their  thrift  is  not  of  a  sort  which  constantly  eats  into  the  mini¬ 
mum  necessities  or  comforts  of  life. 

A  large  part  of  business  savings  has  now  a  highly  impersonal  nature. 
The  main  form  of  such  savings  is  corporate  surplus.  Corporate  sur¬ 
plus  is  merely  a  part  of  net  earnings,  set  aside  for  purposes  of  rein¬ 
vestment  in  the  business.  Knauth  has  estimated  the  annual  savings  for 
a  number  of  years  from  corporate  surplus  as  follows : 10 


1910 

1911 

1913 

1914 

1915 

1916 

1917 

1918 

1919 

1920 

1921 


Millions  of 
Dollars 
.  1,200 
900 

.  1,000 

500 

.  1,600 
.  3,900 

. .  3,400 

.  1,700 

. .  2,000 
. .  1,000 
500 


The  years  of  high  savings  from  corporate  surplus  are  years  of  business 
prosperity,  whereas  the  years  of  low  savings  are  years  of  business  de¬ 
pression.  The  main  factor  in  variations  of  corporate  surplus  is  the 
business  cycle.  The  years  1914  and  1921  show  very  low  savings  in 
corporate  surplus  for  the  reason  that  these  were  years  of  slump  and 
depression.  It  is  a  safe  conclusion,  therefore,  that  the  necessary  way 
to  stabilize  corporate  savings  is  to  stabilize  business  movements  gen¬ 
erally  and  to  modify  as  much  as  possible  the  up  and  down  movements 
of  the  business  cycle.  In  a  normal  or  average  year,  the  savings  from 


10  Journal  of  the  American  Statistical  Association,  Volume  18,  p.  164. 
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this  source  amount  to  approximately  one-quarter  of  the  total  savings 
of  the  nation. 

Although  the  corporation  is  the  dominant  type  of  business,  never¬ 
theless  a  vast  number  of  individual  business  concerns  are  not  organized 
in  corporate  form.  These  business  concerns  do  a  great  amount  of  direct 
saving  by  putting  part  of  their  earnings  back  into  the  business.  Farmers, 
for  instance,  save  large  amounts  in  the  form  of  earnings  put  into  farm 
improvements.  This  direct  saving  by  non-corporate  business  approxi¬ 
mates  in  normal  years  about  15  per  cent  of  total  national  savings,  but  in 
years  of  prosperity  much  exceeds  this  average,  and  in  years  of  depression 
falls  much  below  it.  This  form  of  savings,  like  corporate  surplus,  there¬ 
fore,  depends  chiefly  upon  the  fluctuations  of  the  business  cycle.  The 
combined  savings  of  corporate  and  non-corporate  business,  relative  to 
total  national  savings,  are  estimated  by  King  as  follows : 11 


Per  Cent 

Year  of  Total  Savings 

1909  .  46.91 

1910  .  51.57 

1911  .  45.91 

1912  .  51.16 

1913  .  49.21 

1914  .  33.80 

1915  .  44.30 

1916  .  55.52 

1917  .  71.30 


The  savings  of  employees  and  middle  class  people  are  reflected 
largely  in  insurance  assets,  savings  bank  funds,  building  and  loan  asso¬ 
ciation  funds,  independent  purchase  of  dwelling  houses,  and,  to  a  degree, 
bonds  in  the  open  market.  Savings  from  personal  incomes  are  highly 
important,  and  do  not  fluctuate  as  severely  in  the  turns  of  the  business 
cycle  as  do  business  savings.  Only  a  minor  part  of  the  national  savings 
directly  enter  the  investment  markets.  Ordinarily  probably  more  than 
half  of  the  national  savings  do  not  pass  into  the  stock  and  bond  open 
market.  This  large  part  of  savings  is  used  directly  by  the  saver  in  his 
store,  his  farm,  his  plant,  his  household.  We  must  distinguish,  there¬ 
fore,  between  personal  savings  and  business  savings,  and  further  between 
savings  made  through  the  investment  markets  and  savings  made  outside 
those  markets. 

Uses  Made  of  Savings. — Having  examined  the  sources  of  savings, 
we  may  now  examine  the  uses  made  of  savings.  Although  uses  vary 
from  country  to  country  and  from  year  to  year,  nevertheless  it  is 
possible  to  obtain  a  fair  picture  of  the  situation  by  studying  a  sample 
year  in  the  United  States.  David  Friday  estimates  the  distribution  of 
savings  for  the  year  1923  as  follows : 12 

11  Journal  of  the  American  Statistical  Association,  Volume  18,  p.  470. 

12  Neio  Republic,  Volume  37,  p.  304. 
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$3,300,000,000  automobiles  and  trucks 
600,000,000  highway  construction 

500,000,000  garages  and  expansion  of  automobile  plants 
600,000,000  oil  development,  pipe  lines,  refineries 
4,000,000,000  building  outside  of  automobile  industries 
1,000,000,000  new  railroad  equipment 
1,250,000,000  telegraph,  telephone,  electric  light  and  power,  etc. 
1,000,000,000  gold  imports,  public  works,  furniture,  etc. 

Total  $12,250,000,000  Estimated  savings  of  the  nation  in  1923 

The  first  four  items  in  this  list  relate  chiefly  to  the  automobile  and 
to  its  allied  industries.  About  $5,000,000,000  of  savings  were  applied 
to  the  demand  arising  from  the  technical  progress  represented  by  the 
automobile.  The  next  largest  item  is  new  building,  and  this,  combined 
with  the  automobile,  accounts  for  fully  three-fourths  of  the  new  capital 
of  the  year.  The  major  portion  of  this  capital  represented  durable  goods 
for  gradual  consumption  and  enjoyment.  Both  the  production  and  the 
use  of  these  goods  require  an  extended  period  of  time.  This  involves 
waiting,  or  non-expenditure  of  income  for  purposes  of  immediate  con¬ 
sumption.  The  demand  for  this  waiting  or  saving  is  the  current  demand 
for  capital.  The  demand  is  met  by  the  excess  of  production  of  durable 
goods  over  and  above  present  annual  consumption.  These  durable  goods 
may  in  part  be  produced  goods  used  in  further  production,  such  as 
machinery,  but  it  is  clear  from  this  estimate  that  the  main  part  of  these 
durable  goods  are  consumption  goods  which  yield  their  utilities  over  a 
long  period  of  time. 

The  produced  goods  used  in  further  production  are  mostly  repre¬ 
sented  in  the  last  three  items  of  the  list.  Transportation  equipment, 
electrical  equipment,  public  utilities,  and  public  works  are  salient  fea¬ 
tures  of  this  productive  capital.  In  comparing  the  totals  of  new  pro¬ 
ductive  and  new  consumption  capital,  however,  one  is  impressed  by  the 
fact  that  consumption  capital  represents  decidedly  the  larger  use  of 
current  savings.  The  effect  of  technical  progress  upon  the  uses  of  capital 
is  illustrated  in  impressive  fashion  by  the  automobile,  electricity,  and 
modern  housing,  and  the  firm  demand  for  capital  at  the  present  time 
due  thereto.  It  is  a  fair  conjecture  that,  were  it  not  for  technical  de¬ 
velopments  in  these  fields,  the  demand  for  capital  would  be  quite  low 
and  the  interest  rate  likewise  at  a  very  low  point. 

Share  of  National  Income  Going  to  Interest. — It  would  be  inter¬ 
esting  and  valuable  to  know  definitely  what  share  of  the  total  yearly 
income  of  the  United  States  is  paid  out  in  the  form  of  interest  on  capital. 
The  problem  is  an  exceedingly  difficult  one  to  treat  statistically,  and  yet 
the  estimates  which  have  been  made  are  approximate  enough  to  be  highly 
suggestive.  M.  C.  Rorty  estimates  that  about  16  per  cent  of  the  total  of 
all  incomes  goes  to  interest  on  capital.13  Interest  is  used  here  in  the 
sense  of  gross  interest  rather  than  of  net  or  pure  interest.  Rorty  also 


is  Some  Problems  in  Current  Economics,  pp.  29,  03,  103-106. 
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estimates  that  land  rents  absorb  about  8  per  cent  of  the  total  of  all 
incomes.  It  is  however  uncertain  just  what  part  of  this  is  to  be  regarded 
as  interest  on  investment  in  land  and  what  part  as  producers’  surplus 
on  land,  or  economic  rent.  Gross  interest  and  gross  rent  combined 
amount,  therefore,  to  about  24  per  cent  of  the  total  national  income.  It 
would  be  conservative  to  conclude  that  from  one-sixth  to  one-quarter  of 
the  annual  income  of  the  nation  is  disbursed  as  interest.  Consequently, 
if  in  a  given  year  the  income  of  the  United  States  were  $65,000,000,000, 
the  share  of  this  sum  going  to  interest  would  at  the  least  be  upwards 
of  $11,000,000,000  and  would  probably  be  substantially  above  that  sum. 
Some  such  amount  as  this  is  the  cost  to  the  country  of  the  services  of 
those  who  have  saved  and  accumulated.  The  owners  of  the  capital 
supply  of  the  country  have  a  standing  claim  to  this  important  share  of 
the  national  income.  This  fact  is  fundamental  to  any  understanding 
of  problems  of  distribution. 

Share  of  the  National  Income  Saved  Annually. — The  measurement 
of  the  annual  savings  of  the  country  is  a  comparatively  recent  achieve¬ 
ment.  The  stimulus  to  the  use  of  statistics  for  this  purpose  is  largely  the 
result  of  wartime  interest  in  thrift  and  saving.  It  is  possible  to  estimate 
savings  from  two  standpoints,  namely,  gross  savings,  and  net  savings. 
Gross  savings  refer  to  the  amount  of  income  not  devoted  to  immediate 
consumption.  Net  savings  refer  to  the  actual  addition  to  permanent 
capital.  The  difference  between  the  two  represents  such  items  as  the 
amount  of  savings  devoted  to  war  costs,  or  the  amount  used  to  replace 
old  and  worn  out  capital.  The  table  given  below  is  derived  from  esti¬ 
mates  of  net  savings  by  W.  I.  King  14  and  of  gross  savings  by  David 
Friday.15  The  statistical  methods  used  in  making  these  estimates  may 
not  be  in  all  respects  strictly  accurate.  However,  the  estimates  are  the 
most  reliable  that  have  been  made,  and  although  statistical  method  needs 
to  be  perfected,  present  estimates  are  nevertheless  sufficiently  close  ap¬ 
proximations  to  be  highly  significant  and  to  serve  many  practical  pur¬ 
poses. 

The  years  for  which  data  have  been  omitted  are  those  for  which 
statistical  studies  are  not  yet  available.  However,  the  available  data 
are  sufficient  to  indicate  clearly  that  normally  the  nation  saves  about 
one-seventh  of  its  total  income.  In  1916  the  ratio  rose  exceptionally 
high,  being  one-fourth  the  national  income,  andfin  1918  fell  exceptionally 
low,  representing  a  deficit  or  depreciation  of' capital  of  about  3  per  cent 
of  the  national  income.  These  ratios  refer  to  net  saving.  As  to  gross 
savings,  it  is  found  that  in  1918  the  nation  saved  for  war  expenditures 
as  much  as  one-third  of  its  income.  But  war  expenditures  meant  loss  of 
permanent  capital,  and  the  stock  of  national  wealth  actually  declined 
during  the  year. 

It  is  interesting  to  compare  the  share  of  national  income  paid  out  as 

14  See  Journal  of  the  American  Statistical  Association,  Volume  18,  p.  467. 

15  See  Profits,  Wages  and  Prices,  p.  91;  also  New  Republic,  Volume  33,  p.  271, 
and  Volume  37,  p.  304. 
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interest  to  investors  with  the  share  of  national  income  saved.  The  two 
are  much  the  same  in  amount.  For  every  dollar  disbursed  as  an  interest 
payment  to  a  property  owner,  there  is,  roughly  and  approximately 
speaking,  a  dollar  saved  anew  out  of  current  income.  The  nation  re¬ 
invests  its  interest  income  each  year.  It  does  not  follow  of  course  that 
each  individual  reinvests  each  dollar  of  interest  income  received,  but 
the  statement  does  apply  to  the  average  interest  receipts  and  volume 
of  savings  of  the  nation  as  a  whole.  New  savings  approximately  equal 
interest  on  old  savings.  In  passing  judgment  on  the  justice,  wisdom,  or 
advantage  of  allowing  so  large  a  part  of  national  income  to  be  dis¬ 
tributed  as  a  reward  for  ownership,  it  is  not  without  significance  that 
an  equivalent  of  the  amount  so  distributed  is,  for  the  nation  as  a  whole, 
turned  back  into  productive  industry. 


Income  and  Savings  oe  the  United  States 


Year 

Total  Na¬ 
tional  Savings, 
in  Dollars  of 
Current  Year, 
Net 

(millions) 

Total  Na¬ 
tional  Savings, 
in  Dollars  of 
Current  Year, 
Gross 
(millions) 

Net  Saving, 
Dollars  of 
1913  Value 
(millions) 

Total  Na¬ 
tional  Income, 
Dollars  of 
Current  Year 
(millions) 

Net  Saving, 
Fraction  of 
National 
Income 

1909 

$5,001 

$5,231 

$29,259 

.1709 

1910 

5,387 

5,509 

31,471 

.1712 

1911 

4,221 

4,289 

30,904 

.1366 

1912 

5,272 

5,298 

33,807 

.1559 

1913 

4,879 

$6,500 

4,880 

35,436 

.1377 

1914 

4,183 

5,500  (a) 

4,140 

33,401 

.1252 

1915 

7,542 

9,000 

7,381 

35,920 

.2100 

1916 

12,547 

14,500 

11,401 

45,861 

.2736 

1917 

9,273 

18,000 

7,162 

—1,196 

54,664 

.1690 

1918 

—1,844 

22,000 

59,930 

—.0308 

1919 

1920 

1921 

1922 

1923 

15,000 
11,500  (a) 
8,000 
10,000 
12,000 

66,800 
74,158 
62,736 
58,500  (b) 
67,000  (b) 

.2293  (c) 
.1543  (c) 
.1457  (c) 
.1652  (c) 
.1681  (c) 

(a)  See  W.  R.  Ingalls,  Wealth  and  Income  of  the  American  People,  p.  203. 

(b)  See  above,  page  46. 

(c)  Gross  saving,  fraction  of  national  income. 
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CHAPTER  XVI 


PROBLEMS  OF  CAPITAL  AND  INTEREST 

The  Overhead  Burden  of  Capital  Equipment.— It  is  an  important 
problem  to  discover  how  much  benefit  accrues  from  modern  capital. 
When  one  contemplates  the  many  marvels  of  science  and  machinery, 
the  sensational  increases  of  productive  capacity  due  to  certain  leading 
inventions  and  discoveries,  it  is  a  temptation  to  assume  that  society 
has  benefited  proportionally.  This  assumption  would  however  go  much 
beyond  the  facts.  A  typical  illustration  of  this  overdone  assumption 
runs  as  follows:  “In  the  steel  industry,  one  or  two  men  with  unloaders 
replace  twelve  to  twenty  men  unloading  by  hand.  In  men’s  clothing, 
in  various  processes,  machines  with  a  single  operator  replace  six  and 
eight  workers.  In  the  glass  industry,  one  type  of  bottle-making  machine 
replaces  fifty-four  workers.  In  coal  mining,  an  automatic  conveyor  for 
pier  unloading  with  twelve  men  replaces  one  hundred  and  fifty  men.  ’  ’ 1 
These  dramatic  achievements  do  not  mean  a  proportional  increase  in 
our  net  capacity  to  produce  goods  for  consumption.  With  each  of  these 
inventions  more  and  more  labor  has  to  be  given  to  the  making  of 
machinery,  the  construction  of  equipment,  the  preparation  to  make 
goods  for  final  consumption.  Less  and  less  time  is  required  to  make 
goods  for  actual  consumption,  but  more  and  more  time  is  required  to 
get  ready  to  make  goods  for  actual  consumption.  The  indirect  processes 
necessary  to  mine  and  factory,  the  preliminary  stages  of  collecting 
materials  and  capital  equipment,  the  transporting  of  goods  farther  and 
farther  as  production  becomes  more  and  more  complicated,  offset  to  a 
degree  the  dramatic  increases  of  efficiency  represented  by  individual 
machines.  Machine  after  machine  increases  the  productive  capacity  of 
the  laborer  often  a  hundred  or  a  thousand  fold,  but  the  total  real  income 
of  the  nation  advances  by  no  such  thrilling  leaps  and  bounds.  Advance 
there  is,  and  increase  of  real  income  there  is,  but  not  faster  than  2  per 
cent  per  capita  each  year. 

This  point  is  well  illustrated  by  modern  transportation.  A  ton  of 
freight  was  transported  242  miles  on  the  average  in  1900,  and  304  miles 
in  1920,  an  increase  of  25  per  cent.  The  mere  fact  that  goods  are  moved 
farther  and  faster  does  not  indicate  an  increase  in  national  productive 
capacity.  Carrying  goods  from  place  to  place  is  not  the  same  as  making 
goods  for  consumption.  What  is  happening  is  that  more  and  more  of 
society’s  energy  goes  into  moving  things  from  point  to  point,  and  into 

1  A  merican  Economic  Review  Supplement,  Volume  14,  pp.  113-114. 
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roundabout  processes  of  manufacture.  The  net  result  is  a  moderate 
increase  in  real  income,  but  no  such  sensational  increase  as  one  might 
suppose  from  viewing  the  demonstrations  of  efficiency  of  individual 
machines,  inventions,  and  discoveries. 

The  enormous  growth  of  capital  and  of  indirect  processes  employed 
in  roundabout  construction  has  brought  about  an  overhead  burden  upon 
industrial  society,  a  burden  that  has  attained  great  dimensions.  This 
overhead  burden  may  best  be  studied  from  the  standpoint  of  accountancy. 
The  cost  accountant,  distinguishes  between  direct  costs  and  indirect  costs. 
Direct  costs,  for  instance,  would  include  direct  materials  used  in  manu¬ 
facturing  and  direct  labor  used  in  the  particular  process.  Indirect  costs 
are  variously  termed  “overhead,”  “constant,”  or  “supplementary” 
costs.  Illustrations  of  indirect  costs  would  be  such  as  the  following: 
insurance,  interest,  taxes,  rent,  depreciation,  maintenance,  and  super¬ 
vision.  It  is  an  outstanding  characteristic  of  such  costs  that  they  cannot 
be  assigned  to  particular  units  of  the  business.  They  are  general  costs, 
and  cannot  be  definitely  assigned  to  each  pair  of  shoes  or  yard  of  cloth 
manufactured.  It  is  a  further  outstanding  characteristic  of  such  costs 
that  an  increase  or  decrease  in  output  is  not  accompanied  by  a  propor¬ 
tionate  increase  or  decrease  in  those  costs.  If  machines  are  idle,  interest 
and  depreciation  continue  just  the  same.  If  plant  is  unused,  rent,  in¬ 
surance,  and  depreciation  continue  just  the  same.  Hence,  the  overhead 
burden  in  modern  capital  is  the  mass  of  costs  which  remain  more  or  less 
fixed  whether  the  capital  is  used  or  not.  This  burden  is  especially  severe 
during  seasonal  slumps  in  production  and  during  the  depression  stages 
of  the  business  cycle.  The  unused  productive  capacity  must  neverthe¬ 
less  bear  the  burden  of  the  continuing  overhead  costs. 

The  overhead  burden  bears  down  least  heavily  upon  the  cost  of  each 
unit  of  product  when  production  is  running  to  full  capacity.  Conse¬ 
quently  the  problem  of  overhead  cost  is  mainly  the  problem  of  unused- 
powers  of  production , — the  problem  of  preventing  idleness  of  plant. 

In  summary,  the  two  phases  of  overhead  which  chiefly  concern 
economics  are :  first,  mild  and  fairly  steady  increase  in  productive  power 
in  spite  of  sensational  inventions  and  discoveries,  due  to  the  fact  that 
more  and  more  of  the  mechanical  process  is  devoted  to  roundabout  and 
preliminary  stages  of  production ;  second,  the  cost  accounting  problem 
of  averting  idleness  of  plant,  and  of  meeting  the  overhead  burden  of 
those  costs  which  do  not  decline  materially  no  matter  how  many  laborers 
are  cut  off  the  pay  roll  or  how  much  of  the  plant  is  closed  down.  What¬ 
ever  pride  wre  may  take  in  the  marvels  of  modern  science,  we  must 
temper  it  by  a  serious  concern  for  the  offsets  to  these  marvels,  as  found 
in  the  phenomena  of  the  growing  overhead  burden. 

Effect  of  a  Different  Distribution  of  Income  upon  Savings. — One 
point  of  bitter  controversy  in  the  business  and  political  field  is  the  ques¬ 
tion  of  the  extent  to  which  capital  accumulation  depends  upon  inequality 
of  income.  It  is  firmly  held  by  many  authorities  that  a  more  democratic 
distribution  of  income  would  choke  off  the  supply  of  new  capital.  It  is 
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argued  that  if  wages  are  increased  at  the  expense  of  the  high  income 
classes,  the  wage  increases  will  not  be  saved  but  will  be  spent  for  im¬ 
mediate  pleasures.  The  same  objection  is  raised  to  a  heavy  taxation  of 
high  income  classes.  It  is  argued  that  if  taxes  rest  heavily  upon  the 
man  who  has  an  income  of  $10,000  or  over,  the  taxes  are  paid  out  of 
what  would  otherwise  be  saved  and  put  into  the  capital  fund.  Once 
the  government  has  collected  such  taxes,  the  amount  is  declared  to  be 
devoted  to  unproductive  governmental  expenditure.  Looking  back  upon 
the  growth  of  wealth  during  the  past  Lvo  generations,  we  must  admit 
that  the  gross  inequality  of  income  during  that  period  had  a  profound 
effect  upon  capital  accumulation.  As  J.  M.  Keynes  states,  “The  new 
rich  of  the  nineteenth  century  were  not  brought  up  to  large  expendi¬ 
tures,  and  preferred  the  power  which  investment  gave  them  to  the  pleas¬ 
ures  of  immediate  consumption.  In  fact,  it  was  precisely  the  inequality 
of  the  distribution  of  wealth  which  made  possible  those  vast  accumula¬ 
tions  of  fixed  wealth  and  of  capital  improvements  which  distinguish  that 
age  from  all  others.  The  immense  accumulations  of  fixed  capital  which, 
to  the  great  benefit  of  mankind,  were  built  up  during  the  half  century 
before  the  war,  could  never  have  come  about  in  a  society  where  wealth 
was  divided  equitably.  ’  ’ 2 

Nevertheless  we  should  be  altogether  blind  to  the  meaning  of  his¬ 
torical  change,  were  we  to  accept  what  has  been  true  during  one  stage  of 
onr  history  as  the  criterion  of  what  must  be  true  in  later  stages.  There 
is  ample  evidence  that  the  wage-earning  and  middle-class  groups  are 
capable  of  developing  habits  of  thrift.  The  growth  of  insurance  funds, 
savings  bank  deposits,  and  building  and  loan  association  accounts  gives 
evidence  of  thrift.  The  formation  of  cooperative  labor  banks  by  leading 
unions  is  evidence  pointing  in  the  same  direction.  The  degree  of  success 
reached  by  many  companies  in  promoting  stock  ownership  by  their  own 
employees  carries  a  similar  lesson.  It  is  also  significant  that  during 
those  post-war  years  when  unemployment  has  been  good  and  the  share 
of  national  income  going  to  wages  high,  the  supply  of  savings  has  been 
kept  up.  It  is  this  statistical  observation  which  leads  Friday  to  con¬ 
clude  that,  “The  old  notion  that  high  wages  and  the  distribution  of  a 
large  portion  of  the  national  income  to  the  laborer  militates  against 
capital  accumulation  has  been  disproved  during  the  last  few  years.”  3 

The  whole  discussion  centers  around  the  education  of  the  masses  to 
habits  of  saving,  the  institutionalizing  of  thrift.  Provided  only  that  such 
a  process  is  moderate  and  gradual,  there  appears  to  be  no  menace  to 
capital  accumulation  in  a  more  democratic  distribution  of  wealth.  At 
any  rate,  the  science  of  economics  must  guard  itself  against  either  de¬ 
fending  the  present  distribution  of  income  merely  because  of  the  history 
of  methods  of  capital  accumulation ;  or  supporting  a  more  equitable  dis¬ 
tribution  at  a  too  rapid  pace  merely  because  of  sympathy  for  the  laborer. 
Most  certainly,  the  science  of  economics  lends  no  support  to  the  claim 

2  The  Economic  Consequences  of  the  Peace,  pp.  18-19. 

s  David  Friday,  The  New  Republic,  February  13,  1924,  p.  305. 
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often  made  in  well-to-do  circles  that  it  is  unsafe  to  raise  wages  because 
by  so  doing  we  will  inevitably  jeopardize  capital  accumulation. 

A  closely  related  point  of  bitter  controversy  is  whether  labor  tends 
to  benefit  proportionately  from  the  growth  of  capital.  It  is  common 
practice  to  lecture  laborers  upon  their  sacred  duty  to  do  all  in  their 
power  to  promote  the  increase  of  productive  capital.  They  are  taught 
that  there  is  no  hope  of  material  increase  in  wages  by  making  the  wage 
share  of  present  income  larger,  at  the  expense  of  profits  or  other  shares. 
They  are  informed,  by  an  array  of  statistics  of  income,  that  their  one 
hope  of  increasing  wages  is  to  produce  more.  If  national  production 
increases,  they  are  assured  that  automatically  wages  will  correspondingly 
increase.  The  laborer,  however,  has  grounds  for  not  being  fully  con¬ 
vinced  on  all  parts  of  this  instruction.  It  is  true,  material  wage  in¬ 
creases  are  possible  only  if  production  is  increased.  But  there  is  no 
guarantee  that  this  possibility  will  be  realized.  Real  wrnges  decreased 
per  worker  from  1896  to  1914,  although  per  capita  production  increased 
21  per  cent.4  During  a  period  of  nearly  two  decades,  capital  increased, 
productive  power  increased,  output  increased,  and  the  possibility  of 
higher  wages  increased.  But  as  a  matter  of  cold  fact,  the  purchasing 
power  of  the  laborer’s  income  actually  declined.  From  1914  to  1924 
real  wages  increased  more  rapidly  than  production,  but  not  enough  to 
make  up  for  the  lack  of  increase  in  the  previous  two  decades.  The 
lesson  seems  to  be  that  there  is  no  assurance  that  the  laborer  will  auto¬ 
matically  receive  the  full  benefit  of  increases  in  productive  capacity. 
Unless  the  bargaining  power  of  labor  is  strong,  or  the  scarcity  of  supply 
of  labor  is  marked,  there  is  no  guarantee  that  by  the  very  nature  of 
things  labor  will  gain  a  full  share  of  the  greater  national  income  due 
to  increased  production. 

As  to  the  effect  of  taxation  upon  capital  accumulation,  our  main 
principle  is  that  taxation  which  obstructs  the  growth  of  productive 
capital,  by  that  much  diminishes  the  productive  capacity  of  all  the 
people  and  lowers  the  standard  of  living.  Taxes  are  destructive  when 
they  hinder  the  growth  of  production.  With  this  principle  in  the  ab¬ 
stract,  agreement  would  seem  to  be  easy.  But  when  wre  attempt  to 
determine  to  what  concrete  degree  taxation  may  encroach  upon  a  given 
individual  income,  we  find  much  confusion  and  disagreement.  The  rich 
man  goes  to  one  extreme  in  claiming  that  high  taxation  of  his  income 
will  destroy  the  fund  which  he  would  otherwise  save,  and  will  therefore 
prevent  the  growth  of  capital.  The  laborer  goes  to  another  extreme  in 
claiming  that  high  taxation  of  the  rich  man  will  simply  reduce  his 
extravagances,  and  have  no  effect  upon  his  fund  of  savings.  How  to 
make  taxation  productive  is  a  most  important  problem.  At  this  point 
we  may  let  the  matter  rest  by  stating  the  problem  as  a  problem.  The 
complicated  issues  which  are  involved  in  a  solution  of  the  problem  belong 
in  the  chapters  on  taxation. 

4  See  George  Soule,  American  Economic  Review  Supplement,  Volume  13,  pp. 
132  IT. 
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What  is  the  “Right”  Rate  for  Banks  and  the  Money  Market? — 

There  is  a  very  frequent  dispute  in  banking  and  business  circles  as  to 
whether  the  bank  rate  of  interest  is  high  enough  or  low  enough.  Bankers 
are  familiar  with  the  fact  that  credit  and  capital  are  two  different  things, 
though  closely  related  in  their  movements.  Credit  is  purchasing  power 
over  capital,  and  business  men  pay  interest  on  credit  because  it  gives 
them  command  over  capital.  What  business  wants  is  the  use  of  capital, 
but  to  get  that,  business  must  first  obtain  bank  credit  or  money  where¬ 
with  to  purchase  capital.  The  dispute  centers  in  the  question  whether 
the  interest  on  money  and  credit  reflects  truly  the  demand  for  use  of 
capital.  If  credit  is  too  costly,  the  business  man  cannot  afford  to  engage 
in  production.  He  insists  therefore  upon  the  “right”  rate  of  interest 
from  his  banker.  All  this  is  from  the  viewpoint  of  the  borrower.  But 
a  like  consideration  is  in  the  mind  of  the  lender.  The  lender  offers 
purchasing  power  over  goods  to  some  would-be  business  man,  but  insists 
that  the  interest  received  shall  be  “fair”  and  “right.”  Both  borrower 
and  lender  know  that  interest  rates  are  supposed  to  bring  supply  and 
demand  of  capital  into  balance,  but  it  is  not  so  easy  to  agree  upon  the 
exact  point  where  balance  is  reached.  The  confusion  is  the  greater 
because  the  bank  rate  or  money  market  rate  is  only  one  determinant  of 
the  real  capital  rate  or  saving  rate.  What  test  is  there  to  show  when 
the  bank  rate  reflects  the  true  rate  of  saving  justified  by  fundamental 
conditions  of  demand  and  supply? 

We  may  eliminate  banking  reserves  as  an  adequate  test.  The  ratio 
of  loans  and  discounts  to  reserves  might  be  an  index  of  sound  banking 
conditions  under  conditions  of  stable  gold  reserves,  but  war  and  post-war 
gold  supply  has  been  distributed  on  such  an  abnormal  and  shifting  basis 
that  the  reserve  ratio  furnishes  no  adequate  guide  to  the  right  money 
rates. 

Two  positive  tests  may  be  used :  the  volume  of  production  and  the 
movement  of  the  price  level.  Interest  rates  are  right  when  they  tend  to 
sustain  productive  output  near  to  capacity.  The  first  test  is  therefore  a 
test  of  effects  upon  production  of  goods  for  the  use  of  the  nation.  In¬ 
terest  rates  are  too  high  when  they  deter  business  men  from  securing 
the  use  of  capital  for  normal  productive  purposes.  Interest  rates  are  too 
low  when  they  permit  speculative  expansion  without  any  corresponding 
expansion  of  tangible  production.  When  the  index  of  credit  expansion 
rises  beyond  the  index  of  volume  of  production,  it  is  a  warning  that 
interest  rates  are  too  low. 

The  second  test,  the  price  level,  is  closely  related  to  the  test  just 
mentioned.  When  bank  credit  expands  more  rapidly  than  production, 
the  resulting  tendency  is  inflation,  measured  by  the  rise  of  the  price 
level.  We  may  say,  therefore,  that  the  “right”  interest  rate  is  that 
which  avoids  either  marked  inflation  or  deflation.  It  is  the  rate  which 
tends  to  stabilize  prices  within  proper  limits  and  to  prevent  extreme 
price  fluctuations.  A  stable  price  level  is  itself  an  indication  that  the 
volume  of  money  and  credit  is  properly  adjusted  to  the  needs  of  pro- 
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duction.  Tlie  proper  interest  rate  is  one  which  effects  that  adjustment.5 

Coordinating  Capital  with  the  General  Economic  Process. — In  spite 
of  the  broad  influence  of  supply  and  demand  over  capital  and'  interest, 
it  is  nevertheless  true  that  these  forces  do  not  establish  any  equilibrium 
or  balance  between  capital  and  industry  in  general.  There  is  a  funda¬ 
mental  problem  of  coordination  of  capital  accumulation  with  the  actual 
needs  of  the  whole  economic  life.  One  phase  of  this  problem  is  the  fre¬ 
quent  occurrence  of  over-saving  and  under-consumption.  The  supply 
of  new  capital  fluctuates  with  the  business  cycle.  During  certain  stages 
of  prosperity,  the  construction  industi'ies  are  speeded  up  to  capacity, 
with  a  sharp  acceleration  in  the  output  of  industrial  equipment,  new 
building  and  plant  extension,  and  other  capital  equipment.  The  over- 
supply  of  fixed  capital  is  one  of  the  stresses  which  bring  on  the  crisis 
stage  of  the  business  cycle.  Then  during  depression  the  output  of  new 
industrial  equipment  and  of  new  construction  generally  is  at  low  ebb. 
This  unevenness  in  rate  of  growth  of  capital  supply  may  be  greatly 
moderated  by  carefully  formulated  plans  for  stabilizing  construction, 
but  such  plans  are  slow  in  winning  adoption  by  private  business  con¬ 
cerns.  With  the  gradual  improvement  of  institutional  practice  in  this 
regard,  we  may  look  forward  to  an  elimination  of  the  worst  features  of 
temporary  over-saving  and  under-consumption  followed  by  temporary 
under-saving  and  over-consumption. 

The  control  of  the  official  discount  rate  by  the  Federal  Reserve  banks 
and  the  influence  over  commercial  interest  rates  by  the  banks  themselves 
are  another  important  means  of  bringing  about  better  coordination  of 
capital  growth  and  industrial  need.  The  interest  rate  is  an  effective 
regulator  of  the  up  and  down  movements  of  demand  for  new  capital.  A 
raising  of  rates  at  the  proper  time  can  control  the  over-production  of 
fixed  capital,  and  an  easing  of  rates  at  the  proper  time  can  stimulate 
production.  Left  to  themselves,  the  crude  forces  of  supply  and  demand 
bring  no  automatic  adjustment  or  balance.  They  are  forces  which  re¬ 
quire  judicious  guidance  and  direction.  The  regulation  of  the  interest 
rate  is  a  most  important  means  of  such  guidance. 

Over-saving  and  over-investment  are  also  problems  related  to  the 
export  of  capital  and  to  foreign  investment.  Before  the  World  War, 
England  was  investing  about  half  her  annual  savings  abroad.  Her 
surplus  of  savings  available  for  capital,  over  and  above  home  demand, 
was  very  great.  Suppose  these  surplus  savings  had  been  thrown  on 
the  home  investment  markets.  The  over-supply  must,  in  that  case,  have 
had  the  effect  of  severely  depressing  the  interest  rates.  What  happened 
was  that  the  investment  bankers,  seeing  that  to  allow  savings  to  increase 
the  home  supply  of  capital  would  disastrously  affect  the  receivers  of 
income  from  stocks  and  bonds,  managed  to  sustain  the  interest  rate  by 
distributing  English  savings  all  over  the  world.  The  United  States, 

B  See  W.  T.  Foster  and  W.  Catchings,  Money,  Chapter  8;  Gustav  Cassel,  A 
Theory  of  Social  Economy,  pp.  473-485;  and  Federal  Reserve  Bulletin,  January,  1923, 
p.  1;  February,  1924,  p.  78;  March,  1920,  p.  242. 
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since  the  war,  appears  to  face  the  necessity  of  exporting  capital  if  the 
interest  rate  is  to  be  sustained.  As  nations  advance  far  in  modern  pro¬ 
duction  technology,  they  develop  a  very  high  capacity  to  save.  This 
saving  capacity  becomes  so  high  that  it  threatens  to  give  a  heavy  over¬ 
supply  of  capital.  But  this  would  be  a  catastrophe  to  all  people  de¬ 
pending  for  income  upon  ownership  of  securities.  The  yield  on  their 
securities  would  drop  disastrously  under  the  effect  of  over-supply.  The 
export  of  capital  will  stall  off  the  day  of  falling  interest  income  for  a 
time.  Eventually,  however,  such  a  decline  appears  inevitable. 

We  say  it  appears  inevitable,  but  there  is  one  possible  escape  from 
this  seeming  inevitability,  namely,  by  way  of  a  change  in  the  distribution 
of  wealth  and  income.  The  home  demand  for  capital  may  be  sustained 
indefinitely  if  the  purchasing  power  of  the  masses  is  increased.  The 
laboring  classes  certainly  have  not  reached  the  zenith  of  a  standard  of 
living.  The  needs  of  new  capital  to  provide  better  working  class  homes 
are  obvious,  but  these  needs  will  not  become  effective  demand  for  build¬ 
ing  capital  until  the  incomes  of  the  workers  are  sufficient  to  pay  for 
better  homes.  This  is  illustrative  of  a  broad  class  of  possible  uses  of 
capital,  all  of  which  wait  upon  the  improvement  of  working  class  in¬ 
comes.  A  more  democratic  sharing  of  national  income  is  one  possible 
step  in  that  direction ;  an  increase  in  the  total  national  income  to  be 
shared  is  another  step.  Coordination  of  mass  purchasing  power  with 
the  rate  of  capital  accumulation  is  therefore  a  leading  feature  of  the 
problem  of  over-saving  and  over-investment. 

Not  only  is  over-development  of  total  capital  supply  a  problem,  but 
also  over-development  of  certain  industries  and  under-development  of 
others  is  an  equally  important  problem.  At  the  same  time  that  the  rail¬ 
roads  have  been  suffering  from  a  shortage  of  capital  equipment,  the 
bituminous  coal  mines  have  had  an  enormous  excess.  The  United  States 
Coal  Commission  in  its  report  on  the  bituminous  coal  mines  in  1923, 
declared :  “The  capacity  is  sufficient  to  produce  at  least  25  per  cent  more 
than  the  highest  rate  attained  in  periods  of  peak  demand,  and  if  demand 
were  spread  evenly  over  the  year,  the  overdevelopment  would  be  even 
more  pronounced.”  Competent  engineers  have  declared  that  the  cloth¬ 
ing  factories  of  the  country  have  a  producing  capacity  of  45  per  cent  in 
excess  of  what  is  necessary,  and  the  boot  and  shoe  factories  nearly  100 
per  cent.  In  building  of  homes  for  workingmen,  the  nation  suffers  a 
severe  shortage,  but  in  mining  and  metallurgical  industries  or  in  auto¬ 
mobile  manufacture,  the  nation  is  enormously  oversupplied  with  capital 
equipment.  Capital  shortage  in  some  industries  is  accompanied  by 
capital  excess  in  others.6  This  maladjustment  is  partly  the  result  of 
seasonal  and  cyclical  fluctuations,  but  for  the  most  part  is  more  cause 
than  result.  The  development  of  shortage  in  one  branch  of  industry 
and  excess  in  another  leads  to  an  unbalancing  of  production,  with  con¬ 
sequent  crisis  and  depression.  The  stabilization  of  capital  equipment  in 

6  See  Federated  American  Engineering  Societies.  Waste  in  Industry,  p.  17;  and 
W.  R.  Ingalls,  Wealth  and  Income  of  the  American  People,  pp.  127-133. 
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the  various  lines  of  production  in  sucli  a  manner  as  to  correspond  to  the 
progressing  needs  of  the  country  is  a  most  important  problem  of  the 
future.  The  automatic  and  unguided  laws  of  supply  and  demand  have 
proved  inadequate  to  the  task  of  maintaining  a  balance  of  capital  equip¬ 
ment.  Suggested  methods  suited  for  such  guidance  are  presented  in  the 
chapter  dealing  with  business  cycles. 

Conclusion. — The  central  point  of  view  in  our  analysis  of  capital 
and  interest  has  been  the  relationship  between  money,  credit,  price,  value, 
and  property  rights  on  the  one  hand ;  and  goods,  production,  progress, 
and  material  welfare  on  the  other  hand.  We  have  traced  the  connection 
between  capital  as  physical  goods  productive  of  further  goods  for  human 
use,  and  capital  as  property  rights  and  values  productive  of  dollars  of 
profit.  It  should  be  clear  that  capital  is  not  money  and  credit,  but  that 
money  and  credit  must  be  rightly  organized  before  capital  can  function 
rightly.  Interest  is  a  price  paid  for  use  of  capital,  and  the  fluctuations 
of  this  price  influence,  and  are  influenced  by,  the  fluctuations  of  all  other 
prices.  The  pecuniary  volume  of  capital  values  may  rise  and  fall  with¬ 
out  corresponding  changes  in  the  volume  of  capital  goods.  The  function 
of  physical  capital  is  to  produce  goods,  but  the  function  of  pecuniary 
capital  is  to  produce  money  profits.  Interest  rates  are  not  superficial 
and  inert  forms  of  income,  but  are  forces  which  literally  move  or  check 
the  whole  process  of  production  and  consumption.  They  accelerate  or 
retard  both  the  making  of  goods  and  the  making  of  money.  They  are 
not  mere  after-effects,  but  are  themselves  dynamic,  regulating,  controll¬ 
ing  forces  of  fundamental  movements.  By  studying  capital  from  the 
standpoint  of  values,  property  rights,  and  money  control,  and  interest 
from  the  standpoint  of  price  movements,  maladjustments,  and  coordina¬ 
tions,  we  succeed  in  achieving  a  broad  view  of  the  governing  influences 
of  capital  and  interest  over  the  central  currents  of  economic  life. 


BIBLIOGRAPHY 

Bye,  R.  T.,  Principles  of  Economics,  Chapter  VI,  XXII. 

Cassel,  Gustav,  A  Theory  of  Social  Economy,  pp.  473-485. 

Clark,  J.  M.,  The  Economics  of  Overhead  Costs. 

Federated  American  Engineering  Societies,  Waste  in  Industry,  p.  17  if. 
Foster,  W.  T.,  and  Catchings,  W.,  Money,  Chapter  VIII. 

Hobson,  C.  K.,  Economic  Effects  of  the  Export  of  Capital,  in  Is  Unemploy¬ 
ment  Inevitable? 

Keynes,  J.  M.,  Economic  Consequences  of  the  Peace,  p.  18  ff. 

Soule,  George,  American  Economic  Review  Supplement,  Volume  XIII,  p. 
132  ft. 


CHAPTER  XVII 


PRINCIPLES  OF  LAND  RETURNS 

Fundamental  Definitions  and  Concepts. — In  economic  terminology, 
land  includes  all  natural  resources.  Minerals,  forests,  water,  farm  soil, 
urban  sites,  and  air  are  parts  of  the  supply  of  natural  resources.  The 
land  includes  not  only  the  surface  of  the  soil,  but  all  resources  that  are 
beneath  the  surface,  and  the  air  and  space  that  are  above  the  surface. 
The  industries  which  derive  the  basic  materials  of  production  from  the 
soil  by  farming,  mining,  lumbering,  and  the  like  are  called  the  extractive 
industries.  Their  function  is  to  extract  from  the  land  the  resources 
necessary  for  economic  activity.  The  industries  which  promote  and 
guide  the  ownership  of  the  soil  by  specializing  in  the  buying  and  selling 
of  land  are  the  real  estate  industries.  Their  function  is  primarily  the 
organization  of  a  pecuniary  market  for  the  land  and  the  furtherance  of 
improvements  on  the  land.  The  real  estate  and  the  extractive  industries 
develop  the  resources  of  the  land  and  adjust  the  uses  of  the  land  to  the 
demand  for  those  uses. 

Land  viewed  in  this  broad  sense  exhibits  certain  likenesses  to  capital 
and  certain  unlikenesses.  One  likeness  is  that  both  land  and  capital 
are  used  for  the  production  of  further  .wealth.  Both  compose  the  pro¬ 
ductive  equipment  of  the  community.  Both  are  means  and  instruments 
of  further  production.  Judged  by  the  productive  uses  to  which  land  and 
capital  are  put,  both  serve  the  primary  end  of  contributing  to  the  crea¬ 
tion  of  further  wealth.  A  second  likeness  is  that  both  land  and  capital 
are  bought  and  sold  in  the  investment  markets.  A  person  investing  in 
the  securities  of  a  corporation  is  purchasing  indiscriminately  land  and 
buildings.  Savings  may  be  used  to  buy  a  farm  or  a  building  site  as 
well  as  to  buy  raw  materials  or  machinery.  Mortgage  bonds  on  land 
absorb  a  large  portion  of  the  savings  of  the  nation.  Saving  and  invest¬ 
ment  represent  productive  wealth,  and  if  these  may  be  applied  either  to 
land  or  to  capital,  then  land  and  capital  are  alike  in  that  respect. 

But  one  distinct  unlikeness  appears  between  land  and  capital.  Capi¬ 
tal  has  been  defined  as  a  produced  good  used  in  further  production  of 
wealth.  Buildings,  machinery,  equipment,  all  have  been  produced  by 
human  effort.  But  land  is  not  produced  in  any  such  fashion.  Land  is 
provided  by  nature.  It  is  there,  and  cannot  be  produced  by  human 
effort.  The  land  is  given  to  start  with,  and  man  must  make  such  use  of 
it  as  he  can.  Land  is  non-producible.  In  applying  this  comparison,  dis¬ 
tinction  must  be  made  between  land  in  its  original  physical  form,  and 
the  improvements  on  land.  The  improvements  resemble  capital,  in  that 
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the  improvements  are  produced  by  human  effort.  Only  land  in  its 
original  physical  form  is  non-producible.  Producible  improvements 
differ  from  non-producible  qualities  of  the  soil.  The  original  qualities 
of  the  soil  alone  belong  in  the  category  of  non-producible  factors. 

Much  economic  discussion  has  centered  around  the  question :  Should 
land  be  considered  as  a  distinct  and  separate  factor  in  production,  radi¬ 
cally  different  from  capital;  or  should  it  be  considered  simply  as  one 
form  of  capital,  a  special  and  peculiar  form,  but  capital  nevertheless? 
It  seems  to  the  present  writer  that  so  far  as  logical  consistency  is  con¬ 
cerned,  it  makes  little  difference  which  answer  is  given  to  this  question. 
So  long  as  the  likenesses  and  unlikenesses  between  land  and  capital  are 
understood,  and  borne  clearly  in  mind,  the  logic  of  economic  analysis 
does  not  suffer.  Whether  we  identify  land  as  one  form  of  capital  or 
isolate  it  as  a  wholly  independent  species,  the  odds  are  negligible  so  far 
as  the  logic  of  the  case  is  concerned. 

There  is,  however,  one  practical  advantage  in  merging  land  with 
capital  in  our  thinking.  That  advantage  arises  from  the  peculiarities  of 
the  money  economy.  In  the  money  economy,  pecuniary  investment  is 
the  primary  thing.  From  this  pecuniary  standpoint,  the  investor  puts 
his  money  into  land  or  into  buildings,  and  the  process  is  the  same  so  far 
as  he  is  concerned.  His  savings  are  in  a  money  form,  and  with  this 
money,  he  can  buy  an  interest  income  by  investing  either  in  land  or 
corporate  property.  To  the  investor,  in  the  modern  money  economy,  it 
seems  illogical  to  exclude  land  from  the  category  of  capital.  Likewise, 
to  the  business  man,  the  distinction  seems  unnecessary.  The  business 
man  ties  up  money  in  land,  buildings,  and  machinery,  and  figures  them 
one  and  all  as  a  common  expense  in  the  business.  The  fact  that  land 
as  such  is  non-producible  is  a  fine  point  of  logic  which  has  little  signifi¬ 
cance  for  him.  The  great  point  in  his  calculation  is  that  if  he  needs 
land,  he  must  purchase  it  at  a  price  and  figure  on  a  more  or  less  per¬ 
manent  investment,  and  that  if  he  needs  capital,  he  must  do  the  same. 
Both  cost  money,  both  tie  up  capital,  both  are  an  investment,  both  absorb 
savings,  both  are  an  overhead  expense  to  the  business.  In  the  money 
economy,  in  pecuniary  transactions,  in  the  business  viewpoint,  land  is 
simply  one  form  and  illustration  of  capital. 

Where  this  inclusion  is  assumed,  the  fact  must  still  be  borne  in  mind 
that  land  is  non-producible  capital.  This  fact  has  large  social  signifi¬ 
cance.  If  a  greater  demand  for  land  arises,  the  demand  cannot  be  met 
by  adding  to  the  physical  supply  of  land.  The  physical  supply  is  fixed. 
New  supply  is  non-producible.  Increased  demand  must  therefore  lead 
to  an  increased  value  of  land.  The  owners  of  land  will  see  the  value  of 
their  holdings  mount  upward,  without  effort  or  sacrifice  on  their  part. 
As  idle  landlords,  they  will  profit  from  the  appreciation  in  value,  with¬ 
out  having  rendered  any  service  or  performed  any  material  labor.  Such 
gain  has  commonly  been  termed,  the  “unearned  increment”  of  land. 
Many  have  advocated  that  the  unearned  increment  be  wrested  from  land¬ 
lords  by  taxation,  and  applied  to  social  ends.  Further  discussion  of  the 
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unearned  increment  is  reserved  for  later  paragraphs,  but  it  is  essential 
to  state  the  problem  at  this  point.  The  social  significance  of  the  non- 
producible  quality  of  land  must  be  held  clearly  in  mind. 

Having  noted  the  salient  features  of  a  definition  of  land,  we  may  pro¬ 
ceed  to  a  definition  of  rent. 

The  principles  of  land  returns  have  been  much  confused  in  economic 
theory  by  the  meanings  read  into  the  term,  “economic  rent.”  More 
than  a  century  ago,  a  successful  stockbroker  of  London,  David  Ricardo, 
after  having  made  a  fortune  on  the  Stock  Exchange,  became  interested 
in  economic  science,  and  was  especially  concerned  with  landlordism  and 
the  food  problem  in  England.  Possessed  of  great  analytical  powers  of 
mind,  he  refined  the  principles  of  land  returns  beyond  any  point  previ¬ 
ously  attained  by  economists.  He  defined  rent  as  “that  portion  of  the 
produce  of  the  earth  which  is  paid  to  the  landlord  for  the  use  of  the 
original  and  indestructible  powers  of  the  soil.”  This  definition,  and  the 
laws  of  rent  built  up  around  it,  bear  the  scars  of  many  brilliant  battles 
of  logic  among  later  economists.  The  assumption  that  the  powers  of  the 
soil  are  original,  or  non-produeed  by  man,  in  the  economic  sense  of  pro¬ 
duced,  has  been  assailed.  The  assumption  that  the  powers  of  the  soil  are 
indestructible  has  been  attacked.  And  the  assumption  that  rent  is  a 
species  of  income  wholly  different  from  interest  on  capital  has  been 
vigorously  denied.  Meanwhile  the  business  use  of  the  wTord  rent  has 
come  to  mean  one  thing  and  the  economic  use  of  the  word  quite  another 
thing.  Ricardian  rent  theory  proved  to  be  a  masterful  attack  upon  early 
nineteenth  century  landlordism  and  was  instrumental  in  the  repeal  of 
the  corn  laws  and  the  introduction  of  free  trade  in  English  commercial 
policy.  And  many  of  its  tenets  are  still  indispensable  corner  stones  of 
economic  science. 

The  traditional  use  of  terms  among  economists  has  resulted  in  a  dif¬ 
ferentiation  between  economic  rent  of  land  and  commercial  rent.  Eco¬ 
nomic  rent  refers  to  the  net  returns  yielded  by  a  given  piece  of  land. 
The  phrase  refers  to  income,  net  gain,  profit  on  the  land.  This  use  of 
terms  contrasts  with  the  popular  use.  In  the  popular  use,  rent  is  an 
expense,  or  a  return  on  invested  capital,  depending  on  the  point  of  view. 
But  in  the  strict  economic  sense,  rent  is  earning  capacity.  It  is  the 
amount  of  net  gain  which  the  land  is  capable  of  yielding. 

Commercial  rent  corresponds  more  nearly  with  the  popular  use  of 
terms.  Such  rent  is  the  price  paid  for  the  temporary  use  of  durable 
capital,  whether  in  the  form  of  land,  buildings,  machinery,  or  other 
property  and  equipment.  In  the  commercial  world,  a  person  may  rent 
an  automobile,  a  machine,  a  house,  a  factory,  a  farm,  or  a  building  site. 
His  rent  is  the  price  wdiich  he  pays  the  owner  of  the  materials  for  the 
right  to  use  them  over  a  given  period  of  time.  At  the  end  of  that  period 
their  use  is  turned  back  to  the  owner.  The  reason  why  the  user  is  willing 
to  pay  the  rent  is  the  fact  that  he  expects  the  capital  to  yield  him  an 
income.  The  amount  of  rent  which  he  is  willing  to  pay  is  in  proportion 
to  the  amount  of  income  which  he  expects  the  capital  to  yield  him.  The 
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size  of  the  rent  corresponds  with  the  size  of  the  prospective  income  from 
use  of  the  capital.  The  rent  of  the  capital  tends  therefore  to  equal  the 
net  income  of  the  capital.  Hence,  in  defining  commercial  rent,  we  may 
say  that  it  is  the  price  paid  for  the  use  of  capital  and  that  it  corresponds 
with  the  net  income  yielded  by  the  use  of  the  capital. 

If  the  land  owner  farms  his  own  soil,  he  makes  a  net  return,  which 
is  economic  rent.  His  profit  from  cultivating  the  land  which  he  owns 
is  his  economic  rent.  It  is  obvious,  therefore,  that  economic  rent  accrues 
even  though  no  tenant  is  involved.  The  land  is  not  hired,  the  farm  is 
tilled  by  the  owner  himself,  yet  economic  rent  accrues,  since  by  definition 
of  the  term,  economic  rent  is  net  gain  or  income.  The  situation  is 
different  when  the  land  is  leased  to  a  tenant,  and  tilled  by  the  tenant. 
The  tenant  pays  to  the  land  owner  a  commercial  rent.  But  he  contracts 
to  do  so,  only  because  he  expects  the  economic  rent  from  the  land  to  be 
high  enough  to  cover  the  landlord’s  claim.  If  economic  rent  is  correctly 
gauged  by  the  landlord,  he  will  demand  that  commercial  rent  be  equal 
to  economic  rent.  However,  rarely  is  economic  rent  gauged  so  accurately 
as  to  be  exactly  equal  to  commercial  rent.  A  discrepancy  between  the 
two  will  yield  either  gain  or  loss,  as  the  case  may  be,  to  the  tenant. 

In  addition  to  this  possible  source  of  income,  the  tenant  has  three 
other  sources;  namely,  wages  for  his  labor,  interest  on  his  invested 
capital,  and  profit  for  his  services  as  entrepreneur.  These  shares  are 
not  due  to  land  as  such.  They  are  due  to  labor,  capital  and  risk  taking. 
The  only  return  due  to  the  land  alone  is  the  pure  economic  rent.  In 
the  long  run,  this  will  tend  to  be  absorbed  altogether  by  the  landlord, 
although,  over  short  periods,  it  may  be  either  more  or  less  than  the 
commercial  rent. 

When  hard  times  strike  the  farming  areas,  the  reason  is  not  that 
economic  rent  is  too  high,  but  that  it  is  too  low.  Agricultural  depression 
is  due  to  low  economic  rent,  i.e.,  low  net  returns.  But  where  tenant 
farmers  are  involved,  low  economic  rent  is  a  relative  term.  It  is  relative 
to  the  overhead  burden  of  commercial  rent  which  the  tenants  must  pay, 
before  they  have  any  share  of  economic  rent  for  themselves.  Tenant 
prosperity  rests  upon  the  relationship  between  economic  rent  and  com¬ 
mercial  rent.  When  commercial  rent  is  high  in  proportion  to  economic 
rent,  the  commercial  share  eats  up  virtually  all  of  the  economic  rent, 
leaving  nothing  as  a  net  gain  for  the  tenant.  The  actual  cultivators  of 
the  soil  enjoy  prosperity  in  proportion  as  their  economic  rent  is  high  and 
their  commercial  rent  is  low. 

Economic  rent  is  often  designated  as  ground  rent,  in  contrast  to  the 
rent  of  buildings  or  of  other  producible  capital.  If  a  person  rents  a 
residence,  his  commercial  rent  represents  both  building  rent  and  ground 
rent.  Rent  of  land  is  restricted  to  ground  rent. 

Rent  bears  certain  likenesses  to  interest  and  certain  unlikenesses. 
When  a  person  pays  rent,  he  borrows  the  capital  but  lets  some  one  else 
own  it.  Renting  does  not  give  title  of  ownership  to  the  tenant.  Owner¬ 
ship  still  vests  in  the  party  who  leases  out  the  property  But  when  a 
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person  pays  interest,  lie  borrows  money,  but  the  goods  which  he  buys 
with  the  money  belong  to  him.  If  he  borrows  money  and  buys  property, 
he  owns  the  property.  If  he  borrows  property  as  such,  he  has  no  claims 
of  ownership  over  it.  There  is  clearly  a  difference  in  ownership  as 
between  hiring  the  property  at  a  rent,  and  hiring  at  interest  the  money 
wherewith  to  buy  the  property. 

There  is  also  a  sharp  difference  in  the  method  of  calculating  the  two 
forms  of  payment.  If  a  person  borrows  $100,000  from  a  bank,  he  pays, 
we  will  assume,  interest  at  6  per  cent.  With  the  money  he  may  buy  a 
factory  or  a  piece  of  laird.  If,  however,  he  rents  a  factory  or  piece  of 
land  valued  at  $100,000,  he  pays,  we  will  assume,  $6,000  a  year  as  a 
reiital.  Interest  is  figured  as  a  per  cent,  rent  is  figured  as  a  lump  sum 
per  month,  or  year,  or  other  period  of  time.  In  either  case  the  price 
paid  is  for  the  use  of  the  capital  as  a  means  of  obtaining  income.  Hence 
interest  and  rent  are  two  different  methods  of  paying  for  the  same  sort 
of  thing.  In  both  cases  the  amount  of  the  payment  depends  directly 
upon  the  prospect  of  income  from  the  use  of  the  capital. 

The  Valuation  of  Land. — The  value  of  land  is  derived  from  the  net 
income  which  it  yields.  The  price  measure  of  land  value  is  arrived  at 
by  capitalizing  the  net  income  of  the  land  at  a  certain  rate  per  cent. 
Thus,  if  an  acre  of  farm  land  yields  crops  which  after  all  expenses  are 
met  leave  a  net  income  of  six  dollars,  the  value  of  the  land,  assuming  an 
interest  rate  of  6  per  cent,  is  one  hundred  dollars.  The  value  of  the 
land  does  not  determine  its  net  income ;  the  net  income  determines  its 
value.  This  process  of  ascertaining  land  values  is  fundamentally  no 
different  from  the  process  of  ascertaining  all  capital  values.  In  the 
chapter  dealing  with  capital  and  interest,  it  was  pointed  out  that  the 
value  of  any  capital  good  is  primarily  a  capitalization  of  its  earning 
power  or  net  income. 

In  later  sections,  discussion  will  be  given  to  the  factors  which,  from 
the  side  both  of  supply  and  of  demand,  influence  net  income  on  land  or 
other  resources.  For  the  present,  it  is  essential  to  state  the  process  of 
capitalizing  land  income  into  land  value.  This  process  is  always  closely 
connected  with  the  rate  of  interest.  If  the  net  income  on  an  acre  of  land 
is  six  dollars,  and  the  rate  of  capitalization  is  5  per  cent,  the  value  of 
the  land  is  one  hundred  and  twenty  dollars.  If  the  net  income  is  six 
dollars,  and  the  rate  of  capitalization  is  7  per  cent,  the  value  of  the  land 
is  eighty-five  dollars.  In  other  words,  if  the  net  income  remains  the 
same,  a  fall  in  the  rate  of  interest  will  cause  the  value  of  the  land  to 
increase ;  and  on  the  other  hand,  a  rise  in  the  rate  of  interest  will  cause 
the  value  of  the  land  to  decrease.  Hence,  we  may  state  the  general  law 
that  the  value  of  the  land  varies  directly  with  the  net  income  and  in¬ 
versely  with  the  rate  of  interest  used  as  a  basis  of  capitalization. 

The  following  table  shows  the  ratio  between  land  value  and  rent  for 
varied  groups  of  farms.  The  outstanding  feature  of  the  data  is  the  wide 
difference  which  appears  in  ratios  of  rents  to  values  in  different  localities. 
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Relationship  op  Land  Rents  to  Values  * 


Group 

Number 

Number 

of 

Counties 

in 

Group 

Gross 

Rent 

per 

Acre 

Average 
Value  of 
Buildings 
per  Acre 
on 

One-Year 

Tenant 

Farms 

Average 

Repair 

and 

Deprecia¬ 
tion  per 
Acre  on 
Buildings 

Average 

Tax 

per 

Acre 

Net 

Rent 

per 

Acre 

Value 

per 

Acre 

Ratio 
of  Net 
Rent  to 
Land 
Value 

7 

36 

$7.46 

$24.40 

$0.73 

$1.34 

$5.39 

$160 

% 

3.4 

9 

10 

6.81 

32.80 

1.18 

1.05 

4.58 

164 

2.8 

10 

111 

7.42 

21.40 

.64 

1.31 

5.47 

225 

2.4 

14 

24 

4.13 

18.20 

.55 

.76 

2.82 

128 

2.2 

25 

4 

5.12 

13.20 

.40 

1.00 

3.72 

143 

2.6 

26 

6 

8.78 

14.60 

.44 

1.35 

6.99 

150 

4.7 

37 

31 

9.79 

14.40 

.95 

2.50 

6.34 

98 

6.5 

42 

10 

2.00 

8.20 

.54 

.32 

1.14 

30 

3.8 

46 

2 

5.65 

14.80 

.88 

.76 

4.01 

66 

6.1 

*  United  States  Department  of  Agriculture,  Department  Bulletin  No.  1224,  Relation 
of  Land  Income  to  Land  Value,  C.  R.  Chambers,  p.  27. 


The  ratio  of  net  rent  to  land  value  varies  all  the  way  from  2.2  per 
cent  to  6.5  per  cent.  The  ratio  in  this  case  is  equivalent  to  the  rate  of 
capitalization.  Land  as  used  in  this  table  includes  both  land  and  im¬ 
provements.  Rent  is  used  in  the  commercial  sense,  as  the  cash  rent  paid 
by  the  farm  tenant  to  the  farm  owner.  Usually,  the  rate  of  returns 
represented  by  the  above  figures  was  less  than  the  rate  of  returns  on 
capital  investments  in  general.  The  average  return  on  land  value  ac¬ 
cording  to  this  data  was  about  3.8  per  cent.  Returns  on  other  invest¬ 
ments  of  similar  grades  in  industry  were  at  least  1  to  2  per  cent  higher. 

Some  explanation  is  required  of  the  fact  that  rates  of  return  vary 
so  widely  in  farm  lands  and  of  the  fact  that  farm  investment  shows  a 
lower  return  than  other  investment  during  this  period.  The  explanation 
might  be  sought  in  changing  taxes  and  changing  costs  of  depreciation 
and  repair.  To  some  extent,  these  factors  are  important,  but  they  are 
overshadowed  by  a  much  more  important  factor,  namely,  changing  ex¬ 
pectations  of  future  income.  Capitalized  value  rests  not  merely  upon 
actual  present  income,  but  upon  anticipated  future  income.  In  times 
of  rising  prices  and  prosperous  farming,  the  rosy  outlook  for  future 
farm  gains  leads  to  the  valuation  of  farm  lands  on  the  basis  of  these  large 
future  expectations.  In  the  course  of  time,  the  actual  yields  may  be  more 
or  less  than  the  expected,  but  at  any  given  period,  the  valuations  are 
closely  governed  by  the  expectations,  whether  those  are  right  or  wrong. 
These  variations  in  expected  farm  incomes  largely  account  for  the  varia¬ 
tions  in  valuation  and  rental  ratios.  Prospective  farm  earnings  govern 
the  situation. 
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The  Demand  for  the  Uses  of  Land. — There  is  no  demand  for  land 
as  such.  Demand  exists  only  for  the  uses  to  which  land  may  be  put  in 
the  economic  process.  Thus,  urban  land  is  demanded  for  its  use  as 
building  sites.  Farm  land  is  demanded  for  its  use  in  raising  crops.  The 
services  and  products  of  the  land  are  the  center  of  attention  in  analysis 
of  land  demand. 

There  is  no  single  hard  and  fast  classification  of  the  uses  of  land,  but 
the  following  classification  suggests  the  types  of  most  importance: 


Building  sites . factories,  stores,  residences 

Agriculture  . pasturage,  staple  crops,  truck  farming 

Transportation  . railroad  fines,  highways,  aeroplanes 

Communication . telephone,  telegraph,  radio 

Recreation  . parks,  streams,  playgrounds 

Forestry  . lumbering 

Mining  . extraction  of  raw  materials  for  production 

Water  . navigation,  pleasure,  drink,  power 


These  uses  of  land  undergo  wide  changes  from  year  to  year.  Much 
of  the  land  is  of  a  kind  which  may  be  devoted  to  several  different  uses, 
and  as  customs  change,  as  population  grows,  as  methods  of  production 
improve,  new  uses  displace  the  old.  What  was  formerly  a  cow-path  be¬ 
comes  a  Fifth  Avenue.  What  was  formerly  a  desert  becomes  an  irrigated 
wheat  farm.  What  was  formerly  air  and  space  becomes  a  skyscraper 
or  broadcasting  station.  What  was  formerly  useless  subsoil  becomes 
a  subway  route.  What  was  formerly  a  rocky  hill  becomes  a  recreational 
park.  What  was  formerly  a  corn  farm  becomes  a  truck  farm  to  feed  a 
new  grown  city.  The  constant  shifting  of  the  uses  of  land  means,  there¬ 
fore,  that  the  demand  factor  is  not  permanent  and  uniform,  but 
progressive  and  dynamic.  To  analyze  demand  it  is  necessary  to  analyze 
something  that  is  on  the  move. 

The  Supply  of  the  Uses  of  Land. — The  supply  of  land  has  to  be 

viewed  from  two  standpoints,  physical  supply  and  economic  supply.  The 
physical  supply  is  fixed  and  unchangeable.  The  geographical  structure 
of  the  earth,  over  current  periods  of  time,  remains  constant.  It  is  true 
that  over  long  periods  of  time  geological  changes  occur  in  the  earth’s 
surface,  but  for  all  practical  purposes  of  economic  calculation,  these 
geological  changes  may  be  ignored.  The  area  of  the  land  is  constant, 
the  mineral  wealth  of  the  earth  is  fixed,  the  water  surface  is  virtually 
the  same  from  year  to  year.1 

But  supply  of  land  must  be  considered  from  the  economic  standpoint, 
and  from  this  standpoint  the  essential  question  becomes :  What  is  the 
supply  of  the  economic  uses  of  land?  Economic  supply  is  constantly 
changing.  The  supply  of  wheat  or  corn  land  varies  greatly  during  rela¬ 
tively  shoiff  periods.  Acreage  depends  upon  many  factors.  The  rising 

1  These  general  propositions  require  some  qualifications.  Exhaustion  of  coal  or 
oil  deposits  alters  physical  supply.  Forest  denudation  reduces  physical  supply. 
Even  agricultural  laud  may  be  altered  in  physical  supply  by  unusual  geological 
changes. 
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or  falling  price  of  wheat,  the  irrigation  of  semi-arid  soil,  the  drainage  of 
swamp  lands,  the  development  of  new  wheat  lands  in  Australia  or 
Argentina, — these  and  many  other  factors  cause  fluctuations  in  the 
supply  of  wheat  acreage  planted  in  the  United  States.  The  supply  of 
mineral  resources,  from  the  economic  standpoint,  is  not  the  potential 
physical  resources  of  the  earth,  but  the  mined  resources,  and  this  eco¬ 
nomic  supply  depends  upon  such  factors  as  new  technical  methods  of 
production,  prices  offered  for  the  product,  policies  of  conservation  or 
wastage,  development  of  new  industries,  costs  of  production,  and  other 
similar  forces.  Land  supply  for  many  uses  is  merely  location.  Trans¬ 
portation,  since  it  creates  accessibility  of  one  location  to  another,  deter¬ 
mines  the  economic  supply  of  land.  The  supply  of  food  lands  would  be 
contracted  enormously  if  transportation  did  not  make  possible  the  growth 
of  food  thousands  of  miles  distant  from  the  point  of  consumption. 
“Bettering  transportation  is  more  land.”  2  The  supply  of  building  sites 
in  cities  is  affected  by  building  higher  structures  and  by  building  under¬ 
ground.  Building  space  is  limited  horizontally,  but  not  vertically.  The 
supply  of  urban  sites  is  therefore  a  supply  of  height  as  well  as  breadth. 
The  economic  supply  of  breadth  of  building  space  is,  moreover,  greatly 
changeable,  since  every  extension  of  suburban  electric  lines,  busses,  and 
automobiles  brings  old  land  into  new  uses. 

Economic  geography  and  economic  geology  deal  with  the  physical 
characteristics  of  land  supply.  These  studies  are  of  interest  to  the 
economist,  but  only  in  so  far  as  they  aid  in  showing  how  the  physical 
supply  influences  the  economic  uses  of  the  land.  The  center  of  attention 
to  the  economist  is  the  economic  uses,  and  physical  supply  is  merely  one 
factor  bearing  upon  the  economic  supply. 

The  Differential  Aspect  of  Land. — Differences  in  the  usefulness  of 
land  have  their  most  important  causes  in  differences  of  quality  and 
differences  of  location.  All  forms  of  capital  show  some  differences  in 
grades,  but  land  shows  these  differences  to  a  degree  which,  in  comparison 
with  non-land  forms  of  capital,  is  extreme. 

Differences  in  grades  are  conspicuous  in  farm  lands.  Soils  poor  in 
fertility  yield  barely  enough  to  cover  expenses  of  cultivation,  whereas 
soils  rich  in  fertility  yield  liberal  returns  over  and  above  all  expenses. 
In  between  are  all  grades  and  degrees  of  fertility.  Those  soils  which, 
though  still  used  for  an  economic  purpose,  nevertheless  yield  no  net 
returns  are  marginal  lands.  Marginal  acres  may  be  defined  as  those 
incapable  of  yielding  returns  in  excess  of  the  expenses  of  production. 
Below  these  acres  in  fertility  are  many  abandoned  farm  lands  which 
could  grow  some  products  but  not  enough  to  cover  expenses.  These  sub¬ 
marginal  farms  would  rise  to  the  marginal  position  and  actually  be  tilled 
only  in  case  the  price  of  farm  products  rose  to  a  point  which  would  make 
the  income  on  their  scanty  yield  cover  the  expenses  of  production. 
Lowest  of  all  are  desert  and  other  lands  which  are  incapable  of  any  use 

2  H.  J.  Davenport,  The  Economics  of  Enterprise,  p.  170. 
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whatsoever  in  the  yield  of  crops.  Sub-marginal  lands  are  part  of  the 
physical  land  supply,  but  not  part  of  the  economic  land  supply. 

Diverse  grades  of  land  are  also  found  in  the  mining  industries.  Some 
ore  beds  are  so  poor  in  quality  that  it  would  cost  more  to  mine  them 
than  the  product  would  be  worth.  Other  ore  beds  are  of  such  quality 
that  the  costs  to  mine  them  are  just  barely  covered  by  the  value  of  the 
product.  These  are  the  marginal  mines,  because  they  are  incapable  of 
yielding  returns  in  excess  of  the  expenses  of  production.  Above  the 
marginal  mines  are  ascending  grades  of  ore  beds  which  yield  varying 
degrees  of  returns  in  excess  of  the  expenses  of  production. 

Differences  in  location  affect  land  values  much  more  than  would  be 
the  case  in  most  other  forms  of  capital.  Land  is  more  immobile  than 
other  forms  of  capital.  Its  location  is  fixed  and  unchangeable. 
Machinery  can  be  moved  from  place  to  place.  Factory  buildings  can  be 
erected  where  most  needed.  But  acres  of  land  stay  put.  City  lots  cannot 
be  moved  around.  Since  land  cannot  be  moved,  the  advantages  of 
superior  locations  are  more  important  than  advantages  of  location  would 
be  in  the  case  of  mobile  capital  goods.  The  greatest  differences  in  location 
advantage  appear  in  urban  building  sites.  An  acre  of  land  in  the  Wall 
Street  section  of  New  York  City  sells  at  a  value  several  thousand  times 
as  great  as  the  value  of  an  acre  of  the  best  Iowa  farm  land.  A  few  feet 
difference  in  locations  of  urban  sites  may  make  a  wide  difference  in 
values.  Cleveland  estimates  indicate  that  a  lot  located  at  the  corner  of 
two  equally  good  streets  is  worth  72  per  cent  more  than  an  inside  lot  on 
either  street.  The  organization  of  the  average  city  gives  rise  to  certain 
typical  location  advantages.  The  center  of  the  city  is  usually  the  point 
where  the  leading  retail  stores,  hotels  and  banks  concentrate.  The 
highest  land  values  are  found  in  these  concentration  points.  Radiating 
from  these  centers  are  railroad  terminals,  wholesale  districts,  factory 
sites.  Lower  land  values  usually  prevail  in  these  outer  sections.  Resi¬ 
dential  sections  have  scales  of  values  depending  upon  nearness  to  good 
streets,  to  retail  stores,  to  pleasant  surroundings.  The  outer  rim  of 
suburban  homes  derive  their  values  largely  from  their  convenience  in 
location  for  commuters.  At  still  greater  distances  from  city  centers 
come  truck  farms,  wheat  lands,  and  grazing  lands. 

The  value  of  each  grade  of  location  is  based  upon  a  capitalization  of 
the  net  returns  that  can  be  earned  by  the  most  profitable  use  of  the 
land.  High  net  returns  can  be  earned  by  city  retail  stores  because 
they  are  placed  where  the  crowds  go  surging  by.  Such  sites  enable  stores 
to  expose  their  wares  to  the  maximum  number  of  customers.  Lesser 
returns  per  square  foot  of  land  space  usually  can  be  earned  in  wholesale 
sections.  The  returns  decline  gradually  for  other  types  of  situation.  As 
net  returns  rise  and  fall,  site  values  rise  and  fall  accordingly.  Values, 
net  returns,  rents,  thus  bear  a  close  relation  to  each  other,  and  reflect  the 
differences  in  location  advantages  of  the  various  sites  of  land. 

Agricultural  lands  combine  the  differences  of  fertility  and  of  location. 
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Highly  fertile  soil  located  close  to  a  city  market  and  devoted  to  truck 
farming  yields  high  returns,  and  its  value  per  acre  is  correspondingly 
high.  Nearness  to  the  railroad  affects  materially  the  values  of  farm 
lands  in  the  wheat,  corn,  cotton  and  live-stock  regions.  Accessibility, 
convenience,  and  cheapness  of  transportation  on  the  side  of  location  are 
just  as  important  in  valuing  farm  lands  as  are  quality  and  richness  of 
the  soil  on  the  side  of  fertility. 

The  Margin  of  Substitution. — The  same  piece  of  land  may  be  used 
for  various  purposes,  and  consequently  there  are  forces  regulating  the 
amount  of  land  which  shall  be  devoted  to  each  kind  of  use.  The  prin¬ 
ciple  of  substitution  explains  this  selective  process.  AVe  may  define  this 
principle  as  the  tendency  to  substitute  one  use  for  another  whenever 
such  a  change  is  necessary  to  put  the  land  to  that  use  where  its  products 
and  services  are  worth  the  most. 

A  few  miles  out  of  Chicago  there  is  a  region  of  truck  farms.  Some 
are  profitable,  some  not  so  profitable.  The  less  profitable  farms  are  on 
the  margin  of  substitution.  If  their  yield  per  acre  were  any  less,  it 
would  pay  to  change  from  truck  to  wheat  farming.  Let  us  assume  that 
wheat  will  yield  a  net  return  of  eight  dollars  per  acre.  As  soon  as  truck 
land  yields  any  less  than  that  amount,  it  will  be  shifted  to  wheat 
growing.  The  marginal  acre  of  truck  land  is  the  acre  which  earns  just 
barely  enough  to  keep  the  land  from  being  shifted  to  wheat  growing. 
But  let  us  assume  further  that  an  acre  of  land  will  yield  a  net  return 
of  four  dollars  for  grazing  purposes.  The  same  acre  yields  slightly  over 
four  dollars  for  wheat  growing.  This  is  the  marginal  acre  of  wheat  land, 
or  the  acre  which  earns  just  barely  enough  to  keep  the  land  from  being 
shifted  to  grazing.  Finally,  let  us  assume  that  the  poorer  grades  of 
grazing  lands  earn  just  enough  per  acre  to  cover  the  bare  expenses  of 
production.  There  is  no  net  income.  Consequently  there  is  no  rent. 
This  is  the  marginal  acre  of  grazing  land,  or  the  acre  which  earns  just 
barely  enough  to  keep  the  land  from  lying  idle. 

But  many  better  grade  truck  farms  earn  high  returns,  and  are  far 
above  the  margin  of  substitution.  If  an  acre  of  truck  land  earns  twenty 
dollars,  and  the  same  acre  used  for  wheat  growing  would  yield  only 
eight  dollars,  the  truck  land  enjoys  a  marked  differential  of  surplus 
returns.  If  in  a  different  location  an  acre  of  wheat  land  yields  eight 
dollars,  and  the  same  acre  used  for  grazing  would  yield  only  four  dollars, 
the  wheat  land  enjoys  a  marked  differential  of  surplus  re  urns.  If  in 
another  location  an  acre  of  grazing  land  yields  four  dollars,  its  yield  is 
that  much  above  the  no-rent  marginal  acre  of  grazing  lard,  and  con¬ 
sequently  the  grazing  land  shows  a  differential  of  surplus  returns.  The 
marginal  acre  of  land  for  each  use  is  above  the  margin  fcr  some  less 
gainful  use  to  which  it  might  be  applied.  Above  the  marginal  acre  of 
land  for  each  use  are  acres  which  yield  surplus  gains.  What  is  marginal 
at  a  given  use  is  marginal  simply  with  respect  to  the  next  lowTer  use. 
What  is  surplus  returns  at  a  lower  use  is  merely  marginal  for  the  next 
grade  higher  use.  Within  each  particular  kind  of  use,  there  are  many 
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unequal  rates  of  returns,  some  at  the  margin  for  that  use,  others  at 
varying  scales  above  the  margin.  Hence,  to  study  the  process  of  choosing 
the  best  uses  of  land,  we  proceed  from  the  fact  of  unequal  grades  of 
fertility  and  location  to  the  fact  of  unequal  returns,  and  apply  the  prin¬ 
ciple  of  substitution  by  showing  the  marginal  and  differential  gains 
which  are  purely  relative  to  next  lower  and  higher  grades  of  uses. 

The  same  explanation  applies  to  urban  and  other  kinds  of  land. 
Some  retail  shops  earn  more  per  front  foot  of  space  than  others.  As 
the  shops  grow  poorer  they  still  yield  more  per  front  foot  than  the  land 
is  worth  for  residence  purposes.  Finally,  there  come  the  marginal  shops, 
which  yield  barely  enough  to  keep  the  land  from  being  shifted  to  resi¬ 
dential  uses.  When  shops  earn  less  per  front  foot  than  the  land  is 
worth  for  homes,  the  substitution  of  uses  will  occur.  But  the  value 
of  residential  sites  will  in  turn  show  wide  variations.  At  the  outskirts 
of  the  city  will  be  found  land  which  earns  just  barely  enough  as  building 
space  to  keep  it  from  being  turned  to  truck  farming.  Each  kind  of 
use  has  a  marginal  fringe,  with  respect  to  the  next  lower  use  to  which 
the  land  may  be  put.  Each  kind  of  use  has  many  plots  of  land  which 
yield  more  than  the  marginal  fringe,  but  their  surplus  gains  are  still 
not  high  enough  to  take  other  land  away  from  yet  higher  uses  to  which 
it  may  be  applied.  Each  use  of  land  is  sandwiched  between  higher  and 
lower  uses,  with  many  degrees  of  differential  surplus  gains  on  individual 
plots  within  these  limits. 

It  is  at  the  margin  of  substitution  that  the  changes  in  uses  of  land 
are  taking  place  which  profoundly  affect  economic  life.  When  factories 
or  shops  drive  out  homes,  when  truck  lands  drive  out  wheat  farms,  when 
pasturage  drives  out  tillage  of  the  soil,  when  congested  building  sites 
drive  out  gardens,  changes  take  place  of  the  utmost  consequence  to 
economic  and  social  life. 

Since  these  changes  are  of  such  fundamental  importance,  it  is  im¬ 
perative  to  have  in  mind  the  principle  of  substitution  which  regulates 
the  amount  of  land  that  will  be  put  to  each  particular  use.  This  prin¬ 
ciple  may  be  summarized  in  the  following  manner :  From  the  standpoint 
of  any  single  use  of  land,  the  size  of  returns  may  be  classified  as  either 
marginal,  super-marginal,  or  sub-marginal.  For  purposes  of  illustration, 
we  may  take  the  use  of  wheat  land.  Returns  are  marginal  when  they 
are  just  barely  sufficient  to  keep  the  land  from  being  changed  to  grazing 
or  to  some  other  use.  Returns  are  super-marginal  when  they  consist  not 
merely  of  the  marginal  earnings  sufficient  to  keep  wheat  land  from  being 
changed  to  grazing,  but  in  addition  consist  of  a  surplus  or  differential 
return  due  to  superior  fertility  or  superior  location  for  wheat  growing 
purposes.  Returns  are  sub-marginal  on  wheat  land  when  the  land  could 
be  used  more  profitably  for  other  products.  Consequently,  when  returns 
on  wheat  land  are  marginal,  they  are  just  enough  to  avert  the  substitu¬ 
tion  of  grazing  for  wheat  growing.  When  returns  on  wheat  land  are 
super-marginal,  they  are  considerably  more  than  enough  to  avert  the 
substitution.  When  returns  on  wheat  land  are  sub-marginal,  they  are 
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not  enough  to  avert  the  substitution.  It  should  further  be  observed  that 
the  super-marginal  wheat  land  tends  to  reach  a  point  where  it  coincides 
with  marginal  truck  lands.  When  the  marginal  acre  of  truck  lands 
yields  just  barely  enough  to  keep  the  land  from  being  changed  to  wheat 
farming,  the  given  piece  of  truck  land  is  at  its  margin  of  substitution. 
Thus,  the  marginal  acre  of  the  more  profitable  use  of  land  tends  to  reach 
the  super-marginal  acre  of  the  next  less  profitable  use  of  land.  Where 
the  respective  layers  of  uses  meet  is  the  margin  of  substitution.  By  com¬ 
bining  our  analysis  of  the  differential  aspect  of  land  returns  with  the 
principle  of  substitution,  we  arrive  at  an  explanation  of  the  forces  which 
constantly  tend  to  place  land  in  that  use  where  it  will  yield  the  largest 
net  returns. 

The  Principle  of  Diminishing  Returns. — The  principle  of  diminish¬ 
ing  returns  is  not  limited  to  land,  although  it  was  first  worked  out  as 
an  analysis  of  land  returns.  The  principle  applies  to  all  forms  of 
capitalistic  production,  and  in  applying  it  to  land  we  are  simply  dealing 
with  the  special  form  of  the  principle  which  throws  most  light  upon 
land  production.  The  general  principle  may  be  stated  as  follows:  As 
the  use  of  any  factor  in  production  is  increased,  there  comes  a  point 
where  output  does  not  increase  in  proportion  to  the  increased  use  of 
that  factor.  As  applied  to  land  in  particular,  this  principle  may  be 
stated  as  follows :  As  the  use  of  labor  or  capital  is  increased  on  a  given 
piece  of  land,  there  comes  a  point  where  the  output  from  the  land  does 
not  increase  in  proportion  to  the  increased  use  of  labor  or  capital.  The 
point  of  diminishing  returns  is  the  point  beyond  which  returns  grow  less 
and  less  in  proportion  to  additions  of  labor  and  capital. 

The  principle  may  be  illustrated  by  a  study  of  the  effect  of  increasing 
applications  of  fertilizer  upon  farm  land.  The  following  data  are  the 
result  of  experiments  in  'cotton  growing.3 


Cost  of  Fertilizer 

Yield  of  Cotton 
per  Acre 

Yield  Due  to 
Additional  Application 

Under  $3.00 . 

200  pounds 

221  pounds 

272  pounds 

276  pounds 

.  .  pounds 

21  pounds 

51  pounds 

4  pounds 

$3  00  to  $5.00  . 

$5  00  to  $7.00  . 

Over  $7  00  . 

The  returns  increased  in  proportion  to  added  units  of  fertilizer 
capital  until  more  than  $7.00  worth  of  capital  per  acre  was  added. 
Beyond  that  point,  production  still  increased,  but  not  in  proportion  to 
the  added  outlay  of  capital.  Before  the  point  of  diminishing  returns 
was  reached,  an  added  $2.00  of  capital  increased  the  yield  51  pounds. 
After  the  point  of  diminishing  returns  was  reached,  an  added  $2.00  of 
capital  increased  the  yield  only  4  pounds. 

3  U.  S.  Department  of  Agriculture,  Bulletin  651,  p.  14. 
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The  principle  of  diminishing  returns  may  be  illustrated  with  respect 
to  labor  by  the  following  hypothetical  example : 


Number  of  Hours  Labor 
Applied  per  Acre 

Crop  Yield  in 
Bushels 

Added  Units  of 
Labor 

Added  Units  of 
Yield 

20 

10 

30 

16 

io 

6 

40 

24 

10 

8 

50 

27 

10 

3 

60 

28 

10 

1 

The  point  of  diminishing  returns  is  reached  when  more  than  forty 
hours  of  labor  are  applied  per  acre.  Thereafter,  the  added  yield  bears 
a  smaller  and  smaller  proportion  to  the  added  outlay  of  capital.  The 
product  will  not  be  increased  in  proportion  as  the  labor  is  increased. 

Several  qualifications  of  the  principle  of  diminishing  returns  as  here 
illustrated  may  be  noted.  First,  it  is  assumed  that  the  efficiency  of 
capital  and  labor  remains  constant.  If  improved  machinery  or  more 
efficient  labor  be  added,  the  old  point  of  diminishing  returns  may  be 
transformed  into  increasing  returns.  The  new  point  of  diminishing 
returns  would  be  pushed  farther  back.  Whenever  the  technology  of 
production  changes,  due  allowance  must  be  made  in  applying  the  prin¬ 
ciple  of  diminishing  return.  Second,  the  law  states  a  relationship  merely 
and  only  between  added  units  of  labor  or  capital  and  added  units  of 
yield.  The  problem  is :  to  obtain  an  added  bushel,  how  many  hours  of 
labor  or  units  of  capital  must  be  added.  Will  the  added  hours  required 
to  increase  the  yield  one  bushel  be  more  or  less  than  tire  hours  required  to 
produce  the  last  bushel?  If  the  last  bushel  required  5  units  of  capital 
to  produce,  will  the  next  bushel  require  more  than  5  units?  If  so, 
diminishing  returns  are  in  effect. 

Third,  diminishing  returns  are  usually  accompanied  by  increased 
total  returns.  There  is  not  an  absolute  decrease  of  returns,  but  merely  a 
diminishing  rate  of  increase.  If  to  double  the  bushels  per  acre  requires 
four  times  the  labor  and  capital,  returns  are  still  increasing,  but  not  as 
fast  as  the  increased  expenditure  of  labor  and  capital.  Diminishing 
returns  are  a  diminishing  rate  of  increase.  To  restrict  the  meaning  of 
diminishing  returns  in  this  manner  many  writers  prefer  to  use  the 
phrase,  “diminishing  increment,”  or  the  phrase,  “diminishing  produc¬ 
tivity.” 

The  law  of  diminishing  returns  has  traditionally  been  stated  in  terms 
of  physical  units.  Product  has  been  stated  in  terms  of  bushels  or  pounds, 
labor  in  hours  or  days,  capital  in  physical  quantities.  But  this  tradi¬ 
tional  terminology  places  certain  limitations  upon  the  use  of  the  prin¬ 
ciple  when  attempt  is  made  to  apply  it  to  the  modern  money  economy. 
Agriculture  has  come  fully  under  the  pecuniary  regime,  and  has  accepted 
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the  methods  of  business.  Farming  has  been  thoroughly  incorporated 
into  the  price  system.  Consequently,  modern  conditions  call  for  a 
statement  of  the  principle  of  diminishing  returns  in  terms  of  money 
and  price.  Product  is  measured  in  terms  of  its  money  value.  Capital 
is  measured  in  terms  of  its  money  value.  Labor  is  measured  in  terms 
of  its  money  value.  The  unit  of  measurement  of  all  factors  is  the  dollar, 
or  other  money  unit. 

The  following  hypothetical  examples  illustrate  possible  forms  of 
stating  the  pecuniary  principle  of  diminishing  returns.  Let  us  assume 
that  on  a  given  acre  of  land,  $25.00  of  labor  yields  $50.00  worth  of 
product.  The  farmer  seeks  to  discover  the  amount  of  additional  labor 
required  to  produce  $10.00  additional  crop.  The  calculations  may  be 
assumed  somewhat  as  follows : 

First  $10.00  increase  of  product  requires  $4.00  additional  labor 

Second  “  “  “  “  “  $5.00  “  “ 

Third  “  “  “  “  “  $6.00  “  “ 

In  each  step  of  this  calculation,  more  and  more  labor  is  required 
to  produce  an  additional  $10.00  in  value  of  crop.  Diminishing  returns 
are  in  effect. 

The  calculation  might  also  be  made  in  the  following  terms : 

First  $5.00  additional  labor  will  increase  the  product  $10.00 

Next-  “  “  “  “  “  “  “  9.00 

Next  “  “  “  “  “  “  “  7.00 

The  same  amount  of  additional  installments  of  labor  yield  less  and 
less  value  of  product.  The  law  of  diminishing  returns  is  in  effect.4 

Even  the  foregoing  pecuniary  statement  of  the  principle  of  diminish¬ 
ing  returns  is  inadequate  for  the  needs  of  the  money  economy.  To  make 
practical  application  of  the  principle  to  the  business  of  agriculture,  it  is 
advantageous  to  shift  the  statement  from  returns  to  unit  costs.  By 
taking  unit  costs,  we  inquire  the  cost  of  each  factor,  land,  labor,  and 
capital,  per  unit  of  output,  and  we  inquire  the  total  cost  of  all  these 
factors  per  unit  of  output.  Unit  costs  have  been  found  the  most  ex¬ 
pedient  method  of  calculation  in  this  field  by  modern  accountancy.  Unit 
costs  are  a  device  of  accounting,  aimed  to  serve  the  purpose  of  a  statisti¬ 
cal  tool.  Expressed  in  terms  of  unit  costs,  then,  a  condition  of  diminish¬ 
ing  returns  is  one  in  which  the  average  cost  per  unit  of  product  increases 
as  labor  or  capital  is  added  to  the  use  of  the  land.  Let  us  assume  that 
the  unit  of  output  is  $100  worth  of  product.  The  conditions  of  cost 

4  In  economic  literature,  a  great  variety  of  forms  of  statement  of  the  law  of 
diminishing  returns  appears.  To  exhaust  the  list  of  different  forms  in  this  treat¬ 
ment  would  be  tedious  and  confusing.  The  attempt  here  made  is  chiefly  to  state 
the  more  common  and  simple  form  of  the  law.  But  no  pretense  is  made  that  these 
explanations  cover  all  possible  forms  of  statement. 
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necessary  to  secure  an  additional  $100  worth  of  product  may  he  assumed 
as  follows: 


I. 

II. 

III. 

IV. 

Y. 

YI. 


To  secure 
To  secure 
To  secure 
To  secure 
To  secure 
To  secure 


first  $100 
nest  $100 
nest  $100 
nest  $100 
nest  $100 
nest  $100 


increase 

increase 

increase 

increase 

increase 

increase 


requires 

requires 

requires 

requires 

requires 

requires 


$60  increased 
$50  increased 
$50  increased 
$70  increased 
$100  increased 
$125  increased 


espenditure 

espenditure 

espenditure 

espenditure 

espenditure 

espenditure 


Five  different  stages  appear  in  this  illustration.  The  separate  stages 
may  be  stated  as  follows,  corresponding  with  the  like  numbered  stages 
in  the  above  illustration: 


Stage  Corresponding 
with  Preceding 
Illustration 

Stage  Stated  in  Terms 
of  Costs 

Stage  Stated  in  Terms 
of  Returns 

I-II  . 

Decreasin'0-  costs 

Increasing  returns 

II-III  . 

Constant  costs 

Constant  returns 

III-IV  . 

Increasin'0-  costs 

Decreasin0-  returns 

IY-V  . 

Marginal  costs 
Excessive  costs 

Zero  returns 

V-YI  . 

Less  than  zero  returns 

According  as  different  degrees  of  labor  and  capital  are  applied  the 
returns  increase  (1)  faster  than  labor  or  capital,  (2)  just-  as  fast, 
(3)  slower,  (4)  not  at  all,  (5)  or  with  cost  exceeding  income  and  con¬ 
sequent  actual  loss. 

In  this  analysis,  the  law  of  diminishing  returns  is  expressed  in  the 
form  of  a  law  of  increasing  costs  per  unit  of  output.  In  the  shifting, 
new  implications  are  involved,  and  the  new  law  is  not  identical  in  detail 
with  the  old.  Nevertheless,  the  new  law  embodies  the  essence  of  the 
traditional  law  of  diminishing  returns.  And  it  does  this  in  a  form 
which  squares  with  modern  accounting  and  which  is  a  more  practicable 
and  workable  instrument  of  calculation  in  the  hands  of  the  user  of  land. 
The  practical  question  in  the  mind  of  the  user  of  land  is :  If  I  increase 
my  expense  for  labor  or  capital,  will  my  unit  costs  of  production  increase 
or  decrease?  The  unit  cost  concept  is  the  indispensable  thinking  tool  for 
the  solution  of  this  practical  problem. 

Increasing  Costs  and  the  Principle  of  Proportionality.— Increasing 
costs  and  decreasing  returns  introduce  the  most  important  problems  in 
the  use  of  land.  These  problems  center  around  the  best  proportioning 
of  the  factors  of  production.  The  farmer  is  anxious  to  realize  the  largest 
possible  net  returns  on  his  land.  Shall  he  buy  more  machinery,  more 
fertilizer,  more  capital  of  any  other  kind?  Shall  he  hire  more  labor? 
What  shall  his  answers  be  to  these  vital  questions?  In  general,  he  will 
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tend  to  add  more  capital  until  increasing  costs  approach  the  point  of 
marginal  costs  and  returns  approach  zero.  He  will  tend  to  increase 
labor  until  increasing  costs  approach  the  point  of  marginal  costs  and 
returns  approach  zero.  And  the  combination  of  factors  will  be  in  such 
proportion  as  will  be  expected  to  yield  the  largest  net  returns  from  a 
given  total  expenditure. 

Assume  the  size  of  a  piece  of  land  to  be  constant.  Then,  without 
any  chaHge  in  land,  we  may  multiply  the  use  of  both  labor  and  capital. 
Or,  without  any  change  in  land,  we  may  let  the  use  of  capital  remain 
the  same,  but  multiply  the  use  of  labor.  Or  without  any  change  in  land, 
we  may  let  the  use  of  labor  remain  the  same,  but  multiply  the  use  of 
capital.  When  we  get  the  most  advantageous  combination  of  these 
factors,  we  have  the  right  proportional  use  of  land,  labor,  and  capital. 

During  the  last  few  decades  in  the  United  States,  there  has  been  a 
development  in  the  direction  of  more  use  of  capital  and  less  use  of  labor. 
Machinery  has  displaced  labor.  A  new  proportioning  of  the  factors  of 
production  has  taken  place.  Capital  has  been  given  more  importance 
and  labor  has  been  given  less  importance.  This  reproportioning  of  factors 
has  gone  on  in  obedience  to  the  laws  of  increasing  and  decreasing  costs. 
It  was  found  that  additional  use  of  capital  meant  decreasing  unit  costs 
whereas  additional  use  of  labor  meant  increasing  costs.  It  was  necessary 
to  check  the  use  of  the  factor  which  meant  increasing  costs  and  to 
augment  the  use  of  the  factor  which  meant  decreasing  costs.  The  new 
combination  of  labor  and  capital  is  aimed  to  secure  a  larger  net  return 
in  proportion  to  expenditure.  Unit  costs  are  kept  down  by  the  re¬ 
proportioning  of  the  factors  of  production. 

The  strategy  of  successful  use  of  the  land  centers  around  the  wise 
proportioning  of  the  factors  of  production.  The  proportioning  actually 
found  is  a  result  of  many  factors.  The  proportioning  varies  greatly 
from  country  to  country.  It  varies  greatly  in  the  same  country  from 
one  period  to  another.  It  varies  with  the  density  of  population.  It 
values  with  the  technology  of  production,  the  invention  of  new  machinei'y, 
the  discovery  of  new  processes.  But  whatever  the  variation,  one  of  the 
most  crucial  factors  in  profitable  use  of  the  land  is  the  best  combination 
of  factors  to  secure  low  unit  costs  of  production  on  the  maximum  amount 
of  product. 

The  same  principles  apply  to  forms  of  land  production  other  than 
agriculture.  For  instance,  urban  building  sites  present  a  basic  problem 
of  diminishing  returns,  or  increasing  unit  costs.  Capital  may  be  added 
to  a  given  piece  of  building  land  by  building  higher  above  ground  and 
lower  below  ground.  Skyscrapers  and  basements  are  the  typical  forms 
of  intensive  use  of  building  sites.  Whether  to  build  a  ten-story  or  a 
forty-story  building  is  a  problem  requiring  fine  calculations.  In  general 
the  determining  factor  is  the  tendency  for  unit  costs  per  square  foot  of 
floor  space  to  reach  the  point  of  inci’easing  expeixditure,  which  indicates 
the  point  of  diminishing  returns.  Beyond  this  point,  the  higher  the 
building  the  higher  the  unit  costs,  and  the  higher  the  unit  costs,  the  less 
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the  rate  of  additional  returns  on  the  land  in  proportion  to  the  additional 
costs  of  capital  and  labor.  Similar  applications  of  the  principle  of 
diminishing  returns  may  be  made  to  mining,  water-power  development, 
and  other  forms  of  utilization  of  the  land.5 

Diminishing  Returns  and  Size  of  Management. — The  foregoing 
analysis  of  diminishing  returns  applies  to  changes  in  the  proportions 
between  the  several  factors  in  production.  But  there  is  another  im¬ 
portant  application  of  the  general  principle  of  diminishing  returns, 
namely,  an  application  to  the  size  of  management.  Assuming  land, 
labor,  and  capital  to  hold  a  constant  proportion  to  each  other,  the  total 
size  of  the  farm,  or  mine,  or  realty  company  is  subject  to  a  law  of 
diminishing  returns.  Additions  to  total  size  may  yield  increasing  returns 
at  first  due  to  the  advantages  of  large  scale  production.  But  when 
carried  to  further  extremes,  such  additions  tend  to  reach  the  point 
where  diminishing  returns  set  in.  When  unit  costs  of  production  begin 
to  increase,  it  is  an  index  of  overgrown  size  of  management.  In  agri¬ 
culture,  the  most  advantageous  size  of  farm  varies  from  product  to 
product.  If  the  farm  is  devoted  to  truck  products,  the  point  of  diminish¬ 
ing  returns  sets  in  quickly,  and  the  size  of  truck  farm  is  therefore 
limited  to  a  few  acres.  If  the  farm  is  devoted  to  livestock  raising,  the 
point  of  diminishing  returns  sets  in  slowly,  and  farms  may  under  cor¬ 
poration  management  be  thousands  of  acres  in  size.  There  is  an 
erroneous  notion  in  the  popular  mind  that  the  small  farm  is  ideal  for 
all  purposes.  From  a  poetic  standpoint  this  may  be  true,  but  from  an 
economic  standpoint  it  is  a  useless  notion.  The  proper  economic  size 
depends  upon  where  the  point  of  diminishing  returns  appears. 

Diminishing  Returns  and  Growth  of  Population. — In  addition  to 
applying  diminishing  returns  to  proportionality  and  to  size,  we  may 
also  apply  it  to  the  general  ratio  between  a  country’s  total  land  supply 
and  its  total  population.  As  the  population  increases,  the  need  for  food 
and  clothing  increases,  and  every  acre  of  land  supply  is  cultivated  up 
to  the  point  of  diminishing  returns.  Poorer  and  poorer  grades  of  land 
are  brought  into  use,  and  more  and  more  labor  and  capital  per  acre  are 
employed.  The  unit  cost  of  crop  production  mounts  higher  and  higher, 
until  diminishing  returns  put  a  limit  upon  the  capacity  of  the  soil  to 
support  the  growing  population.  This  tendency  is  subject  to  various 
exceptions  and  counter-influences  which  are  discussed  separately  in  the 
treatment  of  problems  of  population. 

The  Intensive  and  Extensive  Margins. — There  are  two  opposite 
ways  of  increasing  the  product  of  the  land,  namely,  intensive  and 
extensive  cultivation.  In  Australia  a  wheat  farmer,  with  the  aid  of 
machinery,  may  cultivate  more  than  five  hundred  acres  of  soil.  In 
Japan,  one  man,  by  exhaustive  labor,  may  extract  a  living  from  two 

5  The  Ricardian  analysis  stressed  the  doctrine  that  diminishing  returns  applied 
to  the  added  costs  of  only  the  last  portions,  the  added  portions  of  product.  Modern 
accounting  rejects  this  notion  of  the  last  bushel  of  wheat  costing  more  than  the 
first,  and  deals  with  full  average  costs  per  unit,  i.e.,  per  bushel  or  per  $100  of 
product. 
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acres  of  land.  The  former,  or  extensive,  method  involves  the  use  of  little 
labor  on  much  land.  The  latter,  or  intensive,  method,  involves  the  use 
of  much  labor  on  little  land.  Either  of  these  tendencies  is  limited  by 
certain  margins  of  returns.  Extensive  farming  will  approach  the  margin 
where  the  attempt  to  stretch  the  same  labor  over  additional  acres  of 
land  will  not  yield  returns  worth  the  effort.  Intensive  farming  will 
approach  the  margin  where  the  attempt  to  concentrate  more  labor  and 
capital  on  the  same  land  will  not  yield  returns  worth  the  outlay.  The 
greatest  output  per  laborer  occurs  where  extensive  farming  is  approach¬ 
ing  the  extensive  margin.  The  greatest  output  per  acre  of  land  occurs 
where  intensive  farming  is  approaching  the  intensive  margin. 

A  new  country,  blessed  with  rich  and  virgin  soil,  usually  employs 
extensive  farming.  With  land  abundant,  and  labor  scarce,  each  farmer 
will  work  a  large  area,  and  the  effort  will  be  to  rely  upon  the  natural 
fertility  of  the  soil  to  yield  the  desired  crops.  European  countries  have 
for  the  most  part  developed  intensive  methods  of  farming.  Japan, 
China,  and  India  have  carried  intensive  application  of  labor  on  the  soil 
to  an  extreme.  The  United  States  has  in  the  past  leaned  toward  extensive 
farming,  but  is  now  in  the  transition  stage  towrnrd  more  intensive  farm¬ 
ing.  Australia,  Argentina,  and  other  new  countries  represent  the  ex¬ 
treme  of  extensive  farming.  As  population  encroaches  upon  the  supply 
of  good  land,  poorer  grades  of  land  are  brought  into  use  and  greater 
amounts  of  labor  and  capital  are  applied  to  all  grades  of  land.  This 
involves  pushing  farther  and  farther  toward  the  intensive  margin. 

There  is  a  general  tendency  for  the  extensive  and  intensive  margins 
of  returns  to  be  equivalent.  Each  method  tends  to  be  pushed  to  the 
point  where  further  additions  of  land,  labor  or  capital  would  not  yield 
returns  worth  the  outlay.  The  point  of  marginal  cost  of  production  and 
of  marginal  returns  will  tend  to  be  the  same  whichever  method  is  used. 
The  margin,  in  either  case,  is  the  no-rent  margin,  or  the  point  where  the 
cultivation  of  the  land  ceases  to  earn  the  net  income  necessary  to  induce 
continued  production. 

Intensive  and  extensive  methods  of  land  use  apply  to  other  uses  of 
land  besides  farming.  For  instance,  the  urban  realtor  may  make  in¬ 
tensive  use  of  a  small  plot  of  land  by  building  twenty  or  forty  stories 
high  and  digging  far  below  ground,  or  he  may  acquire  the  same  floor 
space  by  going  to  the  outskirts  of  the  city  and  sprawling  a  building  two 
stories  high  over  a  large  ground  area.  In  either  case,  the  margins  of 
no  returns  will  eventually  appear  and  will  check  the  intensive  or  ex¬ 
tensive  method  of  utilizing  urban  sites. 

The  Scarcity  Aspect  of  Land  Returns. — The  fertility  of  the  soil  is 
not  one  bit  more  important  to  the  farmer  than  the  proper  amount  of 
sunshine  and  rainfall.  Yet  the  farmer  pays  a  price  for  the  use  of  the 
soil  whereas  he  receives  free  the  use  of  sun  and  rain.  This  contrast 
leads  the  way  to  an  explanation  of  the  basic  relation  which  supply  of 
land  bears  to  the  price  paid  for  the  use  of  it.  People  pay  for  land,  not 
because  it  is  fertile,  but  because  it  is  scarce  relative  to  the  demand. 


313 


Principles  of  Land  Returns 

Scarcity  of  tlie  better  grades  of  land  accounts  for  the  value  placed  upon 
them.  People  do  not  pay  for  the  all  important  sun  and  rain  because 
it  is  not  scarce.  If  in  a  given  region  scanty  rainfall  has  to  be  supple¬ 
mented  by  irrigation,  people  then  have  to  pay  for  water  used  on  the 
land,  because  it  is  scarce.  If  a  man  wishes  to  grow  plants  in  a  green¬ 
house,  and  has  to  supplement  the  heat  of  the  sun  with  artificial  heat,  he 
has  to  pay  for  heat  because  it  is  then  scarce.  In  the  case  of  land,  if  there 
were  unlimited  quantities  of  the  better  grades  of  land  and  of  the 
superior  locations,  no  price  could  be  charged  for  the  use  of  land. 

To  make  clear  the  larger  bearings  of  these  principles,  it  is  necessary 
to  show  the  relation  of  this  principle  of  scarcity  to  the  principle  of 
demand.  Scarcity  deals  with  the  supply  side  of  the  laws  of  value  and 
of  price  as  applied  to  land.  In  the  discussion  of  demand  it  was  pointed 
out  that  users  of  land  are  willing  to  pay  a  price  for  the  use  of  land 
because  they  expect  by  so  doing  to  gain  added  income.  Demand  is  gov¬ 
erned  by  the  prospect  of  income  from  the  use  of  land.  But  demand 
alone  does  not  explain  land  value,  because  the  utility  of  air,  sunshine, 
and  rainfall  is  just  as  important  in  the  prospect  of  income,  yet  no  price 
is  paid  for  the  use  of  these.  Supply  enters  into  the  value  equation, 
and  it  is  the  fact  of  a  limited  quantity  of  the  better  kinds  of  land  which 
enables  people  to  own  it  and  charge  a  price  for  the  use  of  it.  Not  the 
fact  merely  that  there  is  a  supply,  but  the  fact  that  there  is  a  distinct 
scarcity  of  this  supply  relative  to  demand,  causes  a  price  and  a  value  to 
be  placed  upon  its  use.  The  price  of  the  use  of  land  is,  therefore,  the 
point  of  balance  between  scarcity  on  the  side  of  supply  and  of  the  pros¬ 
pect  of  income  on  the  side  of  demand.  Whatever  affects  either  of  these 
two  factors  sways  the  price  of  land  use. 

Since  scarcity  gives  the  key  to  value  theory,  on  the  side  of  supply, 
it  is  necessary  to  inquire  what  causes  scarcity  to  be  great  or  small. 

Within  certain  limits,  the  scarcity  of  the  land  is,  in  Ricardo’s 
phrase,  “original  and  indestructible.”  Some  of  the  fertility  of  the  soil 
may  be  exhausted  by  cultivation,  but  there  still  remains  the  fundamental 
chemical  and  physical  composition  of  the  soil.  However  much  fertility 
may  be  wasted,  certain  qualities  of  the  soil  remain  which  are  un¬ 
diminished.  Likewise,  in  the  promotion  of  urban  real  estate,  the  best 
sites  for  heavy  buildings  are  sharply  limited,  and  can  not  be  moved, 
expanded,  or  contracted.  Their  scarcity  is,  in  this  sense,  original  and 
indestructible.  In  mining,  nature  offers  a  fixed  supply  of  mineral  ores, 
so  much  and  no  more,  and  once  the  minerals  are  mined,  that  part  of 
the  supply  is  irreplaceable.  Coal,  iron,  petroleum,  for  instance,  exhibit 
a  pi’esent  scarcity  so  far  as  the  better  grades  of  mines  and  wells  are 
concerned,  and  an  ultimate  absolute  scarcity  of  the  total  geological 
supply. 

In  an  effort  to  provide  a  means  of  measuring  this  “original  and 
indestructible”  part  of  scarcity,  the  Ricardian  analysis  assumes  the 
case  of  two  adjacent  farms  of  equal  acreage.  Two  farmers  of  equal 
ability  give  equal  labor  and  employ  equal  capital  in  cultivating  their 
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respective  farms.  At  the  end  of  the  year  it  is  found  that  one  farmer 
has  produced  barely  enough  crops  to  cover  expenses,  whereas  the  other 
has  gained  a  generous  amount  of  net  returns.  The  difference  is  ex¬ 
plainable  only  by  the  fact  that  the  two  farms  were  different  in  the 
original  qualities  of  the  soil.  This  difference  gives  rise  to  pure  ground 
rent.  The  higher  value  of  the  one  farmer’s  crops  is  due,  in  this  assumed 
case,  not  to  any  virtue  or  ability  of  the  owner  or  user  of  the  land,  for 
in  these  respects  he  is  no  better  than  the  man  who  tilled  the  no-rent, 
land.  The  high  value  is  due  solely  to  natural  causes  outside  any  indi¬ 
vidual’s  control.  Since  the  high  grade  farms  are  scarce,  and  since  this 
scarcity  is  within  limits  original  and  indestructible,  the  high  grade 
farms,  with  their  high  net  returns,  command  a  high  price  for  their  use 
and  a  high  price  in  the  market  for  land. 

But  although  this  original  and  indestructible  aspect  of  scarcity  is 
important,  a  variable  and  controllable  aspect  is  equally  important. 
Economic  scarcity  of  land  can  be  increased  or  decreased  by  the  creative 
efforts  of  men.  One  method  of  relieving  economic  scarcity  is  produc¬ 
tion  on  hitherto  unused  lands.  During  the  last  two  decades,  farming 
has  been  pushed  out  to  the  virgin  soils  of  South  America,  Canada,  and 
the  Orient.  Within  the  United  States  there  are  vast  areas  of  unused 
or  idle  land.  Some  of  these  areas  are  abandoned  farms  which  do  not 
repay  cultivation  under  present  prices  of  farm  products.  Some  are 
cut-over  forest  lands  which  merely  need  clearing  to  become  productive. 
Some  require  drainage  or  irrigation.  Between  1910  and  1920,  the  land 
in  farms  for  the  United  States  as  a  whole  increased  by  8.8  per  cent. 
This  general  increase  was  the  arithmetical  sum  of  an  actual  decline  in 
farm  lands  east  of  the  Mississippi  River  and  a  sharp  increase  in  the 
farm  lands  to  the  west.  In  urban  land,  the  unused  area  is  often  the 
vertical  area.  One  and  two-story  buildings  frequently  occupy  building 
space  suitable  to  ten  or  twenty-story  buildings.  In  mining,  potential 
beds  of  ores  await  exploitation.  In  this  respect,  the  latent  resources  of 
China  are  of  great  importance.  In  water-power,  great  quantities  of 
energy  are  now  allowed  to  go  to  waste  which  could  readily  be  trans¬ 
formed  into  hydro-electric  power.  Scarcity  of  land  in  all  these  respects 
is  a  flexible  quantity,  and  with  the  expanding  needs  of  growing  popu¬ 
lations,  the  scarcity  is  relieved  by  expansion  of  production  to  hitherto 
idle  resources  of  the  land. 

A  second  method  of  relieving  the  scarcity  of  the  land  is  improvement 
in  the  methods  of  production.  Superior  efficiency  in  the  use  of  land  has 
an  effect  upon  scarcity  equivalent  to  so  much  actual  increase  in  the 
supply  of  the  land.  In  the  United  States  between  1900  and  1920,  physi¬ 
cal  output  per  acre  of  farm  lands  increased  nearly  25  per  cent.  This  is 
equivalent,  so  far  as  scarcity  of  land  is  concerned,  to  an  expansion  of 
the  area  in  farm  lands  of  more  than  200,000,000  acres.  The  scarcity 
of  land  was  relieved  to  that  extent.  If  there  had  been  no  improvement 
in  the  technique  of  farming  during  the  two  decades,  it  would  have  been 
necessary  in  order  to  produce  the  output  attained  in  1920  to  have  added 
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to  the  territory  of  the  country  an  amount  equal  to  more  than  the  total 
land  in  farms  east  of  the  Mississippi  River.  The  country  practically 
annexed  this  extra  land  supply  by  virtue  of  the  improved  state  of  the 
agricultural  arts.  The  use  of  fertilizers,  machinery,  superior  breeds  of 
plants  and  livestock,  and  better  transportation  facilities  profoundly  in¬ 
fluences  the  scarcity  cause  of  price  and  value  of  land.  In  the  case  of 
urban  sites,  the  development  in  use  of  structural  steel  made  possible  the 
skyscraper,  and  the  scarcity  of  horizontal  area  was  relieved  by  the 
greater  utilization  of  vertical  area.  The  scarcity  of  fuel  and  energy  is 
gradually  finding  relief  in  the  development  of  hydro-electric  energy, 
and  in  the  distribution  of  electrical  energy  over  wide  commercial  areas 
by  high  voltage  transmission.  Scarcity  of  transportation  space  is  re¬ 
lieved  by  subway  lines,  one-way  traffic  on  surface  streets,  and  elevated 
railways  over  the  street  surface.  Three  layers  of  transportation  in  one 
clock  of  space  is  equivalent  to  a  threefold  increase  in  the  economic  supply 
of  land. 

A  third  method  of  relieving  economic*  scarcity  is  conservation.  The 
most  pressing  problems  of  conservation  in  the  United  States  arise  in 
connection  with  the  exploitation  of  forests  and  mineral  resources.  Land 
resources,  from  this  viewpoint,  may  be  divided  into  those  whose  products 
are  irreplaceable  and  those  whose  products  are  replaceable.  The  fertility 
of  the  soil  may  be  replaced  by  artificial  fertilizers  and  crop  rotation, 
but  the  oil,  and  coal,  and  iron,  when  once  exhausted,  can  never  be 
replaced.  Water-power  is  continually  and  immediately  being  replaced, 
but  forests  can  be  replaced  only  by  carefully  planned  reforestation 
extending  over  a  relatively  long  period  of  time.  Conservation  of  all 
irreplaceable  resources  of  the  land  is  especially  urgent  as  a  means  of 
controlling  the  scarcity  of  the  basic  materials  of  modern  existence. 

Finally,  it  remains  to  be  pointed  out  that  since  scarcity  exists  purely 
relative  to  demand,  the  fundamental  changes  in  habits  of  consumption, 
by  affecting  demand,  affect  also  the  relative  economic  scarcity  of  the 
land.  The  demand  for  automobiles  governs  in  large  measure  the  economic 
scarcity  of  petroleum.  Where  national  custom  calls  for  a  diet  of  rice 
or  of  rye  bread,  the  economic  scarcity  of  wheat  land  is  relieved.  People 
are  getting  accustomed  to  ten  and  twenty-story  apartment  houses  as 
a  means  of  overcoming  the  economic  scarcity  of  urban  residential  sites. 
The  scarcity  of  land  is  regulated  in  great  measure  by  the  new  social 
standards  and  customs  which  people  acquire  and  the  old  social  standards 
and  customs  which  they  discard. 

Although  the  economic  scarcity  of  land  is  influenced  in  these  ways, 
nevertheless  the  process  of  adjusting  scarcity  of  supply  to  price  changes 
and  to  demand  is  not  by  any  means  quick  and  prompt.  The  slowness  of 
increasing  or  decreasing  the  economic  supply  of  land  is  a  marked  char¬ 
acteristic  of  this  factor  in  production.  Manufacturers  can  regulate 
promptly  their  volume  of  output,  but  farmers  require  at  least  a  whole 
season,  and  usually  more,  to  shift  from  one  crop  to  another,  or  to  restrict 
or  augment  the  total  volume  of  production.  This  slownesss  of  making 
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adjustment  between  the  pricing  factors  is  an  important  land  problem, 
and  further  discussion  is  devoted  to  it  in  the  following  chapter. 

Land  Returns  and  Cost  of  Production. — It  was  part  of  the  doctrine 
of  Ricardo  that  rent  on  land  is  not  a  cost  of  production,  and  does  not 
enter  into  the  price  of  the  product  of  the  land.  Ricardo  said,  “Corn  is 
not  high  because  a  rent  is  paid,  but  a  rent  is  paid  because  corn  is  high. 
That  corn  which  is  produced  by  the  greatest  quantity  of  labor  is  the 
regulator  of  the  price  of  corn  and  rent  does  not  and  cannot  enter  in  the 
least  degree  as  a  component  part  of  its  price.”  Although  this  extreme 
doctrine  is  sound  enough  in  the  sense  that  the  tenant  cannot  pass  on  to 
the  consumer  the  high  sum  of  his  rent  in  the  form  of  a  higher  price  for 
corn  or  wheat,  nevertheless  it  ignores  one  most  important  feature  of  the 
pricing  process. 

This  feature  is  the  scarcity  principle.  The  price  of  com  is  high  or 
low,  not  directly  because  of  the  cost  of  growing  it,  but  because  of  the 
scarcity  or  plenty  of  the  supply  grown.  Neither  rent  nor  cost  enters 
into  the  price  of  the  products  of  the  land  except  as  they  affect  the  scarcity 
of  those  products.  If  land  returns  are  high,  people  will  be  encouraged 
to  expand  production,  with  the  result  that  scarcity  will  be  relieved,  more 
corn  and  wheat  will  be  grown,  and  prices  will  fall.  If  land  returns  are 
low,  people  will  be  encouraged  to  contract  production,  with  the  result 
that  scarcity  will  be  intensified,  less  corn  and  wheat  will  be  grown,  and 
prices  will  rise.  Thus,  scarcity  is  much  influenced  by  costs  of  produc¬ 
tion,  by  land  returns,  by  rents.  The  only  way  in  which  any  of  these 
factors  can  influence  the  price  of  the  products  of  the  soil  is  by  first 
affecting  the  scarcity  of  these  products.  It  is  the  scarcity  of  the  product 
which  determines  price.  Only  as  cost  affects  scarcity  can  it  affect  the 
price  of  the  products  of  the  land. 

To  understand  the  relation  between  cost  and  scarcity,  it  is  necessary 
to  study  the  distinction  between  the  marginal  farm  and  the  farm  above 
the  margin.  A  farm  earns  more  than  marginal  returns,  not  by  charging 
a  higher  price  for  its  products  than  the  price  to  the  marginal  farm,  but 
by  producing  at  a  lower  cost.  High  earnings  are  due  not  to  profiteering 
but  to  economy.  The  better  farms  have  lower  costs  but  Sell  at  the  same 
price  per  bushel.  If  it  costs  one  farmer  two  dollars  to  raise  a  bushel 
of  wheat  and  another  farmer  one  dollar,  the  market  price  of  wheat  cannot 
be  less  than  two  dollars.  If  it  were  less,  the  first  farmer  would  be  driven 
out  of  business,  and  a  shortage  of  the  supply  of  wheat  would  ensue. 
The  second  farmer  could  afford  to  sell  at  much  less  than  two  dollars  per 
bushel,  but  he  does  not  have  to  do  so  because  the  market  price  is  set  by 
the  marginal  or  high  cost  farmer.  The  more  efficient  and  the  more 
prosperous  farmers  produce  at  a  lower  cost  per  bushel,  but  they  get 
the  same  price  per  bushel  as  the  marginal  farmers.  Consequently,  we 
may  say  that  the  economy  of  low-cost  production  is  not  a  factor  in  the 
price  of  the  product  of  the  land.  Instead  of  using  the  Ricardian  formula 
that  rent  is  no  part  of  cost  or  of  price,  we  may  use  the  formula  that 
economy  is  not  a  cause  of  high  price.  The  price  of  wheat  is  fixed  not 
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by  what  low-cost  farmers  can  afford  to  take  for  their  crop,  but  by  what 
high-cost  farmers  must  receive  if  they  are  to  be  kept  in  the  business 
of  wheat  farming. 

Directly,  therefore,  the  economy  of  the  low-cost  farmer  is  not  a 
determinant  of  price.  However,  there  is  more  to  the  pricing  process 
than  this  direct  connection  between  marginal  costs  and  price.  Indirectly, 
the  economy  and  consequent  prosperity  of  the  low-cost  farmer  will  affect 
the  scarcity  of  the  product.  And  a  change  of  scarcity  will  cause  a 
change  in  price.  This  effect  of  low-cost  production  by  the  prosperous 
farmer  upon  scarcity  may  be  illustrated  by  the  case  of  wheat  farming. 
When  it  becomes  apparent  that  wheat  farmers  are  waxing  prosperous 
because  so  many  of  them  are  producing  at  low  costs  but  selling  at  the 
prices  necessary  to  sustain  the  marginal  farmer,  there  arises  the  tendency 
for  more  people  to  engage  in  wheat  farming.  Prosperity  in  wheat  farm¬ 
ing  lures  them  into  the  business.  They  obtain  wheat  land  by  draining 
swamps,  irrigating  the  semi-arid  regions,  and  shifting  land  from  grazing 
or  corn  growing  to  wheat  growing.  They  use  more  and  more  labor  and 
capital  on  each  acre  of  land.  In  other  words  they  push  out  farther 
and  farther  towards  the  intensive  and  extensive  margins  of  wheat  culti¬ 
vation.  But  while  this  process  of  wheat  expansion  is  going  on,  the  crop 
increases,  and  larger  supply  is  put  on  the  market.  Scarcity  of  wheat 
is  affected,  and  the  force  which  originally  set  in  motion  the  causes  affect¬ 
ing  scarcity  was  the  prosperity  of  the  low-cost  farmer.  It  should  be 
obvious  that  the  prosperous  income  of  the  low-cost  farmer  does  not  tend 
to  enhance  the  price  of  wheat  but  to  lower  it.  Prosperity  leads  to 
greater  production  of  wheat,  and  this  lessened  scarcity  lowers  the  price 
of  wheat.  Just  as  soon  as  prosperity  due  to  low-cost  farming  leads  to 
over-production  of  wheat,  price  slumps.  After  price  slump  has  driven 
the  poorest  farmers  out  of  wheat  growing,  under-production  of  wheat 
results,  and  price  rises.  Under-production  and  over-production  are 
affected  by  the  size  of  land  returns.  They  are  phases  of  the  basic 
problem  of  scarcity,  and  illustrate  the  general  principle  that  either  rent 
or  cost  affects  price  only  in  so  far  as  they  first  cause  some  alteration  in 
the  scarcity  of  the  product. 

Value  Appreciation  and  Unearned  Increment. — Many  fortunes  have 
been  made  by  buying  up  tracts  of  land  which  in  the  course  of  time  have 
come  to  be  favorite  building  sites  in  large  cities.  The  high  value  of  city 
real  estate  is  due  to  the  growth  of  city  populations  and  to  general  social 
progress.  Agricultural  land  appreciates  in  value  in  the  same  manner, 
although  not  to  the  same  extreme  degree.  The  free  lands  disbursed 
under  the  Homestead  Acts  have  come  to  possess  a  substantial  market 
value  due  to  their  development  hy  farm  cultivation  and  to  the  demand 
for  their  products  due  to  expansion  of  markets  and  growth  of  popula¬ 
tion.  Appreciation  in  value  is  a  primary  objective  of  the  buyer  of  land. 
He  is  often  willing  to  sacrifice  a  high  rate  of  present  returns  on  his 
investment  for  the  sake  of  reaping  a  large  ultimate  harvest  in  the  form 
of  a  sharp  increment  in  the  value  of  the  investment. 
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The  amount  of  appreciation  in  value  is  a  direct  reflection  of  in¬ 
creases  in  the  net  income  that  can  be  derived  from  the  use  of  the  land. 
It  will  be  remembered  that  the  value  of  land  is  fundamentally  a 
capitalization  of  the  net  income  which  the  land  will  yield.  When  social 
changes  and  industrial  growth  enable  certain  pieces  of  land  to  yield 
higher  net  returns,  the  capitalized  values  of  these  areas  rise  accordingly. 
Hence  appreciation  in  land  value  is  directly  due  to  the  increment  in 
land  returns. 

This  increment  in  land  returns  is  often  called  an  unearned  increment. 
It  is  referred  to  in  this  way  because  the  cause  of  the  rise  in  value  is 
said  not  to  be  any  productive  effort  on  the  part  of  the  individual  owner 
but  the  growth  of  population  and  the  general  social  changes  over  which 
the  individual  owner  of  land  has  limited  if  any  control.  The  progress 
of  society,  it  is  said,  produced  the  increment  of  net  income  and  of  value, 
but  the  benefit  of  this  increment  redounds  to  the  gain  of  the  individual 
owner  of  the  realty.  Where  this  extreme  analysis  of  unearned  increment 
is  assumed,  there  follows  the  conclusion  that  since  society  produced  it, 
society  should  take  it.  The  method  of  taking  it  is  by  taxation.  Carried 
to  its  logical  conclusion,  this  proposal  leads  to  the  doctrine  of  the  single 
tax  advocates  that  a  drastic  tax  should  be  levied  on  the  unearned  in¬ 
crement  of  land  in  order  that  the  entire  increment  should  be  made  to 
revert  to  society.  The  criticism  of  this  proposal  may  be  left  to  the 
chapters  on  taxation,  but  at  this  point  it  is  necessary  to  understand  the 
connection  between  problems  of  land  taxation  and  of  increments  in 
value  and  rents.  . 

It  is  doubtless  an  exaggeration  of  facts  to  assume  that  all  of  the 
increment  of  value  and  rent  is  unearned.  The  owner  of  the  land  usually 
is  active  in  developing  the  uses  of  the  land,  and  if  his  service  is  rendered 
in  ways  which  result  in  the  right  location  of  buildings  and  parks  for 
public  use,  the  resulting  increment  in  value  of  land  is  in  large  measure 
a  result  of  forethought  and  planning.  The  dividing  line  between  incre¬ 
ment  which  is  earned  and  increment  which  is  unearned  has  to  be  sepa¬ 
rately  determined  for  each  individual  case,  but  it  is  important  to  recog¬ 
nize  that  the  function  of  the  real  estate  dealer  and  owner  is  not  an 
unproductive  one.  The  increment  of  value  is  due  in  substantial  measure 
to  risks  and  services  which  are  of  indispensable  value  to  society,  and  the 
appreciation  of  land  value  and  the  increment  of  land  income  are  to  that 
degree  a  legitimate  and  necessary  reward  for  economic  services  rendered. 

The  criticism  of  land  income  often  leads  to  the  assertion  that  all  rent 
on  land  is  unearned.  This  assertion  is  limited  more  especially  to  that 
form  of  land  returns  which  has  previously  been  defined  as  pure  ground 
rent.  The  income  which  is  attributable  to  the  original  and  indestructible 
physical  scarcity  of  the  land  is  not  created  at  all  by  the  hand  of  man, 
so  the  argument  runs.  This  scarcity  is  determined  purely  by  the  free 
and  unaided  gifts  of  nature.  Man  did  not  produce  it  and  man  cannot 
destroy  it.  Consequently  man  cannot  earn  the  income  attributable  to 
the  natural  physical  conditions.  The  single  taxers  extend  their  doctrine, 
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therefore,  to  conclude  that  the  entire  ground  rent  of  land  should  be 
taken  by  taxation.  The  further  criticism  of  this  proposal  must  be  left 
to  the  chapters  on  taxation,  but  it  is  well  to  have  in  mind  the  logical 
basis  for  the  proposal.  We  must  grant  the  truth  of  the  assertion  that 
rent  due  to  pure  physical  scarcity  is  unearned,  but  this  concession  is 
not  to  be  taken  as  a  warrant  for  the  conclusion  that  this  income  should 
be  entirely  wiped  out  by  taxation.  The  word  unearned  is  here  used 
chiefly  in  an  abstract  ethical  sense.  In  the  economic  sense,  the  income 
may  be  in  part  or  in  whole  necessary  as  an  incentive  to  the  full  and 
proper  utilization  of  the  land.  The  development  and  improvement  of 
uses  of  the  land  is  animated  in  large  degree  by  just  this  prospect  of 
unusually  large  returns.  To  wipe  out  the  possibility  of  super-normal 
returns  would  be  to  deaden  the  incentives  to  the  full  utilization  of  the 
land.  In  short,  although  pure  ground  rent  may  be  unearned  in  some 
abstract  ethical  sense,  nevertheless  in  the  economic  sense  a  substantial 
part  of  it  is  necessary  as  an  incentive  for  the  best  improvement  and 
development  of  the  resources  of  the  land. 

General  Point  of  View. — The  present  chapter  has  been  devoted 
mainly  to  basic  definitions  and  principles.  The  abstract  concepts  in¬ 
volved  are  necessary  as  working  tools  for  the  analysis  of  the  pressing 
problems  of  agriculture,  mining,  urban  realty,  water-power,  and  the 
like.  The  presentation  of  the  definitions  and  of  the  technical  terminology 
does  not  supply  an  answer  to  these  problems,  but  it  is  essential  as  a 
means  of  stating  the  problems  in  the  first  place  as  a  means  of  providing 
thinking  tools  for  analysis  in  the  second  place.  The  following  chapters 
on  land  problems  bring  these  principles  down  to  concrete  applications, 
and  make  use  of  them  in  dealing  with  the  tangible  situations  which  con¬ 
front  modern  economies.  Quantitative  measurements  are  combined  with 
abstract  principles  to  arrive  at  concrete  findings  on  definite  problems. 
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CHAPTER  XVIII 


PROBLEMS  OF  AGRICULTURE 

Balance  in  Agricultural  Relations. — Agriculture  does  not  lead  an 

independent  and  isolated  existence.  It  is  part  of  a  larger  mechanism, 
both  physical  and  pecuniary,  which  inter-relates  all  branches  of  economic 
activity.  The  prosperity  of  agriculture  rests  upon  a  delicate  balance 
between  those  who  live  on  the  farms  and  those  who  live  in  the  cities. 
It  rests  upon  a  delicate  balance  between  transportation,  manufacture, 
commerce  and  agriculture  itself.  This  sensitive  equilibrium  of  the  great 
industries  may  be  considered  under  the  following  heads : 

1.  The  balance  of  farm  income  with  general  income. 

2.  The  balance  of  farm  accumulation  of  wealth. 

3.  The  balance  of  population  between  agriculture  and  industry. 

4.  The  balance  of  production  between  agriculture  and  industry. 

5.  The  balance  of  farm  prices  with  other  prices. 

From  an  examination  of  these  major  phases  of  agricultural 
equilibrium,  it  will  be  found  that  there  are  no  magic  forces  which 
automatically  guarantee  to  agriculture  a  smooth  and  orderly  progress. 
Supply  and  demand,  although  always  operative,  nevertheless  do  not 
maintain  steadily  and  consistently  a  balanced  farm  prosperity.  The 
history  of  agriculture  is  a  record  of  alternating  progress  and  decay  on 
the  farm.  The  workers  of  the  farms  attain  the  peak  of  good  fortune 
for  a  time,  only  to  be  pitched  down  to  dismay  and  disaster  later  on. 
The  central  problem  of  the  farm  is  how  to  maintain  a  constant  balance 
with  all  other  phases  of  economic  activity,  to  the  end  that  the  mutual 
interdependence  of  the  farm  and  other  industry  may  result  in  their 
mutual  prosperity. 

The  Balance  of  Farm  Income  with  General  Income. — The  real  in¬ 
come  of  the  farmer  has  normally  been  less  than  the  real  income  of  the 
remaining  industrial  population.  The  following  table  compares  the 
percentage  of  the  total  income  of  the  United  States  which  goes  to  agri¬ 
culture  with  the  percentage  of  the  total  number  of  persons  having  gain¬ 
ful  occupations  who  are  engaged  in  agriculture.  This  percentage  com¬ 
parison  indicates  that  the  farmer  receives  less  income  in  proportion  to 
population  than  the  average  of  other  classes  of  producers.1 

1  See  American  Economic  Review  Supplement,  March,  1923,  p.  137 ;  Report  of 
the  Joint  Commission  of  Agricultural  Inquiry,  1921,  Part  8,  p.  51. 
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1889 

1899 

1909 

1913 

1918 

1919 

Percentage  of  total  income  of 
United  States  going  to  agri¬ 
culture  . 

12.8 

14.1 

16.2 

16.5 

20.4 

22.8 

Percentage  of  total  number  of 
persons  having  gainful  occupa¬ 
tions,  who  are  engaged  in  agri¬ 
culture  . 

39.0 

36.0 

33.0 

28.0 

It  will  be  noticed  that  the  farmer’s  share  of  income  increased 
materially  from  1889  to  1919.  Over  a  period  of  thirty  years,  farm 
income  was  rising  proportionately  to  total  income  of  the  country,  but 
farm  population  in  proportion  to  total  population  was  declining.  With 
more  income  going  to  agriculture  and  with  fewer  people  proportionately 
engaged  in  agriculture,  there  was  a  steady  tendency  to  greater  per  capita 
income  in  farming.  The  average  individual  farmer  was  much  better  off 
in  1918  and  1919  than  he  had  ever  been  before.  The  average  income  of 
persons  engaged  in  agriculture  from  1913  down  to  1919  was  about  30 
per  cent  higher  than  it  had  been  from  ten  to  fifteen  years  earlier.  The 
war  period  was  the  peak  period  of  farm  prosperity. 

And  yet,  even  in  these  best  of  days  for  agriculture,  farm  income 
was  less  per  capita  than  the  income  of  other  producers.  Agriculture  has 
produced  from  14  to  23  per  cent  of  the  national  income  of  the  United 
States,  normally  about  17  or  18  per  cent,  and  yet  more  than  26  per 
cent  of  the  persons  gainfully  employed  in  the  United  States  are  engaged 
in  agriculture.  During  the  most  favorable  period  in  American  agricul¬ 
ture,  the  average  per  capita  income  on  the  farm  was  only  a  little  more 
than  one-half  that  of  the  people  engaged  in  other  major  industries. 
For  example,  in  1918,  which  was  a  good  year  for  the  farmer,  the  average 
per  capita  income  of  the  farm  population  was  only  $359  as  contrasted 
with  $677  per  capita  for  the  non-farm  population.  A  comparison  of  per 
capita  farm  income  with  per  capita  non-farm  income  is  given  below : 2 


Year 

Farm  Income 
per  Capita 

Non-farm  Income 
per  Capita 

1918  . 

$359 

$677 

1919  . 

409 

710 

1920  . 

244 

838 

In  the  best  years,  farm  income  is  much  less  than  the  income  of  other 
classes.  In  the  worst  years,  as  for  example  in  1920,  the  farm  income  is 

2  See  L.  C.  Gray,  American  Economic  Revieio  Supplement,  March.  1923,  pp. 
173-176,  and  Report  of  Joint  Commission  of  Agricultural  Inquiry,  1921,  Part  I, 
p.  51. 
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less  than  a  third  as  much  per  capita  as  the  income  of  other  classes. 
Farm  income  undergoes  violent  fluctuations.  In  1920  it  was  but  little 
more  than  half  what  it  had  been  in  previous  years.  Farm  incomes  in 
1922  were  but  little  better  than  in  1920.  The  restoration  of  farm  pros¬ 
perity  means  not  the  restoration  of  farm  incomes  to  an  equality  with 
the  income  of  other  classes,  but  to  the  ratio  which  prevailed  from  1913 
to  1919.  At  this  ratio,  farm  income  was  only  a  little  more  than  half  the 
per  capita  income  of  other  classes.3  The  desire  to  escape  from  the  low 
income  of  1920  to  1924  has  been  the  desire  to  escape  the  very  low  ratio 
of  farm  income  to  other  income  which  prevailed  25  years  ago.  It  has 
been  the  desire  to  recover  and  retain  the  ratio  of  farm  income  to  other 
income  which  the  farmer  enjoyed  in  1919.  That  ratio,  although  not  by 
any  means  equal  to  other  income,  was  nevertheless  the  best  per  capita 
income  ever  attained  by  the  American  farmer. 

AVhat  is  the  pathway  to  maintenance  of  a  high  farm  income1?  It  is 
the  maintenance  of  the  right  scarcity  of  farm  production.  Scarcity 
varies  with  the  balance  between  agricultural  and  other  factors.  The 
balance  of  population  changing  by  people  moving  from  farm  to  city, 
the  balance  of  production  changing  by  the  increase  of  factory  hands  and 
the  decrease  of  farm  hands,  the  balance  of  price  changing  by  bringing 
the  price  of  farm  products  up  to  a  par  with  other  prices, — all  of  these 
changes  in  the  balance  between  farm  and  city  are  fundamental  in 
determining  the  scarcity  of  farm  products. 

Agriculture  as  a  broad  type  of  industry  does  not  yield  to  the  farmer 
a  profit  in  the  business  sense  of  the  word.  To  the  business  man,  profit 
is  a  reward  for  risk  and  enterprise,  over  and  above  the  expenses  of 
capital  and  of  wages  of  management.  But  after  the  farmer  has  paid 
a  normal  rate  of  interest  on  his  capital  and  has  allowed  for  a  salary  or 
wage  for  his  own  labor  there  is  nothing  left  for  profits.  As  a  matter 
of  fact,  after  the  farmer  has  made  allowance  for  his  necessary  capital 
cost,  the  residue  available  as  a  wage  for  his  own  labor  is  actually  less 
on  the  average  than  the  wage  paid  to  other  leading  lines  of  industries. 
For  instance,  it  is  found  that  if  in  the  year  1913  the  farmer  had  gone 
to  work  as  a  laborer,  his  average  labor  income  would  have  been  $444 
instead  of  $328,  as  it  was.  If  he  had  worked  as  a  miner  instead  of  as 
a  farmer,  he  would  have  received  $755  or  about  70  per  cent  more  than 
the  income  for  his  labor  received  on  the  farm.  Hence,  not  only  is 
there  not  on  the  average  any  profit  income  to  the  farmer,  but  his  labor 
income  is  actually  less  than  labor  income  in  other  leading  lines  of  busi¬ 
ness.  The  farmer’s  only  real  return  is  a  wage  return,  and  this  a  small 
wage  in  comparison  with  those  paid  in  other  industries.  The  farmer 
is  not  a  profit  maker,  but  a  wage  earner.  He  belongs  to  the  laboring 
classes  in  classification  of  his  income.  He  is  a  capitalist  only  in  the 

3  See  O.  E.  Baker,  American  Economic  Review  Supplement,  March,  1923.  Esti¬ 
mates  of  farm  income  necessarily  make  some  provision  to  include  non-cash  income, 
such  as  value  of  house  rent,  and  of  food  and  fuel  raised  on  farm  and  consumed 
directly.  This  non-cash  income  amounts  to  about  one-fifth  of  the  farmer’s  gross 
income. 
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sense  that  lie  conducts  an  independent  business  and  has  a  small  capital 
invested  in  farm  property.  His  return  is  not  the  return  familiar  to 
capitalistic  business,  since  it  contains  on  the  average  no  profit  reward 
for  risk.  It  contains  solely  a  very  moderate  reward  for  labor.  This 
holds  true  no  matter  whether  the  farmer  owns  his  own  farm  or  not, 
for  if  he  owns  his  farm  as  a  result  of  his  own  purchase,  the  farm  repre¬ 
sents  merely  his  personal  savings  out  of  labor  income  over  a  period  of 
years. 

The  use  of  averages  in  measuring  these  factors  is  bound  to  be  mis¬ 
leading  unless  the  actual  variations  which  underlie  the  averages  are 
made  clear.  In  1919,  an  unusually  prosperous  year  in  the  South, 
farmers’  incomes  in  the  South  were  about  one-third  of  those  in  Illinois, 
Iowa  and  Nebraska.  The  low  incomes  of  croppers,  negroes,  and  poor 
labor  on  southern  farms  pulls  down  the  average  which  the  corn  belt 
farms  tend  to  attain.  The  appreciation  of  land  value  in  Iowa  was  from 
$82  per  acre  in  1910  to  $199  per  acre  in  1920,  whereas  the  appreciation 
in  New  York  was  only  from  $32  to  $38  per  acre.  In  New  Mexico  an 
actual  depreciation  of  value  took  place  in  the  same  decade.  While 
certain  areas  are  undergoing  unusual  depression,  other  areas  are  on  the 
incline.  These  sectional  variations  do  not  destroy  the  significance  of 
general  averages,  but  must  be  considered  in  their  use. 

The  Balance  of  Farm  Accumulation  of  Wealth. — Although  the  farm 
per  capita  income  has  been  only  a  little  more  than  half  the  per  capita 
income  of  other  classes,  the  farm  accumulation  of  wealth  per  capita  has 
been  about  two-thirds  of  the  wealth  accumulation  of  other  classes.  In 
1920,  for  instance,  the  estimated  per  capita  net  worth  of  the  farming 
rlass  was  $1,978,  as  compared  with  a  per  capita  net  worth  of  $3,175  for 
the  non-farming  classes.4 

The  accumulation  of  farm  wealth  is  kept  fairly  well  in  the  hands  of 
either  active  or  retired  farm  landlords.  About  two-thirds  of  all  land¬ 
lords  are  either  retired  farmers  or  active  farmers.  The  absentee  land¬ 
lord  has  not  as  yet  come  to  the  point  of  dominating  farm  ownership. 
The  typical  owner  is  a  person  who  is  either  engaged  in  farming  or  has 
been  so  engaged  for  the  larger  part  of  his  life.  Absentee  ownership 
has  not,  therefore,  come  to  be  the  severe  problem  which  it  is  in  many 
old  world  countries.  The  owner  usually  lives  either  on  the  farm  or  in 
a  town  not  far  distant  and  is  personally  known  to  the  worker  of  the  farm 
and  gives  some  degree  of  personal  interest  and  supervision  to  the  opera¬ 
tion  of  the  farm. 

The  accumulation  of  farm  wealth  is  complicated  by  the  appreciation 
of  land  values.  Although  land  value  is  not  the  sole  form  of  farm  wealth, 
nevertheless  it  does  make  up  approximately  70  per  cent  of  the  total  farm 
wealth  of  all  kinds.  The  farmer’s  wealth  is  chiefly  the  value  of  his  land. 
This  value  is,  as  previously  explained,  a  capitalization  of  the  earning 
power  of  the  land.  Every  change  in  income,  either  actual  or  prospec- 

<  See  estimates  by  L.  C.  Gray  and  W.  I.  King,  American  Economic  Review 
Supplement,  March,  1923,  p.  169. 
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tive,  effects  a  change  in  the  capitalized  value  of  the  land.  The  value  of 
farm  land  increased  during  a  20-year  period  as  follows: 

Farm  Land  Value  of 


Year  United  States 

1900  .  $13,000,000,000 

1910  .  26,000,000,000 

1920  .  54,000,000,000 


Increase  1900-1920  .  $41,000,000,000 

Within  a  period  of  twenty  years,  farm  land  values  increased  more 
than  200  per  cent.  At  first  glance,  this  seems  to  indicate  that  the  farmer 
became  immensely  more  wealthy  by  this  appreciation  in  land  value.  But 
this  seeming  benefit  must  be  heavily  discounted  on  account  of  changes 
in  the  price  level  and  the  purchasing  power  of  money.  The  price  level 
of  all  commodities  increased  nearly  200  per  cent  between  1900  and  1920, 
and  therefore  the  major  part  of  the  appreciation  in  land  values  was 
simply  an  adjustment  to  the  new  price  level.  The  increased  land  value 
of  the  twenty-year  period  did  not  represent  purely  increased  purchasing 
power,  but,  to  a  very  large  degree,  merely  a  tendency  of  land  prices  to 
keep  up  with  general  prices. 

And  yet,  in  spite  of  this  qualification,  the  farmer  gained  a  substantial 
increase  of  wealth.  He  was  steadily  becoming  more  prosperous,  and  this 
was  chiefly  because  of  the  appreciation  of  his  land  in  value.  This  ap¬ 
preciation  in  so  far  as  it  was  real  and  not  a  mere  rise  of  price  level  was 
due  to  the  rising  real  income  of  the  farmer.  When  the  agricultural 
depression  of  1920  arrived,  the  inflation  of  land  values  was  wiped  out. 
Farmers  who  bought  land  at  the  high  peak  found  their  property  mort¬ 
gaged  for  far  more  than  it  was  worth.  The  deflation  of  land  values 
caught  upwards  of  one  million  farmers  in  bankruptcy.  Such  gains  in 
wealth  as  had  been  made  before  1920  were  liquidated  unmercifully. 
The  appreciation  in  land  values  that  had  at  one  time  looked  so  attractive 
proved  then  to  be  disastrous  to  the  mass  of  farmers.  Speculation  in  land 
values  proved  to  be  a  calling  which  the  farmer  had  not  mastered. 

The  farm  classes  have  never  acquired  riches  from  returns  on  their 
labor,  because  they  have  received  on  the  average  lower  income  than 
the  workers  in  other  occupations.  The  only  income  resembling  a  profit 
which  the  farmer  has  received  has  been  the  pure  appreciation  of  his  land 
values.  If  a  farmer  was  lucky  enough  to  buy  land  when  it  was  cheap 
and  sell  it  after  it  had  undergone  appreciation,  he  was  richer  for  the 
transaction.  But  in  order  that  he  might  make  that  gain,  some  other 
farmer  must  have  bought  the  land  at  a  high  peak  of  value,  and  then 
lost  it  by  foreclosure  or  sold  it  deliberately  at  a  time  of  deflated  value. 
One  gain  was  built  upon  the  other  loss.  The  dreams  of  wealth  held  by 
the  farmer  have  been  rudely  shattered  by  the  alternating  inflation  and 
deflation  of  land  values,  and  by  the  changes  in  general  price  level  at 
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the  same  time  as  the  changes  in  farm  land  prices  have  occurred.  Some 
gain  has  accrued  from  appreciation,  some  bankruptcy  has  occurred,  some 
net  increase  of  real  farm  wealth  has  occurred,  but  the  increment  of  farm 
wealth  due  to  appreciation  of  value  has  not  been  sufficient  to  give  the 
farmer  an  amount  of  property  commensurate  with  that  enjoyed  by  other 
classes  of  producers. 

The  Balance  of  Population  between  Agriculture  and  Industry— To 

preserve  a  proper  balance  in  the  economic  system,  it  is  essential  that  the 
right  distribution  of  population  be  maintained  between  farm  and  urban 
communities.  What  distribution  is  “right,”  from  the  economic  view¬ 
point,  depends  upon  a  number  of  conditions.  What  proportion  of  farm 
to  urban  population  is  right  at  one  stage  of  a  country’s  development 
becomes  wrong  at  a  later  stage.  In  order  that  the  balance  of  population 
between  country  and  city  may  be  right  continuously,  the  proportion  must 
change  from  time  to  time  in  order  to  make  adjustment  to  new  conditions 
of  production,  new  inventions,  new  standards  of  living. 

The  population  of  the  United  States  increased  from  75,000,000  in 
1900  to  105,000,000  in  1920.  This  increase  of  30,000,000  people  went 
almost  entirely  into  the  urban  communities.  Farm  population  remained 
almost  stationary  during  the  twenty-year  period.  This  fact  is  reflected 
in  the  numbers  of  gainfully  employed  over  ten  years  of  age  in  agricul¬ 
ture, — 10,248,935  in  1900,  and  only  10,682,944  in  1920.  During  the 
period,  there  were  12,500,000  gainfully  employed  people  added  to  our 
population,  but  their  employment  was  found  in  town  and  city,  not  on 
the  farm.  The  balance  of  population  was  maintained  by  adding  to  the 
workers  and  consumers  in  urban  communities  and  by  leaving  the  number 
of  farmers  practically  unchanged.  Since  1920,  agricultural  depression 
has  driven  a  great  many  more  people  from  the  farms,  although  we  do  not 
yet  have  the  exact  census  estimates.  Meantime,  the  total  population  has 
increased  to  the  estimated  number  of  112,826,000  in  1924,  or  an  annual 
rate  of  increase  of  1,778,850  since  1920.  Population  at  the  rate  of  more 
than  one  and  a  half  millions  yearly  is  being  crowded  into  city  and  town, 
and  requires  to  be  fed  by  a  farm  population  that  is  practically  stationary, 
or  even  actually  on  the  decline. 

According  to  the  statistics,  the  per  cent  of  increase  of  city  population 
between  1900  and  1920  was  60  per  cent,  whereas  that  for  farm  popula¬ 
tion  was  only  about  4  per  cent.  On  the  basis  of  1900  as  an  index  of  100, 
the  number  of  persons  engaged  in  leading  forms  of  production  in  1920 
is  shown  by  the  following  indexes: 


Agriculture  .  104 

Manufactures  .  208 

Mines  .  170 

Railroads  .  199 


While  agriculture  was  employing  a  virtually  stationary  number  of 
workers,  manufacture  employed  more  than  double  the  number  and  mines 
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and  railroads  nearly  doubled  the  number  that  had  been  employed  in  1900. 
The  new  workers  are  almost  exclusively  workers  in  factory,  mine  and 
railroad. 

But  in  spite  of  this  drastic  change  of  proportions  between  farm  and 
non-farm  population,  the  farmers  increased  the  production  of  food  fast 
enough  to  keep  pace  with  the  increase  of  city  population.  Speaking  with 
approximation,  we  find  that  in  1900  each  farmer,  with  his  hired  man, 
fed  on  an  average  about  six  other  people  than  himself  (not  counting  his 
family)  and  one  more  person  abroad.  By  1920,  each  farmer,  with  his 
hired  man,  fed  on  an  average  about  nine  other  people  and  one  more 
person  abroad.  Today  each  farmer  feeds  at  least  three  more  people  than 
twenty-five  years  ago.  Fewer  farmers  feed  more  people.  Not  so  large 
a  per  cent  of  our  population  needs  to  be  rural  as  a  generation  ago. 
Whereas  in  1900  it  required  more  than  40  per  cent  of  the  population  to 
feed  the  whole  population,  today  it  requires  less  than  30  per  cent  to  feed 
the  whole.  The  efficiency  of  the  farmer  has  enabled  him  to  feed  the 
rapidly  growing  city  population.  Increased  efficiency  combined  with 
increase  of  population  has  required  a  new  proportioning  between  farm 
and  city.  The  popular  notion  that  our  real  task  is  to  get  more  people 
onto  the  farms  and  keep  them  out  of  the  towns  has  no  foundation.  Our 
real  problem  is  to  get  more  people  off  the  farms  and  into  the  towns  in 
order  to  maintain  a  population  equilibrium.  Over-population  or  under¬ 
population  on  the  farms  has  to  be  judged,  not  by  any  preconceived 
notions  about  the  pleasures  of  life  in  the  great  outdoors,  but  by  the 
balance  struck  between  consumers  and  producers  in  the  economic  markets 
where  the  outputs  of  farm  and  of  factory  are  exchanged.  During  the 
third  decade  of  the  present  century,  the  problem  in  the  United  States 
is  to  keep  enough  people  off  the  farms  to  prevent  over-production,  for 
over-production  brings  a  price  slump  which  is  reflected  in  a  drastic 
decrease  of  farm  income.  How  to  keep  farm  incomes  commensurate  with 
other  incomes  is  chiefly  a  question  of  limiting  the  population  on  the 
farms  to  that  number  which  will  not  cause  over-production  of  farm 
supplies. 

The  future  balance  of  farm  and  urban  population  in  the  United  States 
cannot  be  prognosticated  with  any  accuracy,  since  it  is  controlled  by 
many  unknown  future  conditions,  such,  for  instance,  as  further  applica¬ 
tions  of  science  and  invention  to  agricultural  technique  or  as  the  extent 
to  which  the  country  may  draw  its  future  food  supply  from  overseas 
regions.  A  glance  at  other  countries  shows  that  no  fixed  ratio  between 
fai’m  and  urban  population  exists.  In  the  United  States,  less  than  one- 
third  of  the  population  makes  its  living  on  the  land ;  in  England  the 
ratio  is  less  than  one-tenth ;  in  France  more  than  two-fifths ;  in  Germany 
more  than  one-third ;  in  other  predominantly  agricultural  countries  more 
than  two-thirds.  The  United  States  is  now  more  than  self-supporting  in 
basic  food  supply,  but  her  degree  of  independence  is  diminishing  with 
the  rapid  growth  of  population.  The  other  leading  world  powers  are  not 
self-supporting.  Germany  under  pre-war  conditions  supported  from  her 
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own  farms  about  72  per  cent  of  her  population,  France  about  70  per 
cent,  Italy  about  64  per  cent,  England  about  50  per  cent,  Belgium  about 
37  per  cent.  The  trend  of  the  near  future  promises  to  be  a  declining 
export  of  farm  food  products  from  the  United  States,  followed  by  an 
increasing  import  of  food  products  from  abroad.  Such  a  tendency  would 
not  unlikely  be  accompanied  by  a  declining  ratio  of  farm  to  urban  popu¬ 
lation,  and  a  balance  between  the  two  corresponding  more  and  more  to 
that  struck  in  England. 

The  Balance  in  Production  between  Agriculture  and  Industry. — 

Ip  spite  of  the  fact  that  farm  population  has  not  increased  in  anything 
like  the  proportion  by  which  the  total  population  has  increased,  never¬ 
theless  the  production  on  the  farms  has  tended  to  increase  at  a  rate 
slightly  greater  than  the  growth  of  population.  This  fact  is  brought 
out  by  the  following  table  :  5 


Year 

Index  of  Population 

Index  of  Physical 
Production  of  Agriculture 

1879  . 

100.0 

100.0 

1890  . 

128.5 

118.4 

1900  . 

155.1 

171.7 

1910  . 

187.6 

210.5 

1914  . 

199.9 

230.5 

1919  . 

211.9 

234.8 

1920  . 

214.3 

244.6 

1921  . 

217.9 

212.4 

1922  . 

221.4 

236.4 

According  to  these  indexes,  the  physical  volume  of  agricultural  pro¬ 
duction  has  on  the  whole  slightly  exceeded  the  growth  of  population 
over  a  period  of  about  forty-three  years.  The  balance  of  production 
between  agriculture  and  industry  may  further  be  analyzed  by  com¬ 
paring  indexes  of  output  in  leading  lines  of  production  with  indexes  of 
the  number  of  people  engaged  in  each  line.6 


Per 

Cent  of  1920  to  1900 

Industry 

Persons 

Production 

Relative  Output 
per  Person 

Agriculture  . 

104 

138 

133 

Manufactures  . 

208 

228 

110 

Mines  . 

170 

231 

136 

Railroads  . 

199 

234 

147 

£  See  Harvard  Review  of  Economic  Statistics,  July,  1923,  p.  196. 

°  See  Report  No.  I,  Research  Council,  National  Transportation  Institute. 
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The  indication  clearly  is  that  the  productive  capacity  of  the  average 
farmer  increased  fully  one-third  in  the  space  of  two  decades.  The 
productive  capacity  of  the  average  factory  worker  increased  only  10 
per  cent,  that  of  the  railroad  workers  47  per  cent,  and  that  of  the 
miners  thirty-six  per  cent.  The  two  decades  of  agricultural  production 
show  a  history  of  greatly  increased  efficiency.  The  balance  of  production 
was  maintained  in  agriculture  by  superior  individual  effectiveness  in 
production. 

From  the  viewpoint  of  the  population  as  a  whole,  rather  than  farm 
population  alone,  the  per  capita  production  of  agriculture  was  sustained 
at  about  a  constant  amount,  but  the  per  capita  production  of  manu¬ 
factured  and  mined  product  increased  about  60  per  cent.  Our  output 
of  food  in  1920  was  as  much  for  each  one  of  our  105,000,000  of  people 
in  1920  as  it  had  been  in  1900  for  our  75,000,000  people,  and  our  output 
of  non-agricultural  products  was  60  per  cent  more  per  person.  This 
increase  of  product  has  been  the  source  of  a  rising  standard  of  living 
for  the  masses  of  the  population  and  of  a  general  increase  of  socially 
provided  amenities  and  enjoyments.  The  balance  of  production,  there¬ 
fore,  has  consisted  of  a  steady  per  capita  output  of  farm  product  accom¬ 
panied  by  60  per  cent  greater  per  capita  output  of  other  products  than 
in  1900.  The  growing  efficiency  of  the  farmer  has  libei’ated  a  new 
population  year  by  year  from  the  necessity  of  tilling  the  soil,  and  has 
left  these  people  free  to  engage  in  industry  and  trade  and  thereby  to 
augment  the  national  productive  power  in  all  urban  lines  of  enterprise. 

It  is  important  to  inquire  what  future  changes  in  farm  production 
in  the  United  States  are  probable  in  light  of  the  increasing  congestion 
of  population.  Although  no  definite  forecast  can  be  given  in  answer  to 
such  a  question,  nevertheless  valuable  suggestions  may  be  derived  from 
contemplating  the  experience  of  some  of  the  older  countries  with  their 
already  congested  populations.  The  Belgian  farmer,  carrying  intensive 
cultivation  to  an  extreme,  cultivates  about  five  acres  per  man  as  com¬ 
pared  with  twenty-six  acres  per  man  in  the  United  States,  but  in  spite 
of  his  putting  five  times  as  much  labor  on  his  land,  the  Belgian  farmer 
secures  only  slightly  more  than  twice  as  great  an  output  per  acre.  The 
Japanese  farmer  applies  fifty  times  the  labor  to  his  land  that  the  Ameri¬ 
can  farmer  does,  and  yet  the  yield  per  acre  is  only  half  as  much  again 
as  the  American.  The  English  farmer  by  intensive  cultivation  secures 
about  75  per  cent  greater  output  per  acre  than  the  American,  the 
German  farmer  about  69  per  cent  greater  output,  and  the  French  farmer 
about  23  per  cent  greater  output.63.  The  probability  is  that  the  more 
intensive  use  of  labor  on  American  farms  would  not  increase  output  per 
acre  by  much  more  than  50  per  cent  at  any  time  in  the  approximate 
future,  and  would  not  double  output  per  acre  until  extreme  density  of 
population  compelled  an  ultra-intensive  application  of  labor  to  each 
acre.  The  future  balance  of  production  must,  therefore,  rest  upon  the 
assumption  of  very  limited  gain  from  additional  use  of  labor.  The  most 

6a  Edward  M.  East,  Mankind  at  the  Crossroads,  pp.  169-179. 
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that  we  could  hope  to  attain,  judging  by  present  conditions,  would  be  the 
power  to  support  one  person  on  each  2.5  acres  of  tillable  soil.  The 
maximum  population  which  the  United  States  could  support  at  anything 
like  present  standards  of  living  would  probably  not  be  in  excess  of 
200,000,000,  and  certainly  would  not  be  as  great  as  300,000,000.  Just 
what  ratio  farm  population  would  bear  to  urban  under  such  circum¬ 
stances  is  of  course  not  known,  but  the  present  tendencies  indicate  that 
by  far  the  larger  part  of  the  growing  population  will  go  into  the  towns 
and  cities.  The  balance  of  population  is  closely  related  to  the  balance 
of  production  between  farm  and  city. 

The  problem  of  balance  of  farm  production  with  other  production  is 
now  a  matter  of  maintaining  the  right  degree  of  scarcity  of  farm 
products.  The  balance  is  right,  economically  speaking,  when  farm 
products  are  just  scarce  enough  to  command  a  price  comparable  with 
the  general  level  of  prices  and  able  to  yield  a  farm  income  comparable 
with  the  income  yielded  by  other  lines  of  industry.  If  farm  production 
runs  ahead  too  fast,  the  over-supply  relaxes  the  scarcity  of  the  product 
on  the  market  and  depresses  the  price  too  much.  If  farm  production 
lags  behind  too  much,  the  under-supply  intensifies  the  scarcity  of  the 
product  on  the  market,  and  raises  the  price  too  much.  The  right  balance 
of  farm  production  is  one  which  maintains  the  right  degree  of  scarcity, 
and  therefore  a  price  on  a  par  with  the  prices  of  non-agricultural 
products. 

The  Balance  of  Farm  Prices  with  Other  Prices. — The  concrete 
register  of  the  balance  of  population  and  of  production  is  contained  in 
the  relation  between  the  prices  of  farm  products  and  the  products  of 
other  economic  lines.  The  condition  of  the  farmer  as  a  class  may  be 
measured  by  the  prices  for  the  goods  he  has  to  sell  in  comparison  with 
the  prices  of  the  goods  he  has  to  buy.  He  is  interested  in  having  the 
amount  of  product  which  he  raises  buy  as  much  as  possible  of  the 
product  turned  out  by  other  industries.  The  ratio  between  farm  prices 
and  other  prices  is  the  purchasing  power  of  the  farmer’s  dollar.  The 
table  on  page  330  compares  prices  of  farm  and  non-farm  commodities 
since  1913,  taking  1913  as  a  base  year  with  an  index  of  100.  The  index 
of  the  purchasing  power  of  farm  products  is  arrived  at  by  dividing  the 
farm  products  index  by  the  index  of  non-farm  products.  This  index  is 
an  approximate  measure  of  the  purchasing  power  of  the  farmer’s  dollar, 
and  gives  a  fair  clue  to  the  farmer’s  real  income. 

The  agricultural  depression  of  1921  to  1924  stands  out  in  bold  relief 
on  this  table.  In  1921,  farm  prices  were  so  much  less  comparatively 
than  non-farm  prices  that  the  purchasing  power  of  farm  products  was 
only  two-thirds  what  it  had  been  in  the  last  pre-war  year.  Farm  pros¬ 
perity  was  above  the  pre-war  level  up  until  1920,  with  the  exception  of 
the  year  1916.  The  precipitous  fall  of  farm  prices  began  in  July  of 
1920.  Within  a  year  prices  fell  more  than  one-half.  Other  goods  also 
fell  in  price,  but  in  nothing  like  the  extreme  ratio  which  held  true  for 
the  products  of  the  farm.  From  1920  on,  farm  prosperity  was  at  a  low 
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point.  Price  maladjustment  made  everything  the  farmer  sold  worth 
little  and  everything  he  bought  worth  much.  The  balance  between  farm 
and  other  prices  was  destroyed.  Briefly,  the  reason  was  that  war  demand 
had  caused  agriculture  to  become  over-extended  and  post-war  depression 
had  caused  per  capita  consumption  of  the  staple  crops  to  diminish.  Over¬ 
supply  of  production  and  under-demand  for  farm  commodities  destroyed 
the  balance  between  farm  prices  and  other  prices.  To  restore  the  balance, 
it  was  necessary  to  get  some  of  the  excess  population  on  the  farms  moved 
into  the  cities  and  to  obtain  a  sufficient  scarcity  of  farm  production  to 
push  farm  prices  back  up  to  a  par  with  other  prices.  In  other  words, 
balance  involves  balance  between  the  three  factors  of  farm  and  urban 
population,  of  farm  and  urban  production,  and  of  farm  and  urban 
prices.  The  connecting  link  between  these  three  factors  is  the  scarcity 
of  the  farmer’s  output  relative  to  demand.  Farm  prosperity  is  in  this 
sense  of  the  word  a  problem  of  maintaining  sufficient  scarcity  of  his 
product  to  permit  a  parity  between  farm  prices  and  other  prices.7 


Comparative  Trend  op  Farm  Prices 
(1913  =  100) 


Year 

Farm  Price  of 
Crops  and 
Livestock 

Wholesale  Price  of 
Non-agricultural 
Products  * 

Purchasing  Power 
of  Farm  Prod¬ 
ucts  f 

1913  . 

100 

100 

100 

1914  . 

106 

94 

112 

1915  . 

102 

97 

106 

1916  . 

118 

132 

89 

1917  . 

186 

176 

106 

1918  . 

208 

186 

112 

1919  . 

216 

195 

111 

1920  . 

203 

234 

86 

1921  . 

108 

161 

67 

1922  . 

112 

163 

69 

1923  . 

120 

167 

72 

1924  . 

134 

154 

87 

*  Department  of  Labor  “All  Commodities  Index,”  excluding  farm  products  and  food, 
t  Farm  product  index  divided  by  index  of  non-agricultural  commodities. 


The  foregoing  table  rests  upon  the  assumption  that  the  balance  of 
prices  which  existed  in  1913  was  normal  for  the  industry.  This  assump- 

i  It  is  possible  also  to  measure  the  price  balance  between  farming  and  other 
industries  by  comparing  the  gross  value  of  farm  products  with  the  net  value  added 
by  manufactures.  The  two  values  were  approximately  equal  in  1899,  1904,  1909, 
1914,  and  1919,  but  during  the  four  years  beginning  with  1920,  the  gross  value  of 
farm  products  averaged  about  one-third  less  than  the  value  added  by  manufactures. 
For  a  detailed  analysis  of  this  method,  see  David  Friday,  Economic  World,  Novem¬ 
ber  3,  1923,  p.  616,  and  American  Economic  Review  Supplement,  March,  1923,  pp. 
151-155. 
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tion  is  not  altogether  safe.  By  making  a  study  of  the  trend  of  compara¬ 
tive  prices  over  a  longer  period,  we  may  observe  important  changes 
which  had  been  going  on  in  the  price  balance  in  previous  years.  These 
changes  throw  light  upon  the  assumption  that  1913  was  a  normal  price 
year.  The  following  table  compares  farm  prices  with  prices  of  all  com¬ 
modities  since  1899.  The  all  commodities  index  in  this  case  includes 
farm  commodities  as  well  as  commodities  in  general.  The  comparison  is, 
therefore,  between  farm  prices  and  the  prices  of  the  total  of  all  com¬ 
modities,  including  agriculture. 


Bureau  op  Labor  Statistics  Revised  Index  Numbers  op  Wholesale  Prices 

(1899  =  100) 


Year 

Farm  Products 

All  Commodities 

1899  . 

100 

100 

1909  . 

152 

123 

1913  . 

156 

127 

1919  . 

361 

247 

1921  . 

194 

204 

1922  . 

208 

206 

1923  . 

223 

213 

1924  . 

225 

209 

This  table  shows  clearly  that  the  year  1913  was  a  super-normal  year 
for  agriculture,  in  comparison  with  a  period  ten  to  fifteen  years  earlier. 
If  farm  prices  in  the  year  1899  be  assumed  as  normal,  the  year  1913 
was  23  per  cent  above  normal.  During  the  first  decade  of  the  century, 
farm  prices  rose  more  rapidly  than  the  all  commodities  index.  The 
balance  which  existed  in  1899  was  superseded  by  a  new  balance  in  the 
years  just  before  the  war,  and  the  new  balance  was  much  more  favorable 
to  the  farmer.  In  1913  the  farmer  was  getting  considerably  more  for 
everything  he  sold  and  was  paying  relatively  less  for  everything  he 
bought.  If  we  take  1913  as  a  normal  year,  we  are  taking  a  year  of 
relatively  high  purchasing  power  of  the  farmer’s  dollar.  These  con¬ 
siderations  throw  some  light  upon  the  post-war  depression  in  American 
agriculture,  and  the  normal  future  balance  between  farm  and  other 
prices. 

The  ratio  between  farm  and  all  commodities  prices  was  practically 
the  same  in  1922  as  it  had  been  in  1899.  If  1899  be  taken  as  a  normal 
year,  then  1922  was  equally  normal.  And  1923  was  more  favorable  to 
the  farmer  than  1899  had  been.  To  speak  in  terms  of  the  purchasing 
power  of  the  farmer’s  dollar,  his  dollar  in  1922  was  worth  only  about 
two-thirds  as  much  as  in  1913,  but  it  was  worth  slightly  more  than  it 
had  been  in  1899.  What  had  happened  fundamentally  was  that  during 
the  period  from  1899  to  1913,  the  purchasing  power  of  the  farmer’s 
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dollar  had  increased  materially,  but  that  in  1922  it  had  shrunk  back  to 
its  balance  of  twenty-three  years  earlier. 

It  is  to  the  interest  of  the  farmer  to  have  the  price  balance  of  1913 
restored,  for  that  point  represents  a  high  level  of  purchasing  power  of 
farm  products.  This  may  be  accomplished  by  bringing  other  prices 
down  to  the  farm  price  level,  or  by  pulling  farm  prices  up  to  the  all 
commodities  level.  If  farm  prices  are  to  be  pulled  up  to  the  1913  parity, 
it  is  necessary  that  the  right  degree  of  economic  scarcity  of  farm  products 
be  attained.  Scarcity,  as  previously  analyzed,  is  an  outcome  of  the  bal¬ 
ance  struck  between  farm  and  urban  population  and  farm  and  urban 
production.  Only  by  keeping  people  off  the  farms  and  avoiding  excess 
production  can  the  farm  price  parity  of  1913  be  restored.  Under  popu¬ 
lation  and  production  conditions  of  1922,  the  best  that  the  price  situa¬ 
tion  could  offer  the  farmer  was  the  old,  low  parity  of  1899.  With  this 
parity  he  is  no  longer  satisfied.  He  is  determined  to  regain  his  advan¬ 
tageous  position  of  1913.  He  aspires  to  a  high  normal  instead  of  the 
old  low  normal.  If  he  can  regulate  the  scarcity  of  farm  products,  there 
is  no  reason  why  economic  forces  should  not  give  him  his  high  point 
normal  of  purchasing  power. 

This  analysis  is  based  upon  the  causes  for  the  rise  in  the  value  of 
the  farmer’s  dollar  between  1899  and  1913.  The  urban  population  was 
growing  much  faster  than  farm  population,  thus  creating  a  strong  con¬ 
sumption  demand  for  farm  products.  Urban  production  was  increasing 
faster  than  farm  production,  thus  putting  a  large  supply  of  manufac¬ 
tured  products  upon  the  market.  Growing  industrial  populations  of 
Europe  were  bidding  against  the  industrial  population  of  the  United 
States  for  the  product  of  American  farms.  All  such  factors  were 
strengthening  the  side  of  demand  for  farm  products  and  were  causing 
a  relative  scarcity  of  supply.  Farm  prices  therefore  rose  faster  than 
other  prices.  War  and  post-war  conditions  destroyed  the  1913  balance 
of  production  and  population,  and  thereby  destroyed  the  favorable  price 
balance  which  had  prevailed  just  before  the  war. 

Land  Ownership  and  Tenancy.— Many  of  the  great  battles  in  his¬ 
tory  have  centered  around  the  ownership  of  the  land.  The  relations  be¬ 
tween  landlord  and  tenant  have  been  thorny  ones.  Serfs,  slaves,  peas¬ 
ants,  laborers,  and  tenants  have  had  interests  often  sharply  opposed  to 
those  of  the  owners  of  the  land.  Not  infrequently,  great  economic  revo¬ 
lutions  have  occurred,  animated  by  the  determination  to  redistribute  the 
land  on  a  more  democratic  basis. 

Proprietorship  of  the  land  varies  widely  from  country  to  country. 
England  represents  one  extreme,  where  the  great  bulk  of  the  land  is 
owned  by  comparatively  few  wealthy  landlords  and  operated  by  tenants 
and  hired  labor.  Denmark,  on  the  other  hand,  represents  the  opposite 
extreme,  where  the  great  bulk  of  the  land  is  operated  by  the  small,  in¬ 
dependent  farmers  who  own  it.  The  variation  between  countries  is 
further  indicated  by  the  following  table : 
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Percentage  oe  Total  Farm  Area  Rented  and  Operated  by  Tenants 


Country 

Year  of  Census 

Per  Cent  Rented  Area 
is  of  Total 

England  . 

1914 

88.9 

Denmark  . 

1918 

7.3 

Belgium  . 

1910 

54.2 

France  . 

1892 

47.2 

Germany  . 

1907 

12.7 

Japan  . 

1917 

46.1 

United  States  . 

1920 

37.0 

The  United  States  has  shown  a  tendency  to  increasing  rental-opera¬ 
tion  of  farms,  although  the  rate  of  increase  in  the  last  decade  has  been 
less  than  in  the  immediately  preceding  decades.  This  tendency  is  shown 
in  the  following  table : 

Per  Cent  of 
Tenant  Farms  to 


Year  All  Farms 

1880  .  25.56 

1890  .  28.40 

1900  .  35.30 

1910  .  37.00 

1920  .  38.10 


The  increase  of  tenant  farmers  in  proportion  to  all  farmers  was 
slightly  less  than  1  per  cent  in  the  last  decade.8  This  does  not  tell  the 
whole  story,  however,  for  some  states  show  a  decline  of  tenancy  whereas 
others  show  a  marked  increase.  Such  New  England  states  as  Maine, 
New  Hampshire,  Massachusetts,  and  Connecticut  had  less  than  10  per 
cent  of  farms  operated  by  tenants  in  1920,  and  showed  a  decline  during 
the  decade  ending  that  year.  The  greatest  increases  in  tenancy  have 
been  occurring  in  many  of  the  western  grain  growing  states,  such  as  the 
Dakotas,  Minnesota,  New  Mexico,  Arizona,  and  Montana.  Although 
recent  increases  in  tenancy  are  greatest  in  these  states,  nevertheless  their 
total  per  cent  of  farms  operated  by  tenants  has  not  yet  reached  the  high 
point  attained  by  several  of  the  southern  states.  For  instance,  in  South 
Carolina,  Mississippi,  and  Georgia,  more  than  two-thirds  of  all  farms 
are  operated  by  tenants.  In  general,  tenancy  has  been  declining  in 
the  eastern  and  increasing  in  the  western  and  southern  parts  of  the 
country.  On  the  average,  four  out  of  every  ten  of  our  farms  are  operated 
by  tenants  or  managers,  but  in  some  of  the  cotton  growing  states,  seven 
out  of  ten  are  operated  by  tenants  or  managers. 

8  The  data  refer  to  the  decade  1910-1920.  The  agricultural  depression  of  1921 
threw  many  owners  into  bankruptcy  and  increased  the  extent  of  tenancy  at  an 
abnormal  rate. 
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Tenancy  is  not  intrinsically  either  good  or  bad.  There  are  so  many 
surrounding  circumstances  which  affect  the  results  of  tenancy  for  good 
or  for  evil  that  it  is  impossible  to  bestow  any  blanket  approval  or  con¬ 
demnation  on  the  institution.  The  problem  of  negro  and  “poor  white” 
labor  in  the  cotton  growing  states  necessitates  the  cropper  system  of 
tenancy  under  which  plantation  owners  and  managers  give  a  large  degree 
of  direction  to  their  tenant  labor.  Truck  farming  and  dairy  farming, 
on  the  other  hand,  require  so  great  a  personal  stake  in  the  land  that  the 
tendency  is  strongly  toward  owner-operation  of  such  farms.  When  the 
Russian  Revolution  transferred  the  estates  of  110,000  noble  land  owners 
to  20,000,000  peasants,  the  transition  was  so  sudden  that  agriculture 
broke  down.  The  peasant’s  lack  of  capital,  and  often  of  knowledge  or 
capacity,  prevented  efficiency  under  the  changed  conditions.  On  the 
other  hand,  the  attempt  to  impose  collectivist  agriculture  upon  the  peas¬ 
ants  broke  down  because  of  the  insistent  individualistic  land  hunger  of 
the  peasants.  The  peasant  tillers  of  the  soil  in  Western  Europe,  owing 
to  a  long  background  of  experience  and  tradition  in  methods  of  culti¬ 
vation,  have  developed  high  productive  powers  on  small  farms  owned 
for  the  most  part  by  the  peasants  themselves.  Even  the  most  autocratic 
states  have  preserved  peasant  proprietorship  of  the  land.  England 
differs  from  the  countries  of  Western  Europe  in  that  her  land  is  concen¬ 
trated  in  the  hands  of  a  few  capitalist  owners.  These  let  out  the  land 
to  tenants  who  in  turn  employ  hired  labor  for  intensive  cultivation.  The 
English  methods  may  be  described  as  capitalistic  agriculture  conducted 
by  large  scale  management.  In  Mexico,  the  revolution  has  resulted  in 
an  effort  to  break  up  the  feudal  estates,  but  the  effort  is  obstructed  by 
the  fact  that  the  ignorance  and  irresponsibility  of  the  peon  incapacitate 
him  for  success  as  an  independent  farmer.  Only  as  the  sons  of  peons 
are  educated  and  trained  to  responsibility  can  peon  ownership  solve  the 
land  problem  of  such  a  country  as  Mexico.  In  India,  land  holdings  are 
excessively  small,  and  proprietorship  highly  ineffective.  Agricultural 
students  are  unanimously  of  the  view  that  crop  production  per  acre  in 
India  would  be  doubled  or  trebled  by  the  adoption  of  proper  land  poli¬ 
cies  of  ownership  and  tenancy.  These  illustrations  indicate  the  immense 
variety  in  the  problem  of  land  control.  It  is  doubtful  if  there  is  any 
one  best  method  of  tenancy  and  ownership  for  all  countries.  Tenancy 
in  itself  is  not  bad,  and  peasant  ownership  in  itself  is  not  good. 

Under  the  conditions  prevailing  in  the  United  States,  the  heart  of 
the  problem  seems  to  be  how  to  enable  the  tenant  gradually  to  acquire 
the  ownership  of  his  land.  It  is  found  that  where  the  tenant  is  a  person 
of  proper  ability  and  intelligence,  the  determination  to  buy  the  land 
whereon  he  works  acts  as  an  incentive  to  conserving  the  fertility  of  the 
soil,  to  making  needed  improvements  on  the  farm,  to  steadiness  and 
stability  in  operation,  to  better  technical  methods  of  farming,  and  to 
increased  production  on  the  soil.  The  United  States  has  no  reason  for 
allowing  a  situation  to  develop  wherein  hereditary  classes  of  landed 
nobility  and  of  landless  peasants  exist  side  by  side.  Her  problem  is  to 
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keep  open  the  opportunity  for  the  majority  of  tenants  to  buy  the  land  on 
which  they  toil.  Special  studies  of  the  life  histories  of  typical  farmers 
indicate  that  it  has  been  a  common  experience  for  a  young  man  to  work 
upwards  of  ten  years  as  a  hired  laborer,  then  upwards  of  ten  years  as 
a  tenant,  after  which  he  makes  his  first  payment  on  a  farm  of  his  own. 
Tenancy  of  this  kind  has  a  permanent  place  in  a  sound  system  of  land 
tenure.  It  is  a  period  of  apprenticeship,  one  stage  in  the  process  of 
rising  to  the  top,  a  stepping-stone  toward  eventual  ownership.  There 
is  evidence  that  this  kind  of  tenancy  is  a  powerful  influence  in  the 
United  States.  Studies  of  certain  farm  areas  have  shown  that  whereas 
three-fourths  of  the  young  farmers  under  twenty-five  years  of  age  are 
tenants,  only  one-third  of  the  farmers  between  thirty-five  and  forty-five 
years  are  tenants,  and  only  one-fifth  of  those  between  fifty-five  and  sixty- 
five. 

Some  of  the  conditions  conducive  to  tenant  purchasing  of  land  may 
be  mentioned  as  follows :  prevention  of  speculative  rising  and  falling 
of  land  values;  proper  facilities  of  farm  credits  and  farm  mortgages  at 
low  interest  rates ;  long  term  leases  on  the  land  making  for  permanency ; 
sharing  by  the  landowner  in  the  cost  of  necessary  improvements.  The 
objective  of  such  methods  is  to  make  tenancy  a  suitable  path  to  ownership. 

The  future  of  farming  raises  the  interesting  question :  Is  there  a 
possibility  of  transforming  the  whole  basis  of  agriculture  from  inde¬ 
pendent  operation  in  small  units  to  large-scale  capitalistic  operation? 
There  are  important  reasons  for  contemplating  such  a  possibility. 
Already  there  are  in  the  United  States  nearly  70,000  farms  of  about 
800  acres  each,  operated  by  managei's.  Such  farms  are  able  to  take 
superior  advantage  of  costly  farm  machinery  and  of  the  most  improved 
scientific  methods  of  stock  raising  and  soil  tillage.  The  inefficiencies  of 
the  small  farmer  are  glaring,  and  his  ignorance  of  the  best  tech¬ 
nique  of  farming  is  often  appalling.  Capitalistic  farming  would  intro¬ 
duce  the  specialist  and  the  expert,  and  would  apply  business  methods  to 
every  phase  of  farm  management.  One  authority  makes  the  following 
forecast,  which  is  quoted  here  for  its  suggestive  value:  “It  seems  quite 
probable  that  ultimately  there  will  be  agricultural  undertakings  com¬ 
parable  in  size  and  scope  to  the  United  States  Steel  Corporation.  They 
will  build  up  voluntarily  because  of  the  advantages  offered.  There  will 
be  large  farms  managed  by  business  executives  of  high  caliber  and  super¬ 
intended  by  men  adequately  trained  in  the  natural  sciences  and  in  farm 
practice.  The  methods  which  have  made  the  American  manufacturer 
successful  will  make  the  American  farmer  successful.  ’  ’  9 

Taxation  of  Farm  Land.— Farm  taxation  is  levied  chiefly  in  the 
form  of  a  property  tax.  The  income  tax  has  comparatively  small  in¬ 
fluence  upon  the  mass  of  farmers,  since  their  net  income  is  not  sufficient 
to  bring  them  within  the  taxable  class.  The  property  tax  is  levied  by 
local  governments,  town,  county,  and  state.  The  federal  government  does 
not  use  the  property  tax.  The  local  governments  are  chiefly  responsible 

9  E.  M.  East,  Scribner's ,  March,  1924. 
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for  the  farm  burden  of  taxation.  The  federal  taxes  which  affect  the 
farmer  are  indirect  revenues,  such  as  the  tariff,  and  their  influence  is 
felt  in  the  form  of  an  increase  in  the  cost  of  living. 

The  local  governments  spend  the  taxes  derived  from  farms  very 
largely  for  schools  and  roads.  The  remarkable  increase  of  farm  taxes 
in  the  United  States  since  1913  is  largely  due  to  increased  expenditure 
of  local  governments  for  these  two  purposes.  That  the  increase  of  taxa- 
tion  has  been  severe  is  reflected  in  the  following  table : 10 


Year 

Taxes  Paid  by 
Farmers 

Taxes  Paid  by  Rest 
of  Community 

1913  . 

$  624,000,000 
1,232,000,000 
1,497,000,000 
1,436,000,000 

$1,570,000,000 

6,802,000,000 

1919  . 

1921  . 

6*866^000,000 

5,625,000,000 

1922  . 

The  increase  of  taxation  would  not  be  so  severe,  if  it  were  accom¬ 
panied  by  a  like  increase  in  income.  But  if  taxes  were  to  increase  at  the 
same  time  that  income  decreased  the  result  would  be  disastrous.  From 
examination  of  the  records  of  taxes  and  income,  one  finds  that  the  two 
do  not  fluctuate  together.  When  taxes  are  about  constant,  farm  incomes 
may  be  rising  rapidly.  When  taxes  are  rising,  farm  incomes  may  be 
falling  rapidly.  This  failure  to  coordinate  taxes  and  income  has  an 
unfortunate  effect  upon  agriculture,  for  in  one  period  low  taxes  and 
high  income  give  the  farmers  great  optimism  for  the  future,  and  this 
expectation  of  greater  prosperity  is  capitalized  into  higher  land  values ; 
these  inflated  land  values  are  in  turn  taken  by  the  government  as  a 
basis  for  increased  assessments  for  taxation.  But  by  the  time  the  taxes 
are  collected,  farm  prices  may  have  collapsed,  farm  income  dwindled 
away,  and  farmers  by  the  millions  been  driven  into  bankruptcy  through 
their  inability  to  pay  their  taxes.  The  diagram  on  page  337  indicates 
these  divergent  fluctuations  of  taxes  and  farm  prices,  representing  farm 
income,  from  1914  to  1923: 11 

The  discrepancy  between  taxes  and  prices  in  1921  and  1922  is  ap¬ 
parent.  Special  studies  of  farms  in  Ohio,  Indiana,  and  Wisconsin  re¬ 
vealed  that  in  1913  taxes  on  farms  were  about  9.8  per  cent  of  farm 
net  income,  but  in  1921  were  33  per  cent  of  farm  net  income.  For  the 
nation  as  a  whole,  variations  in  per  cent  of  taxes  to  income  have  been 
estimated  as  shown  in  the  table  on  page  337.12 

10  Tax  Burdens  and  Exemptions,  National  Industrial  Conference  Board,  Research 
Report,  No.  64,  p.  32,  1923. 

11  G.  F.  Warren  and  F.  A.  Pearson,  The  Agricultural  Situation,  p.  38. 

National  Industrial  Conference  Board,  Research  Report  64,  p.  32,  1923;  also 

Agricultural  Yearbook,  1922,  pp.  5-7.  For  an  estimate  of  the  general  property  taxes 
paid  by  farmers,  1914-1923,  see  Agricultural  Yearbook,  1923,  p.  8. 
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Farm  Taxes  and  Farm  Prices 


Ratio  op  Taxes  to  Income 


Year 

Farm  Taxes  to  Farm 
Income 

Other  Taxes  to  Income  of 
Rest  of  Community 

1913  . 

10.6 

5.5 

1919  . 

8.3 

13.2 

1921  . 

17.2 

16.6 

1922  . 

14.3 

11.6 

The  disproportionate  share  of  taxes  borne  by  agriculture  in  the  period 
from  1920  to  1923  is  shown  by  the  following  table  comparing  the  ratio 
of  taxes  to  net  returns  for  three  different  classes  of  property. 


Ratio  op  State,  County  and  Township  Taxes  to  Net  Returns  por  Three 
Classes  op  Property  Studied  in  Three  Indiana  Counties  * 


Year 

Rented  Farms 

Rented  City 
Properties 

Banks 

Manufacturing 

Corporations 

Per  Cent 

Per  Cent 

Per  Cent 

Per  Cent 

1920  . 

23.9 

13.7 

14.2 

1921  . 

41.5 

19.0 

20.6 

1922  . 

47.5 

22.6 

26.3 

25.4  (a) 

1923  . 

39.6 

19.8 

24.5 

4  yr.  average  . . . 

38.0 

18.8 

21.4 

*  U.  S.  Department  of  Agriculture,  Bureau  of  Agricultural  Economics,  Taxation  of 
Farm  Real  Estate  in  Indiana,  March,  1925  ;  also,  by  same  authorship,  Taxation  of  Rented 
Farms  in  1919,  March,  1925. 

(a)  Average  for  United  States  in  1922. 
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Economic  justice  and  agricultural  prosperity  both  indicate  the  need 
for  a  more  prompt  and  equitable  coordination  of  farm  taxes  and  farm 
income. 

Transportation  of  Farm  Products. — The  railroads  and  the  farms 
are  linked  together  in  fundamental  ways.  The  farms  would  be  dis¬ 
astrously  isolated  from  markets  if  transportation  facilities  were  lacking. 
The  railroads  would  lose  a  primary  source  of  their  revenue  if  agricul¬ 
tural  products  were  not  shipped  over  their  lines.  The  products  of  agri¬ 
culture  are  from  8  to  12  per  cent  of  the  total  tonnage  carried.  The 
importance  of  agricultural  transportation  has  steadily  increased  during 
the  last  quarter  century.  The  tonnage  of  products  shipped  has  increased 
about  twice  as  fast  as  has  the  production  of  these  products.  Commodi¬ 
ties  are  being  shipped  longer  and  longer  distances,  and  freight  is  be¬ 
coming  an  ever  greater  item  of  expense  in  the  journey  of  products  from 
farm  to  consumer. 

Prices  of  things  the  farmer  buys  and  of  things  the  farmer  sells  are 
dependent  upon  freight  changes.  The  price  realized  by  a  Kansas  farmer 
for  wheat  sold  in  Chicago,  is  the  Chicago  wholesale  price,  less  the  freight 
from  Kansas  to  Chicago.  Farm  prices  are  prices  at  terminal  markets, 
less  freight  rates,  farm  to  terminal.  The  deduction  on  account  of  freight 
varies  with  the  nature  of  the  product  and  the  distance  shipped.  A 
survey  of  9,476  cars  of  fruits  and  vegetables  in  1920-1921  showed  that 
the  average  freight  deduction  was  32  per  cent  of  the  wholesale  price  at 
terminal  markets.  Similar  surveys  of  other  products  showed  that  freight 
equalled  14  to  45  per  cent  of  the  farm  price  of  corn,  8  to  18  per  cent 
of  the  farm  price  of  wheat,  and  3  to  12  per  cent  of  the  farm  price  of 
cotton.13  These  illustrations  are  suggestive  of  the  freight  burden  upon 
the  farmer.  Freight  means  a  cost  item  amounting  to  from  one-tenth  to 
one-third  of  the  value  of  farm  products. 

Prices  of  things  the  farmer  buys  are  governed  by  the  price  at  whole¬ 
sale  markets,  plus  freight  to  farm.  In  1921,  as  much  as  15%  per  cent 
of  the  price  charged  the  farmer  for  farm  implements  represented 
freight.14  The  freight  burden  is  passed  on  to  the  farmer,  in  so  far  as  it 
lies  within  the  power  of  retail  distributors  to  pass  it  on.  The  ability  to 
pass  the  burden  on  is,  of  course,  limited  by  the  marginal  demand  for 
retail  products  among  farm  buyers. 

By  the  time  farm  products  have  reached  consumers’  hands,  freight 
charges  have  become  considerable.  A  material  percentage  of  the  con¬ 
sumer’s  dollar  represents  transportation  cost.  The  table  at  the  top  of 
page  339  indicates  for  three  important  food  items  the  fraction  of  the 
consumer’s  dollar  assignable  to  transportation. 

Wide  variations  are  obvious,  but  underneath  the  variations  the  sub¬ 
stantial  burden  of  freight  cost  is  clearly  perceptible. 

is  Part  III,  Transportation ,  Report  of  Joint  Commission  of  Agricultural  Inquiry, 
1921,  pp.  32  ff. 

14  Ibid.,  p.  156. 
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Transportation  Cost  in  the  Distribution  op  the  Consumer’s  Dollar 


Per  Cent  Trans¬ 
portation  is  of 

Commodity  Consumer’s  Dollar 

Bread  .  2.6 

Fresh  beef .  8.9 

Corn  flakes  .  15.0 


Freight  rates  and  farm  prices  bear  important  relations  to  each  other. 
If  freight  rates  are  increased  at  a  time  when  farm  prices  and  farm 
income  are  falling,  the  burden  upon  the  farmer  becomes  excessive.  That 
this  disparity  between  rates  and  prices  may  be  severe  is  shown  by  the 
accompanying  table. 

Relationship  op  Farm  Prices  and  Freight  Rates  * 


*  Year  Book  of  the  Department  of  Agriculture ,  1922,  p.  3,  and  1923,  p.  7. 


A  parallel  relationship  is  apparent  until  about  1914.  Early  in  the 
World  War,  farm  prices  rose  although  freight  rates  were  held  down. 
This  disparity  stimulated  farm  prosperity,  somewhat  at  the  expense  of 
the  railroads.  But  beginning  with  1920,  freight  rates  were  increased, 
although  farm  prices  were  falling  precipitately.  This  disparity  accen¬ 
tuated  the  depression  and  suffering  of  the  farmer.  The  importance  of 
an  equitable  and  normal  relationship  between  freight  rates  and  farm 
prices  is  obvious.  If  farm  freight  is  forced  at  any  time  to  bear  a  dis¬ 
proportionate  share  of  the  cost  of  transportation,  farm  income  suffers 
accordingly.  The  tendency  toward  convergence  of  rates  and  prices  in 
1923  indicates  a  reapproach  to  a  more  normal  balance  between  trans¬ 
portation  and  agriculture.  Agricultural  prosperity  is  impossible  with¬ 
out  the  foundation  of  sound  transportation  facilities  at  rates  which  are 
not  oppressive. 
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Marketing  of  Farm  Products. — Farmers  as  a  group  are  firmly  con¬ 
vinced  that  marketing  of  their  products  is  wasteful  and  exploitative. 
Such  statements  as  the  following  illustrate  the  situation  according  to 
the  farmer’s  point  of  view: 

It  takes  four  and  a  half  bushels  of  wheat  to  make  a  barrel  of  flour.  When 
the  wheat  raiser  was  getting  $8.37  for  the  wheat,  the  miller  got  $12.50  for  the 
flour,  the  baker  $58.70  for  the  bread,  and  the  hotel  keeper  selling  the  bread  in 
slices  in  Washington  received  $587. 

A  mutton  chop  in  a  New  York  hotel  cost  more  than  was  paid  for  a  sheep 
in  Colorado  or  Kansas. 

The  farmer  usually  gets  for  his  stuff  about  30  per  cent  of  the  price  which 
the  consumer  pays.  The  spread  between  the  farmer  and  consumer  will  average 
about  70  cents  of  the  consumer’s  dollar.15 

To  combat  the  wastes  of  distribution,  a  great  variety  of  measures  have 
been  proposed.  One  measure  of  strong  appeal  is  cooperative  marketing. 
Cooperative  societies  aim  to  improve  the  methods  of  marketing.  Grad¬ 
ing,  packing,  sorting,  shipping,  are  included  in  the  educational  program 
of  such  societies.  They  also  aim  to  secure  for  the  farmer  a  better  price 
for  his  products.  In  striving  for  this  end,  they  are  rather  narrowly 
restricted  because  of  the  fact  that  nothing  which  they  can  do  can  counter¬ 
balance  fundamental  conditions  of  supply  and  demand.  The  price  gains 
which  they  can  bring  about  are  necessarily  limited  to  a  narrow  range. 
Another  measure  is  regulation  of  speculation  on  the  commodity  ex¬ 
changes.  At  times,  speculation  is  alleged  to  depress  the  price  of  produce  ; 
at  other  times,  it  is  alleged  to  increase  the  price.  Owing  to  agitation  by 
farm  groups,  the  grain  exchanges  have  been  subjected  to  regulation  and 
control  by  the  Federal  Government.  Still  another  measure  is  to  insist 
upon  increased  efficiency  and  smaller  margins  of  profit  on  the  part  of 
middlemen  all  along  the  line.  Much  publicity  on  efficiency  and  profits 
appears  from  time  to  time  but  the  farm  groups  have  no  weapon  capable 
of  forcing  the  desired  reforms.  The  soundness  of  their  criticism  is  ap¬ 
parent,  but  the  means  of  bringing  about  effective  improvement  have 
never  been  agreed  upon  by  the  responsible  parties. 

The  urgent  need  for  eliminating  the  wastes  of  distribution  is  com¬ 
monly  recognized.  The  ways  and  means  of  attaining  this  objective  have 
been  a  subject  of  exhaustive  investigation,  but  the  response  to  sugges¬ 
tions  and  appeals  has  been  extremely  laggard  on  the  part  of  the  mass 
of  distributors.  This  sluggish  response  is  likely  due  not  so  much  to 
wilful  insistence  upon  wasteful  distribution  as  to  the  inertia  and  mo¬ 
mentum  of  established  ways  of  doing  business.  The  problem  of  efficient 

15  Arthur  Capper,  The  Agricultural  Bloc,  pp.  51,  80.  A  similar  conclusion  on 
the  wastefulness  of  marketing  is  drawn  from  the  following  estimates :  The  farm 
value  of  crops  in  1922  was  $7,500,000,000,  deducting  the  value  of  animal  products, 
cotton,  and  tobacco.  For  these  products  in  final  form  consumers  paid  about 
$22,500,000,000.  The  difference,  or  $15,000,000,000  represents  the  cost  of  distribu¬ 
tion.  There  are  upwards  of  4,000,000  food  manufacturers  and  dealers  in  the  United 
States,  as  compared  with  6,500,000  farms.  Each  farm,  in  addition  to  supporting 
itself,  must  support  three-fourths  of  a  food  dealer,  middleman,  or  manufacturer. 
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marketing  of  farm  products  continues,  therefore,  to  press  for  remedy 
and  solution. 

Agricultural  Credit. — As  agriculture  has  come  more  and  more 
under  the  regime  of  business  and  the  money  economy,  the  importance  of 
ample  credit  facilities  has  been  impressed  upon  the  minds  of  all  persons 
concerned  with  the  farm.  Most  farms  are  bought  on  long-term  loans  with 
mortgage  security.  Most  farms  are  financed  during  the  planting  and 
harvesting  seasons  by  short-term  loans  from  the  banks.  The  pecuniary 
problems  of  farming  rest  heavily  upon  the  banking  and  credit  resources 
which  are  made  available. 

Agriculture  has  two  primary  interests  in  the  financing  problem :  one, 
to  secure  adequate  loans  on  favorable  terms,  the  other,  to  have  general 
banking  administration  which  will  maintain  reasonably  steady  prices 
and  avoid  inflation  and  deflation. 

The  ability  to  secure  loans  on  favorable  terms  has  been  enhanced  by 
numerous  measures  of  federal  legislation  during  recent  years.  Local 
and  private  sources  of  credit  have  been  supplemented  by  an  elaborate 
federal  credit  structure.  To  supply  short-term  credits,  the  Federal  Re¬ 
serve  banks  were  authorized  to  rediscount  agricultural  paper  having  nine 
months  to  run.  The  maximum  period  for  rediscountable  commercial 
paper  is  only  three  months.  The  longer  period  for  agricultural  paper 
was  required  because  farm  loans  require  a  longer  period  for  liquidation 
than  do  ordinary  commercial  loans.  To  facilitate  intermediate  credits, 
Intermediate  Credit  Banks  and  National  Agricultural  Credit  Associa¬ 
tions  were  created.  These  institutions  provide  credits  of  from  six  months 
to  three  years  duration.  Cooperative  marketing  associations  may  sell 
their  paper  to  these  banks,  and  in  turn  relend  the  proceeds  to  their 
individual  members.  Rural  banks  which  formerly  could  not  join  the 
Federal  Reserve  system  on  account  of  their  small  size  have  been  en¬ 
couraged  to  seek  membership  by  more  lenient  capital  requirements  at 
time  of  entrance  to  the  system.  As  members,  they  may  still  lend  to 
farmers  if  their  own  credit  is  exhausted  by  the  process  of  rediscounting 
with  the  federal  institutions. 

Long-term  loans  have  been  facilitated  by  two  devices.  One  device 
has  been  to  grant  national  banks  the  right  to  extend  five-year  loans  on 
sound  farm  mortgage  security.  The  second  device  has  been  the  creation 
of  special  banking  machinery  for  long-term  loans.  Federal  Land  Banks, 
National  Farm  Loan  Associations,  Joint-stock  Land  Banks,  are  the  main 
institutions  designed  for  this  special  purpose.  They  provide  loans  on 
mortgages  for  periods  of  five  to  thirty-six  years. 

The  expansion  of  both  long  and  short-term  credit  facilities  through 
federal  institutions  has  had  the  effect  of  insuring  the  farmer  adequate 
credit  under  ordinary  conditions,  and  of  insuring  reasonable  interest 
rates.  Local  and  private  agencies  for  lending  to  farmers  must  compete 
with  the  federal  agencies,  and  in  order  to  do  so,  must  keep  their  rates 
of  interest  approximately  close  to  the  level  prevailing  in  federal  agencies. 
If  a  shortage  of  funds  for  loans  appears  in  any  locality,  it  may  be  over- 
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come  by  rediscounting  the  paper  of  that  locality  in  other  regions  where 
funds  are  plentiful. 

But  the  amount  of  credit  the  farmer  can  secure  is  not  the  only  im¬ 
portant  problem  in  agricultural  finance.  Equally  important  is  the 
general  credit  policy  pursued  by  the  hanks  of  the  whole  country  and  by 
the  government.  General  credit  policy  governs  the  great  movements  of 
the  price  level.  Rising  prices,  or  inflation,  may  be  induced  by  easy  credit 
and  over-expansion  of  currency.  Falling  prices,  or  deflation,  may  be 
induced  by  contraction  of  credit  and  currency.  Inflation  and  deflation 
of  prices  vitally  affect  the  weal  or  woe  of  the  farmer.  To  take  a  recent 
illustration,  from  1914  to  the  first  months  of  1920,  the  government,  the 
Federal  Reserve  System,  and  the  banks  as  a  whole,  expanded  credit  and 
currency.  This  expansion  permitted  a  drastic  increase  in  prices.  Every¬ 
thing  the  farmer  had  to  sell  commanded  good  prices ;  and  taxes,  labor, 
and  other  costs  lagged  behind.  But  in  1920,  credit  stringency  followed 
by  contraction  of  credit  and  currency  occurred.  This  contraction  was 
accompanied  by  drastic  deflation  of  prices.  Then  everything  the  farmer 
had  to  sell  brought  prices  so  low  as  to  yield  a  net  loss.  Taxes  were 
continued  on  inflated  land  values,  labor  and  other  costs  had  mounted, 
but  the  income  of  the  farmer  was  destroyed  by  the  price  collapse.  In  a 
single  year  more  than  1,000,000  people  left  the  farms  and  upwards  of 
one-tenth  of  the  farmers  went  into  bankruptcy,  while  more  than  an 
additional  tenth  were  in  fact  bankrupt  but  still  held  their  farms.16 

It  is  to  the  advantage  of  the  farmer  to  have  these  violent  price  fluctua¬ 
tions  ironed  out.  Steadiness  of  prices  with  moderate  prosperity  is  much 
better  than  an  alternation  between  feverish  prosperity  with  inflation 
and  disastrous  depression  with  deflation.  The  policy  of  the  Federal 
Reserve  Board  and  the  Federal  Reserve  Banks  is  of  paramount  im¬ 
portance  in  attaining  the  desired  goal.  Their  control  of  the  official  re¬ 
discount  rate  and  their  influence  in  open  market  transactions  afford  the 
opportunity  to  check  inflation  in  season  and  to  prevent  beforehand  the 
extremes  of  depression  and  deflation.  Price  movements  are  interlocked 
with  money  and  credit  movements,  and  both  depend  in  fundamental 
ways  upon  the  financial  policies  pursued  in  this  country  by  the  Federal 
Reserve  system. 

International  Agricultural  Relations. — Agriculture  is  international 
in  character  as  regards  both  production  and  marketing.  The  farmer  in 
Kansas  may  find  his  success  or  failure  hinging  upon  what  happens  in 
Russia  or  Australia.  The  ancient  notion  that  the  farmer  was  ideally 
independent,  and  could  live  his  life  in  splendid  isolation  and  indifference 
has  been  thoroughly  exploded.  Extreme  dependence  upon  foreign  pro¬ 
duction  and  upon  foreign  markets  is  a  cardinal  characteristic  of  modern 
agriculture. 

Supply  is  world  supply  and  demand  is  world  demand.  The  price  of 
the  wheat  crop  is  settled  by  these  worldwide  factors.  With  respect  to 

16  See  Yearbook  of  Agriculture,  1921,  1922,  1923. 
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any  one  crop,  the  world  may  be  divided  into  two  classes  of  countries. 
These  classes  may  be  termed  surplus  countries  and  deficit  countries.  The 
surplus  countries  produce  more  than  enough  for  their  own  use  and  export 
the  balance.  The  deficit  countries  produce  less  than  enough  for  their 
own  use  and  import  the  balance.  Surplus  countries  are  exporting  coun¬ 
tries  ;  deficit  countries  are  importing  countries. 

The  United  States  has  long  been  an  exporter  of  wheat.  Russia, 
Argentina,  Canada,  and  other  countries  are  also  exporters  of  wheat. 
The  price  of  United  States  wheat  is  dependent  upon  the  supply  exported 
by  all  surplus  countries.  It  is  often  extremely  difficult  to  know  what 
the  surplus  of  all  countries  is  going  to  be,  but  the  grain  markets  estimate 
and  guess  the  amount  as  accurately  as  may  be.  International  crop 
reporting  agencies  attempt  to  inform  the  grain  markets  of  the  actual 
and  the  probable  international  supply.  Whatever  affects  the  output  of 
all  other  countries  likewise  affects  the  market  for  the  output  of  the 
United  States.  International  supply  governs  the  situation. 

On  the  marketing  side,  international  demand  is  the  dominating 
factor.  The  price  of  wheat  in  the  United  States  depends  upon  the  buy¬ 
ing  power  and  the  demand  of  Europe  for  wheat  products.  If  industry 
in  Europe  is  prostrate,  and  people  lack  purchasing  power,  the  market 
for  American  farm  products  is  shattered.  In  the  post-war  period  fol¬ 
lowing  1918,  the  buying  power  of  Europe  was  at  first  sustained  by  inter¬ 
national  loans.  But  when  this  recourse  was  exhausted,  European  in¬ 
dustry  was  so  burdened  with  political  controversy,  debt  settlements, 
reparations  payments,  and  military  expenditure  that  buying  power  was 
stifled.  The  agricultural  depression  of  1920-1922  was  accentuated  by 
the  collapse  of  European  demand.  By  suffering  and  loss,  American 
agriculture  came  to  realize  vividly  its  dependence  upon  international 
markets.  Whatever  cuts  down  foreign  buying  power  cuts  down  by  so 
much  the  demand  for  and  the  price  of  American  farm  products. 

To  cope  with  the  international  forces  of  supply  and  demand, 
numerous  controlling  devices  have  been  attempted.  The  favorite  device 
has  long  been  the  protective  tariff,  and  protectionism  has  often  been  a 
part  of  the  farmer’s  political  orthodoxy.  In  more  recent  years,  leading 
groups  of  farmers  have  taken  a  different  stand.  They  have  concluded 
that  the  protective  tariff  does  not  materially  benefit  the  American  farmer, 
but  that  on  the  contrary  it  injures  him.  In  taking  this  new  position, 
farm  groups  have  fallen  into  line  with  the  economic  reasoning  which 
has  long  prevailed  among  the  great  majority  of  economists.  According 
to  this  reasoning,  tariff  duties  do  not  raise  the  price  of  farm  products 
of  which  an  exportable  surplus  is  produced  in  this  country.  For  in¬ 
stance,  a  tariff  on  wheat  or  on  pork  cannot  materially  raise  the  price 
of  the  product  in  this  country.  The  exportable  surplus  must  be  sold 
abroad  in  competition  with  the  surpluses  of  other  exporting  countries. 
The  price  will  be  governed  by  world  supply  and  demand.  The  price 
of  the  exportable  surplus  will  be  the  price  of  the  crop  in  domestic  markets 
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as  well.  The  price  of  the  whole  crop  will  correspond  to  the  price  of  the 
exportable  surplus.  Wherever  an  exportable  surplus  is  found  in  a 
country,  protective  duties  cannot  materially  enhance  prices. 

Commodities  which  we  produce  in  smaller  amounts  than  we  consume 
may  command  higher  prices  through  tariff  protection.  Wool  and  sugar, 
for  instance,  are  enhanced  in  price  by  import  duties.  But  to  secure  this 
gain,  agriculture  takes  heavy  losses.  The  losses  arise  from  the  fact  that 
most  articles  of  manufacture  are  likewise  protected.  When  the  farmer 
buys  his  articles  of  consumption,  he  pays  as  part  of  the  purchase  price 
the  tariff  burden  on  those  articles.  Although  the  following  estimate  of 
the  tariff  burden  is  not  vouched  for  as  statistically  accurate,  it  never¬ 
theless  is  significant  as  an  expression  of  careful  opinion  by  a  leading 
farm  organization.  The  American  Farm  Bureau  Federation  estimated 
in  1923  that  under  the  then  existing  tariff,  farmers  were  paying  $426,- 
000,000  a  year  in  the  form  of  higher  prices  on  the  things  they  bought,  in 
order  to  gain  $125,000,000  of  protection  on  everything  they  had  to  sell. 

Realizing  that  the  tariff  has  not  enabled  agriculture  to  raise  prices 
as  much  as  it  has  enabled  other  industries  to  do  so,  certain  authorities 
have  advocated  schemes  of  valorization  for  farm  products.  Such  schemes 
differ  greatly  in  detail,  but  agree  upon  one  basic  principle.  This  prin¬ 
ciple  is  that  an  exportable  surplus  of  any  crop  should  be  bought  by 
government  authority,  so  that  domestic  scarcity  of  supply  will  be  severe 
enough  to  hold  prices  of  farm  products  at  a  parity  with  prices  of  other 
products.  An  artificial  and  arbitrary  control  of  domestic  supply  would 
be  the  means  of  guaranteeing  that  farm  prices  should  not  fall  sharply 
below  other  prices.  The  exportable  surplus  would  be  dumped  on  the 
foreign  market  at  whatever  prices  might  be  obtainable.  The  heart  of 
this  scheme  is  deliberate  manipulation  of  the  exportable  surplus.  In¬ 
stead  of  leaving  the  size  of  this  surplus  to  the  whim  of  laissez  faire  under 
unbridled  supply  and  demand,  the  size  would  be  purposely  dictated  by 
the  objective  of  maintaining  a  price  balance  for  the  benefit  of  agriculture. 

From  an  economic  standpoint,  we  may  observe  that  such  a  regulated 
domestic  scarcity  would  doubtless  have  the  power  to  cause  the  desired 
price  maintenance.  If  the  political  administration  could  be  successful, 
an  assumption  which  raises  grave  doubts,  the  weapon  would  be  strong 
enough  to  hold  up  farm  prices.  But  while  making  this  concession,  we 
must  also  observe  that  much  greater  and  sounder  advantage  would  result 
from  greater  moderation  in  tariff  and  valorization  control  all  around. 
Valorization  would  put  teeth  into  the  tariff  for  the  farmer.  But  still 
more  would  perhaps  be  gained  if  protection  of  manufacture  were  greatly 
lessened,  and  the  whole  scheme  of  restrictions,  discriminations,  and  arti¬ 
ficial  manipulations  were  minimized.  If  we  must  have  an  extreme  tariff 
for  manufacture,  then  perhaps  valorization  of  farm  products  is  the  only 
recourse  to  enable  farm  prices  to  maintain  their  proper  balance. 

Farm  Management. — Positive  advance  has  been  made  in  all  phases 
of  modern  management.  Science  in  management  has  promoted  efficient 
industry  in  all  lines.  Farm  management  has  increased  in  efficiency 
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materially.  Nevertheless,  it  must  be  noted  that  a  very  large  part  of  agri¬ 
culture  is  still  grossly  inefficient.  The  inefficiency  is  closely  related  with 
small  scale  management.  There  are  about  6,500,000  farms  in  this 
country,  and  therefore  about  that  number  of  separate  farm  manage¬ 
ments.  Manufacture  has  only  about  200,000  establishments,  and  there¬ 
fore  only  about  that  number  of  separate  managements.  The  vast  mass 
of  individual  managements  in  farming  means  that  each  manager  in  the 
majority  of  cases  is  at  best  a  mediocre  manager.  Where  such  a  multitude 
of  small  units  is  involved,  it  is  tedious  and  slow  in  the  extreme  to  incul¬ 
cate  the  new  and  improved  methods  of  farming.  Between  the  average 
method  and  the  best  method  there  is  a  gulf  of  difference.  How  to 
educate  the  mass  of  small  farmers  to  adopt  intelligently  the  most  effec¬ 
tive  methods  is  one  of  the  baffling  problems  of  agriculture.  The  agricul¬ 
tural  schools,  the  experiment  stations,  and  the  progressive  farmers  are 
developing  farm  methods  in  this  direction,  but  their  efforts  are  restricted 
by  the  inertia  of  the  6,500,000  separate  units  of  management  which  pre¬ 
vail  in  farming.  Whatever  hopes  one  may  entertain  for  the  future  of 
agriculture,  one  must  remember  this  limitation  and  obstacle. 

Conclusion. — The  problems  which  dominate  modern  agriculture 
are  in  large  part  an  outgrowth  of  the  tendency  of  agriculture  to  come 
more  and  more  within  the  scope  of  the  money  economy.  The  canons 
and  dictates  of  the  pecuniary  regime  have  penetrated  farming,  and  color 
at  every  turn  the  progress  and  possibilities  of  that  industry. 
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CHAPTER  XIX 


WAGES  OF  LABOR 

The  Nature  of  Wages— Wages  present  a  problem  in  value  and  in 
distribution.  The  value  problem  relates  to  the  value  of  labor.  The  dis¬ 
tribution  problem  relates  to  the  share  of  the  product  which  goes  to  labor. 
The  analysis  of  wages  is  a  special  application  of  the  general  principles 
of  value  which  have  been  previously  described.  Supply  and  demand  of 
labor  are  determining  factors,  and  marginal  units  of  utility  and  of 
productivity  are  involved. 

Labor  value  is  commonly  expressed  in  the  form  of  a  price.  Wage 
rates  are  prices  of  a  special  factor,  labor.  Hence  wage  analysis  is  a 
special  case  of  the  general  theory  of  prices. 

The  term  labor  as  used  in  this  discussion  refers  to  hired  labor,  re¬ 
munerated  either  by  wages  or  salaries.  The  remuneration  to  labor  when 
a  man  works  for  himself  is  not  included  in  the  analysis,  except  where 
specially  noted.  Part  of  gross  rent,  part  of  gross  interest,  part  of  busi¬ 
ness  profit,  is  a  labor  return.  But  these  incidental  labor  returns  are  not 
involved  directly  in  the  present  wage  analysis.  We  are  concerned  here 
with  the  remuneration  going  to  labor  in  the  employ  of  some  one  else. 

Labor  includes  mental  as  well  as  manual  effort.  Socialistic  writers 
have  often  attempted  to  narrow  the  term  to  effort  of  hand  and  brawn, 
and  to  exclude  the  supervisory  work  of  the  capitalist  from  the  category 
of  labor.  We  may  take,  however,  the  broader  conception  which  admits 
the  work  of  management,  direction,  supervision,  and  execution  to  the 
labor  classification.  Intellectual  labor  is  just  as  truly  labor  as  muscular 
labor.  Where  the  intellectual  labor  of  management  is  rendered  in  return 
for  a  salary  from  the  employer,  the  salary  is  similar  to  the  wage  of  the 
manual  worker. 

The  two  basic  forms  of  wage  payment  are  time  rates  and  piece  rates. 
Time  rates  are  rates  of  so  much  per  hour,  or  per  day,  or  per  week.  Piece 
rates  are  rates  of  so  much  per  unit  of  product  made  by  the  worker.  The 
more  pieces  a  man  makes,  the  more  pay  he  receives.  Numerous  variations 
of  these  two  basic  forms  of  wage  payment  appear  in  business  practice, 
but  all  such  variations  are  fundamentally  shaped  by  the  characteristics 
of  either  time  or  piece  rates. 

Nominal  wages  are  to  be  distinguished  from  real  wages.  The  nominal 
wages  are  simply  the  amount  of  payment  expressed  in  terms  of  money. 
Nominal  wages  are  money  wages.  But  real  wages  involve  factors  lying 
back  of  the  money  itself.  Real  wages  may  be  viewed  either  from  the 
viewpoint  of  the  employer  of  labor  or  of  the  laborer  himself  as  a  eon- 
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sumer.  From  the  viewpoint  of  the  employer,  real  wages  are  the  unit 
labor  cost  of  production.  If  two  men  working  side  by  side  draw  one 
dollar  an  hour  in  wages,  but  one  man  produces  twice  as  much  as  the 
other,  obviously  one  man’s  labor  is  twice  as  expensive  to  the  employer 
as  the  other.  Real  wages  involve  a  twofold  consideration :  the  nominal 
rate  and  the  efficiency  of  the  laborer.  Both  of  these  considerations  are 
allowed  for  in  the  accountant’s  term,  labor  cost  per  unit  of  product.  The 
accountant  estimates  the  labor  cost  per  pair  of  shoes,  per  ton  of  steel, 
per  barrel  of  dour.  Real  wages  to  the  employer  are  the  real  expense  of 
production  per  unit  of  output.  If  we  take  the  viewpoint  of  the  laborer 
himself,  in  the  capacity  of  consumer,  real  wages  have  reference  to  what 
the  money  wage  will  buy.  Changes  in  the  cost  of  living  are  constantly 
occurring.  If  the  cost  of  living  rises  while  money  wages  stand  still, 
real  wages  actually  fall.  The  purchasing  power  of  the  laborer’s  dollar 
is  a  basic  factor  in  real  wages.  Real  wages  may  mean  either  of  two 
things,  therefore,  according  to  our  point  of  view.  From  the  employer’s 
point  of  view,  real  wages  are  labor  cost  per  unit  of  product.  From  the 
employee’s  point  of  view,  real  wages  are  the  amount  of  goods  which  the 
money  wages  will  buy. 

As  the  technology  of  production  has  advanced,  it  has  led  more  and 
more  to  specialization  and  minute  division  of  labor.  This  specialization 
has  generally  involved  a  separation  of  the  tasks  of  intellectual  labor  from 
the  tasks  of  manual  labor.  Management  takes  upon  its  own  shoulders 
the  burdens  of  direction  and  supervision.  Management  assumes  the 
responsibility  of  telling  the  laborer  what  to  do.  Management  receives 
a  salary.  The  labor  which  carries  out  the  orders  of  management  receives 
a  wage.  For  this  wage,  labor  is  expected  to  perform  certain  services. 
In  the  modern  factory,  which  is  the  dominant  type  of  economic  institu¬ 
tion  today,  the  distinguishing  function  of  labor  is  the  operation  of 
machinery  and  the  handling  of  material.  This  function  of  labor  is  per¬ 
formed  under  the  direction  and  guidance  of  management.  The  material 
and  machinery  are  the  capital  which  is  ultimately  under  the  control  of 
the  owners.  Labor’s  part  in  production  is  distinctly  confined  to  the 
following  out  of  plans,  methods,  and  specifications  under  the  guidance 
of  powers  higher  up.  It  is  not  labor’s  function  to  decide  whether  new 
machinery  shall  be  installed,  or  who  shall  own  the  machinery,  or  where 
the  material  shall  come  from  or  to  whom  the  finished  product  shall  be 
sold.  Labor  feeds  raw  material  into  the  machine,  lifts  the  levers  and 
fingers  the  controls,  takes  the  product  away  from  the  machine  and  either 
by  hand  or  by  the  manipulation  of  further  machinery  transports  the 
machine-made  product  to  places  where  it  can  be  used. 

This  restriction  of  labor’s  function  was  carried  to  an  extreme  in  what 
has  come  to  be  known  as  Scientific  Management.  To  quote  F.  W.  Taylor, 
“In  almost  all  the  mechanic  arts,  the  science  which  underlies  each  act  of 
each  workman  is  so  great  and  amounts  to  so  much  that  the  workman 
who  is  best  suited  to  actually  doing  the  work  is  incapable  of  fully  under¬ 
standing  this  science  without  the  guidance  and  help  of  those  who  are 
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working  with  him  or  over  him,  either  through  lack  of  education  or 
through  insufficient  mental  capacity.”  In  the  carrying  out  of  this 
division  of  function,  the  part  of  management  is  to  plan,  to  invent,  to 
conceive  new  ways  of  doing  things,  to  plot  new  arrangements  of  machin¬ 
ery,  to  devise  the  science  of  production  from  beginning  to  end.  At  the 
same  time,  the  part  of  labor  is  unquestioning  acceptance  of  the  tech¬ 
nology  worked  out  by  management.  Labor’s  part  is  primarily  muscular 
and  only  secondarily  mental.  Labor’s  part  is  to  use  the  fingers,  the 
hands,  the  arms,  the  eyes,  the  ears,  in  lifting,  watching,  pushing,  pulling, 
carrying  and  handling.  In  many  economic  processes,  this  division  of 
function  is  carried  to  such  an  extreme  that  the  imagination  and  thought 
of  labor  is  not  only  unnecessary  but  is  apt  to  interfere  with  the  efficient 
operation  of  the  machine.  In  other  processes,  the  mental  tax  upon  the 
laborer  is  still  considerable,  but  even  in  these  cases,  the  broader,  the  more 
fundamental  features  of  the  science  of  production  are  designed  and  laid 
down  for  him  by  engineers  and  managers. 

The  mechanical  processes  which  labor  carries  through  involve  end¬ 
less  repetition.  The  operation  of  the  automatic  machine  requires  that 
the  laborer  shall  touch  the  same  lever  in  the  same  way,  at  the  same  speed, 
several  thousand  times  per  day.  Where  the  machinery  has  not  become 
completely  automatic,  the  repetitive  motions  which  the  laborer  performs 
are  the  chief  features  of  his  part  of  the  operation.  The  inevitable  con¬ 
sequence  of  repetition  is  monotony.  The  incessant  performance  of  the 
same  motion  day  in  and  day  out,  thousands  and  tens  of  thousands  of 
times,  leaves  scant  room  for  variety,  newness,  imagination,  or  originality. 
The  work  becomes  irksome,  fatiguing,  uninteresting,  monotonous.1 

Under  these  conditions,  labor  involves  a  psychological  cost  to  the 
laborer.  The  cost  is  the  pain  and  boredom  contained  in  the  experience 
of  the  toil.  Cost  is  equivalent  to  disutility  of  labor.  To  overcome  this 
disutility,  this  pain-cost  of  labor,  it  is  necessary  to  hold  out  to  labor  the 
hope  of  Some  ulterior  reward.  The  ulterior  reward  serves  as  a  motiva¬ 
tion  to  labor.  It  is  a  stimulus  and  incentive  to  endure  the  pains  of  labor 
in  order  that  later  on,  with  the  wages  earned,  the  joys  and  pleasures  of 
life  may  be  purchased.  The  pleasure-gain  of  consumption  is  the  prize 
dangling  before  the  eyes  of  the  laborer— the  prize  which  sustains  his 
forbearance  and  endurance  in  the  workshop,  the  mill,  and  the  mine. 
Pleasure-gain  is  the  ulterior  reward  which  induces  the  laborer  to  suffer 
pain-cost. 

This  statement  of  the  usual  theory  of  cost  and  gain  rests  upon  a 
sound  core  of  fact,  although  it  implies  in  one  respect  a  vicious  conclusion. 
The  core  of  fact  is  that  a  great  deal  of  labor  is  unpleasant  under  modern 
working  conditions.  Probably  the  majority  of  labor  is  disagreeable  and 
irksome.  It  would  not  be  done  for  the  love  of  the  work.  It  will  be  done 
only  if  ulterior  reward  is  in  prospect.  This  core  of  fact  is  obvious  to 
any  one  who  has  worked  in  a  factory  or  mine,  or  to  any  one  who  has 
observed  such  work.  But  the  vicious  implication  contained  in  the  above 

i  See  S.  H.  Sliehter,  The  Turnover  of  Factory  Labor,  pp.  188-191. 
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theory  is  that  labor  is  inherently  and  intrinsically  repulsive.  Theology 
at  one  time  viewed  labor  as  a  curse  visited  upon  man  as  a  penalty  for 
sin,  and  economics  has  often  incorporated  a  similar  thought  in  its  doc¬ 
trines  on  the  pain-cost  view  of  labor.  But  modern  psychology  has  pretty 
well  exploded  this  conception  of  labor  as  a  curse.  The  psychological 
view  is  that  labor  is  naturally  active,  creative,  and  industrious.  Useful 
and  constructive  labor  is  required  to  satisfy  the  demands  of  human 
nature.  Labor  may  be  inherently  and  intrinsically  pleasureable.  It  may 
be  done  for  the  pure  joy  of  the  work.  The  only  reason  why  so  much 
of  modern  labor  is  unpleasant  is  because  factory  institutions  make  of 
toil  an  offensive  and  repelling  activity.  The  institutional  environment 
of  the  worker  is  at  fault.  Man  is  not  naturally  lazy  but  naturally  active 
and  creative.  If  he  seems  at  times  to  shun  work,  it  is  because  the  organi¬ 
zation  of  his  work  is  crude  and  hateful.  If  labor  finds  no  joy  in  work 
itself,  the  fault  is  not  in  the  human  nature  of  the  worker,  but  in  the 
institutional  surroundings  under  which  his  work  is  carried  on.  We 
must  not,  therefore,  resign  ourselves  to  the  gloomy  view  that  labor  will 
always  be  as  disagreeable  as  at  present.  We  must  not  accept  the  notion 
that  work  is  inevitably  a  grievous  and  ugly  undertaking.  Rather,  we 
must  stir  ourselves  to  revise  and  reshape  our  institutional  setting  for 
labor  to  the  end  that  more  and  more  it  may  become  spontaneous,  creative, 
challenging. 

Wages  are  not  paid  in  proportion  to  the  ugliness  or  joyfulness  of 
work.  The  people  who  like  their  work  the  best  are  likely  to  receive  the 
largest  remuneration.  The  people  who  hate  their  wrnrk  the  most  are 
likely  to  receive  the  lowest  remuneration.  In  other  words,  the  degree 
of  pain-cost  of  labor  is  no  measure  of  the  degree  of  ulterior  reward  or 
pleasure-gain  which  must  be  held  out  as  an  incentive. 

The  Wage  Share  in  Distribution. — The  wage  share  in  distribution 
may  be  considered  in  two  aspects :  first,  the  aggregate  disbursement  in 
w'ages  as  compared  with  the  total  national  income  in  a  given  year; 
second,  the  variable  rates  of  wages  paid  in  different  occupations  and 
grades  of  labor. 

With  regard  to  the  aggregate  wage  disbursement,  the  estimate  on 
page  350  by  the  National  Bureau  of  Economic  Research  indicates  the 
proportions  of  the  net  value  product  of  mines,  factories,  and  land  trans¬ 
portation  going  to  wages  and  to  all  other  factors.2 

Wages  and  salaries  absorbed  from  66.7  per  cent  to  77.3  per  cent  of 
the  total.  It  is  obvious  that  the  share  of  wages  varies  materially  from 
year  to  year.  Labor’s  share  was  more  than  one-seventh  greater  in  1918 
than  in  1916,  as  compared  with  all  other  shares.  The  share  of  wages 
bulks  larger  than  all  other  shares  combined.  Taking  two-thirds  to  three- 
fourths  of  the  net  value  product,  wTage  earners  absorb  about  twice  as 
great  a  share  of  the  total  income  as  do  land  owners,  capitalists,  and 
property  owners  combined.  Of  course,  per  capita,  the  labor  share  is  less 

2  Income  in  the  United  States,  Volume  I,  p.  97,  and  data  on  p.  231  of  present 
volume. 
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than  that  of  other  groups.  We  are  here  dealing  with  the  grand  totals 
of  wage  and  non-wage  incomes. 


Percentages  of  Combined  Net  Value  Product  of  Mines,  Factories,  and 
Land  Transportation  Distributed  as  Earnings  of  Employees,  and 
Returns  for  Management  and  Use  of  Property,  Respectively 


Per 

Cent 


With  regard  to  the  variable  rates  of  wages  paid  in  different  occupa¬ 
tions,  the  following  estimate  shows  the  variations  in  special  branches  of 
industry  during  the  first  quarter  of  1922. 


Average  Earnings  per  Hour  per  Employee  in  Industries  of  the  United 
States  (First  Quarter  of  1922)  * 


Industry 

All  Industries . 

Agriculture . . 

Extraction  of  Minerals . 

Building  and  Construction 

Other  Hand  Trades  . . 

Finance  . 

Public  and  Professional  Service 
Domestic  and  Personal  Service 

All  Transportation  . 

Wholesale  Trade . . 

Retail  Trade . 

All  Factories  . . . 

Food,  Drink  and  Tobacco  . . . 
Lumber  and  Its  Products  . .  . . 
Metals  and  Metal  Products  . . 

Paper  and  Printing  . 

Mineral  Products  . 

Textile  and  Leather  Products 


Average 

Earnings  in  Cents 
per  Hour 
0.51 
0.20 
0.71 
0.52 
0.75 
0.75 
0.55 
0.33 
0.61 
0.52 
0.47 
0.53 
0.46 
0.48 
0.54 
0.64 
0.52 
0.54 


*  W.  I.  Kins,  National  Bureau  of  Economic  Research,  Employment,  Hours,  and  Earn¬ 
ings  in  Prosperity  and  Depression ,  p.  113. 
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The  highest  wage  rates  in  this  list  are  250  per  cent  above  the  lowest. 
Striking  inequalities  of  rates  of  pay  are  obvious  when  we  move  from  one 
branch  of  industry  to  another. 

Theories  to  Account  for  the  Share  of  the  National  Income  Going 
to  Wage  Earners.- — (1)  The  Subsistence  Theory.  Ricardo,  in  a  famous 
passage,  says,  “The  natural  price  of  labor  is  that  price  which  is  neces¬ 
sary  to  enable  the  laborers,  one  with  another,  to  subsist  and  to  perpetuate 
their  race,  without  either  increase  or  diminution.”  The  doctrine  thus 
expressed  had  been  previously  enunciated  in  various  forms  by  the 
Physiocrats  and  by  Adam  Smith;  Ricardo  was,  however,  primarily  in¬ 
fluenced  by  Malthus  in  taking  his  position,  for  Malthus  held  that  the 
tendency  of  human  beings  to  multiply  rapidly  and  to  press  upon  the 
means  of  subsistence  was  the  great  law  of  population.  Malthusian  pessi¬ 
mism  pervades  the  Ricardian  theory  of  wages.  What  outlook  could  be 
more  dismal  than  that  labor  must  always  tend  to  be  reduced  to  the  hard, 
cruel  level  of  bare  subsistence?  Because  of  this  type  of  pessimism, 
economics  came  to  be  called  by  its  critics  the  “dismal  science.”  Social¬ 
istic  critics  dubbed  the  Ricardian  doctrine  the  “iron  law  of  wages,”  and 
used  Ricardo  as  authority  for  their  contention  that  under  capitalism  the 
laborer  had  nothing  to  lose  but  his  chains.  Increasing  misery  loomed 
up  on  the  horizon.  The  future  was  crusts  and  rags.  There  was  no  hope. 
This  exaggeration  of  Ricardo’s  principle  was  not  wholly  warranted. 
Although  he  did  emphasize  subsistence  as  the  natural  wage,  he  recognized 
the  possibility  of  progress  in  wage  levels  if  certain  changes  were  to 
take  place.  These  changes  might  be  in  the  “habits  and  customs  of  the 
people,”  in  an  “increase  of  capital,”  which  occasions  a  “new  demand 
for  labor,”  and  in  restriction  of  population  either  by  “some  effort  on 
the  part  of  the  legislature”  or  by  “i-endering  less  frequent  early  and 
improvident  marriages.”  But  even  at  best,  Ricardo  held  out  slight 
hope  of  improvement  from  these  sources,  and  the  dominant  tone  of  his 
writing  is  pessimistic. 

That  Ricardo  was  wrong  is  evidenced  by  the  fact  that  wage  earners 
have  materially  increased  their  incomes  since  his  day.  The  factors  of 
which  he  was  so  skeptical  have  more  than  materialized.  Insistence  upon 
better  standards  of  living  has  restricted  population  growth,  and  increases 
in  capital  and  in  technological  efficiency  have  increased  the  national 
product.  The  subsistence  theory  of  wages  proved  to  be  untenable. 

(2)  The  Wages-fund  Theory.  John  Stuart  Mill  laid  down  the  fol¬ 
lowing  wage  principle :  “Wages  depend  mainly  upon  .  .  .  the  proportion 
between  population  and  capital”  or  “between  the  number  of  the  laboring 
class  and  the  aggregate  of  what  may  be  called  the  wages-fund,  which 
consists  of  that  part  of  circulating  capital  which  is  expended  in  the 
direct  hire  of  labor.”  Just  how  the  amount  of  circulating  capital  was 
to  be  determined  was  never  clearly  explained  by  the  wages-fund  theorists. 
If  wages  are  a  ratio  between  two  things,  population  and  circulating 
capital,  we  must  know  the  size  of  the  two  things  before  we  can  express 
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the  ratio.  The  doctrine  was  seized  upon  by  enthusiastic  adherents  of 
the  business  viewpoint  to  prove  that  wages  were  a  fixed  quantity,  in¬ 
capable  of  increase  by  any  methods  whatsoever.  In  spite  of  all  that 
trade  unionists  or  socialists  might  hope  to  accomplish,  one  cold,  ironic 
fact  was  said  to  stare  the  reformers  in  the  face.  This  fact  was  that 
nothing  which  reformers  could  do  would  increase  the  wage  fund.  If 
labor  in  one  section  forced  wages  up,  the  artificial  excess  which  was 
thereby  squeezed  out  of  the  total  fund  meant  that  labor  in  another  section 
would  have  its  wages  reduced  by  a  corresponding  amount.  Labor  as  a 
whole  could  not  benefit  from  unionism  and  strikes  if  the  doctrine  were 
true. 

Mill  was  himself  greatly  influenced  by  the  pessimism  of  Ricardo  and 
Malthus.  Although  he  had  profound  human  sympathies  and  believed 
in  the  possibility  of  progress,  we  find  him  declaring  in  the  most  cynical 
tone,  “It  is  questionable  if  all  the  mechanical  inventions  yet  made  have 
lightened  the  day’s  toil  of  any  human  being.”  Contemporary  students 
made  drastic  criticisms  of  the  wages-fund  theory,  and  Mill  eventually 
made  a  public  recantation  of  his  theory.  The  main  positive  contribution 
of  the  theory  was  to  draw  attention  to  the  mutual  interdependence  of 
labor  and  capital.  Wages  are  advanced  out  of  capital.  The  laborer  is 
paid  before  the  products  of  his  hands  have  been  sold.  Employers  ad¬ 
vance  the  pay.  But  since  a  time  element  enters  into  the  calculation,  the 
amount  advanced  to  wage  earners  is  reduced  by  the  discount  for  the 
period.  Wages  may  be  viewed  as  the  discounted  product  of  labor! 

(3)  The  Commodity  Theory. — A  third  theory  is  the  commodity 
theory  of  wages.  According  to  its  teachings  wages  are  subject  to  all  of 
the  market  laws  of  supply  and  demand.  The  price  paid  to  labor  is  fixed 
in  the  same  way  as  the  price  paid  for  pig  iron  or  coal.  A  large  supply 
of  labor  relative  to  the  demand  leads  to  a  low  wage  and  a  low  supply  of 
labor  relative  to  demand  leads  to  a  high  wage.  Labor  is  looked  upon 
as  a  thing  to  be  bought  and  sold  in  the  same  fashion  as  any  other  com¬ 
modity.  Labor  has  long  smarted  at  the  humiliating  inference  of  the 
theory,  and  organized  labor  in  1916  secured  the  passage  of  a  law  by 
Congress  declaring  that  labor  should  henceforth  not  be  considered  a  com¬ 
modity  or  an  article  of  commerce.  Experience  since  that  time  has  indi¬ 
cated  that  the  passage  of  a  congressional  statute  does  not  alter  the  atti¬ 
tude  of  employers  towards  employees,  nor  prevent  them  from  still  hiring 
labor  at  as  low  a  figure  as  the  market  will  bear.  A  number  of  features 
of  the  commodity  theory  are  important.  It  considers  labor  as  a  collection 
of  individual  units,  but  fails  to  consider  the  changed  marketing  power 
of  labor  as  an  organized  group.  A  million  men  in  the  labor  market  as 
individuals  might  find  their  wages  fixed  by  arbitrary  forces  of  supply 
and  demand,  but  the  same  million  laborers  organized  into  a  powerful 
labor  union  might  be  able,  as  experience  has  abundantly  shown,  to  raise 
the  wage  level  considerably  above  the  old  market  figure.  In  practice  the 
effort  of  employers  to  consider  labor  as  an  article  of  commerce  has 
amounted  to  an  attempt  for  the  most  part  to  secure  the  maximum  of 
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work  for  the  minimum  of  wages.  Labor  has  widely  matched  the  attitude 
of  the  employers  by  determination  to  give  the  minimum  of  work  for  the 
maximum  of  wages.  The  laborer  when  looked  upon  as  a  commodity  has 
come  to  feel  that  so  far  as  wages  are  concerned  he  ‘‘gets  what  he  can,” 
whereas  the  employer  has  come  to  feel  that  the  laborer  after  all  “gets 
just  what  he  deserves.”  The  commodity  theory  of  labor,  therefore,  leads 
to  unwholesome  and  embittered  feelings  in  the  industrial  world.  It  takes 
little  account  of  the  need  of  the  workers  to  live,  and  reckons  as  of  little 
importance  the  higher  elements  of  the  human  factor  in  industry. 

(4)  Socialistic  Wage  Theory.  Karl  Marx  borrowed  largely  from 
the  subsistence  theory  of  wages  in  expounding  his  own  wage  theory.  The 
Communist  Manifesto  declared:  “The  average  price  of  wage-labor  is 
the  minimum  wage,  i.e.,  that  quantum  of  the  means  of  subsistence  which 
is  absolutely  requisite  to  keep  the  laborer  in  bare  existence  as  a  laborer. 
What,  therefore,  the  wage-laborer  appropriates  by  means  of  his  labor 
merely  suffices  to  prolong  and  reproduce  a  bare  existence.  We  by  no 
means  intend  to  abolish  this  personal  appropriation  of  the  products  of 
labor,  an  appropriation  that  is  made  for  the  maintenance  and  reproduc¬ 
tion  of  human  life,  and  that  leaves  no  surplus  wherewith  to  command  the 
labor  of  others.  All  that  we  want  to  do  away  with  is  the  miserable 
character  of  this  appropriation  under  which  the  laborer  lives  merely  to 
increase  capital,  and  is  allowed  to  live  only  in  so  far  as  the  interest  of 
the  ruling  class  requires  it.”  In  his  treatise  on  Capital,  Marx  built  up 
an  intricate  theory  of  the  hopeless  struggle  of- labor  for  a  better  wage. 
He  held  that  capital  would  always  hire  labor  at  the  lowest  possible  wage. 
And  this  lowest  possible  wage  would  be  merely  the  amount  necessary 
to  prevent  present  laborers  from  starving  and  to  enable  them  to  repro¬ 
duce  their  kind  for  the  future.  Cost  of  labor  was  viewed  as  the  cost  of 
reproducing  work  animals.  These  human  work  animals  would  be  paid 
by  capital  only  enough  to  provide  their  crude  and  miserable  existence. 
But  the  value  of  their  product  wrould  be  much  above  their  existence 
price.  This  excess  he  termed  surplus  value.  The  return  gained  by 
capital  was  produced  by  labor  and  justly  belonged  to  labor,  but  was 
stolen  by  capital.  Unrequited  labor,  or  stolen  wrages,  were  regarded  as 
the  source  of  the  exploitation  of  which  capitalists  were  accused. 

Orthodox  economics  of  the  present  day  does  not  accept  the  Marxian 
doctrine.  That  doctrine  erred  in  attributing  to  labor  the  sole  and  ex¬ 
clusive  quality  of  productivity.  Modern  economics  considers  that  land 
and  capital  as  well  as  labor  are  entitled  to  productive  shares. 

Marginal  Elements  in  Wage  Determination. — The  following  account 
of  marginal  theory  is  probably  the  general  line  of  reasoning  most  com¬ 
monly  accepted  among  pi’esent  day  economic  authorities.  It  is  an  out¬ 
growth  of  the  good  and  bad  features  of  the  theories  which  preceded. 
Earlier  theories  suffered  sharp  critical  attacks  and  many  parts  were 
chopped  away  while  certain  parts  survived  the  attacks  and  merged 
themselves  with  the  final  marginal  theory  of  wages.  We  cannot  in  this 
treatise  give  detailed  analysis  of  the  strong  and  weak  points  of  these 
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earlier  theories.  It  is  sufficient  to  make  clear  the  fact  that  the  theory 
of  today  is  an  outgrowth  and  development  of  earlier  theories.  Doubtless 
this  marginal  theory  will  prove  but  a  stepping-stone  to  a  more  useful 
and  penetrating  wage  analysis  in  a  later  period.  Indeed,  severe  assaults 
have  already  been  made  upon  marginal  principles,  and  many  authorities 
believe  that  they  are  already  in  a  process  of  disintegration. 

Marginal  theory  involves  an  application  of  the  marginal  concept  to 
various  factors  in  the  wage  contract.  First,  we  may  apply  it  to  the 
laborers  themselves.  Marginal  laborers  tend  to  set  the  price  below  which 
wages  cannot  fall  for  all  laborers.  Marginal  laborers  may  be  viewed 
either  as  the  least  willing  or  as  the  least  effective  laborer's.  In  all 
branches  of  industry  are  found  laborers  who  are  barely  persuaded  to 
stay  in  the  industry  by  the  wage  rate  they  receive.  If  any  further  cut 
were  made,  these  dissatisfied,  reluctant,  marginal  laborers  would  detach 
themselves  from  the  industry.  Wage  cuts  drive  out  marginal  laborers, 
and  at  the  lowered  rates,  laborers  who  are  marginal  at  lower  levels 
appear.  Willingness  to  work  at  a  certain  rate  is  one  thing;  ability  to 
work  effectively  is  quite  another  thing.  Everybody  is  willing  to  work 
in  jobs  paying  the  most  money  and  operating  under  most  attractive 
conditions.  But  only  a  limited  few  are  capable  and  qualified.  The 
workers  in  any  grade  or  occupation  may  be  divided  into  descending  scales 
of  excellent,  good,  fair,  mediocre,  poor,  and  useless.  The  wage  rate  of 
the  group  will  not  be  based  upon  the  efficiency  of  the  excellent,  but  upon 
the  efficiency  of  the  fair,  mediocre,  or  even  the  poor.  The  least  effective 
workers  in  the  factory,  the  mill,  and  the  mine  tend  to  set  the  wage  which 
must  necessarily  be  paid  to  the  more  effective  workers.  Marginal  workers 
are  the  least  effective  and  the  least  willing  workers  in  any  trade  and  in 
all  trades. 

It  should  be  noted  carefully  that  the  point  where  marginality  falls 
depends  closely  upon  the  scarcity  or  plenty  of  laborers.  If  a  huge  supply 
of  laborers  is  present,  because  of  immigration  or  high  birth  rate,  then 
the  marginal  laborer  will  be  one  who  cannot  afford  to  be  unwilling  to 
take  almost  any  wage  offered  him.  The  marginal  point  may  then  be 
battered  down  to  the  bare  level  of  subsistence.  If  labor  supply  is  re¬ 
stricted,  the  scarcity  of  laborers  will  enable  the  least  willing  and  least 
effective  workers  to  hold  out  for  high  rates  of  pay.  The  marginal  factor 
is  fundamentally  a  scarcity  factor.  Marginal  elements  are  supply  ele¬ 
ments.  How  far  down  the  scale  we  will  find  the  least  effective  and  least 
willing  laborers  depends  upon  the  supply  of  laborers  at  the  given  time 
and  place.  Scarcity  is  a  basic  governing  factor  in  marginality  of  labor. 

Secondly,  the  marginal  principle  applies  to  the  status  of  the  en¬ 
trepreneur  or  employer.  The  marginal  employer  may  be  viewed  both  as 
the  least  willing  employer  and  the  least  effective  employer.  In  general, 
the  least  willing  employers  are  those  who  expect  to  gain  least  from 
employing  labor.  They  are  least  willing  because  they  are  least  successful 
in  making  a  profit.  They  are  least  willing  to  pay  a  given  rate  to  labor 
because  they  can  least  afford  to  pay  a  given  rate.  In  other  words  they 
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are  least  willing  because  they  are  least  effective.  Employers  who  just 
barely  cover  expenses  are  the  employers  wrho  represent  the  wage  rate 
which  all  employers  must  pay.  More  successful  employers  could  afford 
to  pay  more,  but  they  do  not  have  to,  since  the  marginal  employers  in¬ 
fluence  the  wages  of  all  employers.  The  marginal  producer  is  the  pro¬ 
ducer  at  whose  hands  wage  rates  are  fixed.  What  he  is  able  to  pay  is 
the  high  point  in  wage  rates.  Beyond  that  point  it  is  unnecessary  for 
better  employers  to  go. 

Marginal  employees  and  marginal  employers  represent  the  battle 
lines  where  wage  rates  are  won  and  lost.  If  wages  are  cut  too  low, 
marginal  employees  will  quit  the  employment.  If  wages  are  forced  too 
high,  marginal  employers  will  he  driven  out  of  business.  These  marginal 
factors  cannot  be  adequately  interpreted,  however,  without  introducing 
a  third  marginal  factor,  namely,  marginal  productivity.  The  product  of 
labor  has  a  fundamental  influence  upon  the  price  paid  for  labor. 

The  marginal  productivity  of  labor  is  the  productivity  of  the  least 
effective  units  of  labor  in  each  given  employment.  The  lowest  units  of 
labor  add  the  least  product.  Any  employer  finds  all  degrees  of  efficiency 
among  each  kind  of  his  employees.  Let  us  assume  that  he  grades  each 
kind  in  the  scale  of  their  individual  efficiency  from  highest  to  lowest. 
The  productivity  of  each  man  in  the  scale  is  what  the  employer  would 
lose  by  not  employing  him.  Or  we  may  say  that  the  productivity  of  each 
man  is  what  he  adds  to  the  product  of  the  establishment.  His  product 
is  the  amount  by  which  he  can  increase  the  output  for  the  employer. 
The  test  of  what  each  workman  adds  to  product  is  what  would  be  lost 
to  product  by  his  withdrawal  from  the  work.  If  we  take  away  one  unit 
of  labor,  what  diminution  of  product  occurs?  If  we  add  one  unit  of 
labor,  wdiat  increment  of  product  occurs?  The  answers  to  these  ques¬ 
tions  are  the  tests  of  the  productivity  of  each  unit  of  labor.  Now,  as  we 
go  down  the  scale  of  decreasing  efficiency,  we  find  that  successive  laborers 
turn  out  less  and  less  additional  product.  And  eventually  we  come  to 
those  units  of  labor  whose  product  is  barely  enough  to  cover  the  expenses 
of  turning  out  the  product.  When  labor  productivity  is  so  low  that 
product  equals  cost,  and  net  gains  are  zero,  the  point  of  marginal  pro¬ 
ductivity  has  been  reached. 

Any  f  urther  employment  of  labor  would  then  result  in  a  net  loss  to 
the  employer.  Any  less  employment  of  labor  would  mean  that  the 
employer  was  not  making  the  largest  gain  possible.  Employers  will 
tend  to  employ  successive  units  of  labor,  even  though  efficiency  is  de¬ 
creasing,  until  the  point  is  reached  where  labor  productivity  is  barely 
sufficient  to  cover  expense.  This  tendency  is  only  a  tendency.  It  is  at 
best  imperfectly  realized.  It  requires  an  assumed  state  of  free  and 
perfect  competition.  It  is  hypothetical.  But  as  a  tendency,  nevertheless, 
it  serves  to  fasten  attention  upon  a  fundamental  force  which  is  operative 
in  wage  determination.  It  emphasizes  the  direction  in  which  a  major 
influence  is  moving.  Marginal  productivity  is  the  goal  and  resting 
point  toward  which  wages  tend  in  each  plant,  each  branch  of  industry, 
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and  in  each  national  organization  of  industry  taken  as  a  whole.  Every 
employer  will  seek  to  employ  additional  labor  as  long  as  it  adds  more 
value  to  the  product  than  the  cost  of  the  labor.  As  long  as  the  employer 
gets  more  for  the  product  than  he  pays  for  it  by  adding  more  labor  it 
is  to  his  advantage  to  increase  the  labor  factor.  The  marginal  product 
of  labor  will  be  the  dividing  line  beyond  which  no  profit  can  be  made 
from  additional  employment  of  labor. 

The  rate  which  is  warranted  by  the  marginal  product  of  labor  is 
also  the  rate  which  is  paid  to  all  laborers  in  the  same  group.  In  dis¬ 
cussing  the  value  of  commodities,  we  emphasized  the  fact  that  marginal 
utility  sets  the  price  of  all  units.  All  buyers  get  the  commodity  for 
the  price  which  the  marginal  buyer  is  willing  to  pay.  Likewise  in  the 
case  of  labor,  the  wage  which  is  put  upon  the  labor  producing  marginal 
product  is  the  wage  for  all  labor  in  the  same  group.  The  marginal 
rate  is  the  standard  rate.  Each  unit  of  labor  is  worth  to  the  employer 
what  the  last  unit  produces.3  This  is  in  accord  with  the  law  of  one 
price  in  one  market.  The  law  of  one  price  has  already  been  explained 
with  reference  to  the  price  of  commodities,  and  it  may  now  be  applied  to 
the  price  of  labor.  The  first  units  of  labor,  although  more  productive 
if  they  alone  were  used,  bring  the  same  pay  as  the  last  units  of  labor 
in  the  group.  First  units,  middle  units,  all  units  in  the  group  are  priced 
at  the  same  rate  as  the  last  or  marginal  units.  Uniformity  of  wages  at 
the  level  of  marginal  product  for  all  laborers  doing  the  same  kind  of 
work  is  the  essence  of  the  process  of  wage  fixing. 

The  marginal  principle  is  difficult  to  visualize  with  labor  as  a  lump 
mass,  but  it  is  easy  to  visualize  when  labor  is  viewed  in  different  grades. 
At  the  bottom  of  the  labor  scale  is  common  labor  of  the  humblest  kind. 
At  the  top  of  the  labor  scale  are  high  salaried  managers  and  professional 
men.  Between  these  lower  and  upper  extremes  are  all  grades  and  degrees 
of  superior  common  labor,  semi-skilled  labor,  and  highly  skilled  labor. 
The  men  in  the  topmost  grade  receive  high  pay.  But  the  least  willing 
and  least  effective  workers  in  that  grade  are  on  the  borderline  between 
staying  in  and  getting  out.  They  are  at  the  margin  of  indifference 
between  that  grade  and  the  next  lower  grade  of  labor.  Some  will  be 
driven  below  the  margin  of  indifference  into  the  grade  of  highly  skilled 

s  It  should  be  noted  that  even  though  the  successive  units  of  labor  be  equal  in 
willingness  to  work  and  ability  to  work,  their  product  will  not  necessarily  be  the 
same.  As  successive  units  of  labor  of  the  same  strength  and  intelligence  are  drawn 
into  use,  the  additions  of  effort  will  gradually  yield  less  and  less  product.  Decreas¬ 
ing  productivity  of  additional  units  of  labor  effort  may  be  due  to  diminishing  returns 
because  of  size  of  management  or  limitation  of  other  factors.  But  more  especially 
decreasing  productivity  of  additional  units  of  effort  may  be  due  to  the  fact  that  the 
added  supply  of  the  product  may  so  alter  the  relation  between  supply  and  demand 
as  to  depress  the  price  and  exchange  value  severely.  Additional  units  of  effort 
yield  increased  total  supply.  Increased  supply  tends  to  depress  prices.  As  the 
price  of  the  product  falls,  the  product  of  each  additional  unit  of  labor  is  worth 
less  and  less.  The  fall  in  the  value  of  additional  product  is  not  due  to  any  slack¬ 
ing  in  effort  on  the  part  of  the  laborer.  He  may  be  working  harder  than  ever 
before,  but  his  additional  product  will  be  worth  less  and  less  because  increased 
supply  has  brought  prices  down. 
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workmen,  of  foremen,  and  the  like.  These  workmen  will  be  individuals 
who  could  not  add  sufficient  product  in  the  topmost  grade  to  warrant 
their  retention  in  that  grade.  But  in  the  next  lower  grade,  a  similar 
development  will  also  be  taking  place.  Some  of  the  skilled  workmen 
will  he  ineffective  and  unwilling.  They  will  not  be  able  to  add  enough 
product  to  warrant  their  retention  in  that  grade.  Hence,  they  will  be 
found  at  the  borderline,  or  margin  of  indifference,  for  that  grade.  But 
as  the  sub-marginal  skilled  workers  are  driven  out  of  the  skilled  grade, 
they  will  pass  down  into  semi-skilled  or  unskilled  grades.  And  there 
again  will  be  found  workmen  at  the  margin  of  indifference.  And  finally 
will  come  the  margin  of  indifference  of  the  lowest  grade  of  common 
labor.  Now,  men  who  are  on  the  margin  of  indifference  here  have  only 
the  alternative  of  quitting  work  altogether.  There  is  no  other  task  to 
which  they  can  turn  their  hands.  If  wages  are  cut  so  low  as  to  drive 
them  out  of  their  jobs,  they  may  emigrate  from  the  country,  or  join  the 
ranks  of  the  unemployed,  or  restrict  the  size  of  their  families,  or  die  off, 
or  start  a  revolution,  or  organize  a  labor  union.  But  in  any  event,  they 
are  sub-marginal  even  for  the  lowest  grade  of  labor.  Their  added 
product,  if  employed,  would  not  be  enough  to  cover  the  added  cost  of 
employing  them. 

These  grades  of  labor  have  been  termed  “non-competing”  groups. 
In  a  broad  and  general  sense,  they  are  non-competing.  The  common 
laborer  does  not  compete  with  the  manager  for  the  same  position.  The 
unskilled  does  not  compete  with  the  skilled.  Members  within  each  group 
compete  with  each  other,  but  the  group  as  a  whole  does  not  compete 
with  other  groups  as  a  whole. 

The  inability  to  compete,  moreover,  shows  a  pronounced  tendency 
to  persist.  Even  if  wages  in  higher  groups  become  very  lucrative,  it  is 
with  exceeding  sluggishness  that  lower  groups  qualify  themselves  for  the 
higher  work  in  order  to  obtain  the  higher  pay.  The  higher  groups  re¬ 
main  higher  and  the  lower  groups  remain  lower.  The  economist  ex¬ 
presses  this  sluggish  tendency  by  stating  that  labor  groups  are  highly 
immobile.  Their  inertia  by  groups  is  immobility.  If  demand  for  labor 
in  one  group  becomes  intense,  nevertheless  the  inertia  of  the  lower 
groups  will  slow  up  the  tendency  for  the  new  demand  higher  up  to  be 
satisfied.  The  immobility  of  non-competing  groups  accounts  in  large 
measure  for  the  differences  of  wages  between  the  groups.  If  members 
of  one  group  could  pass  over  with  utmost  ease  into  the  ranks  of  a  higher 
group,  wages  would  be  equalized  throughout  all  occupations.  But  dif¬ 
ferences  of  wages  persist,  and  the  reason  for  their  persistence  is  the 
immobility  of  the  non-competing  grades  of  labor. 

We  may  ask,  furthermore,  why  the  grades  show  this  quality  of 
immobility?  In  part,  the  reason  lies  in  differences  of  inborn  abilities. 
Native  capacity  differs  sharply  as  between  the  brilliant  executive  and 
the  sodden  laborer,  between  the  sensitive  skill  of  the  mechanic  and  the 
crude  ignorance  of  the  lowest  classes  of  labor.  The  inequality  of  inborn 
capacities  is  inferred  by  scientific  tests  of  intellectual,  emotional,  and 
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physical  qualities  as  well  as  by  common  observation.  Only  the  rare 
individual  shows  the  natural  qualities  which  make  for  the  highest  success. 
But  in  part,  the  reason  lies  beyond  native  capacities.  It  lies  in  the 
stratification  of  opportunity  which  appears  in  society.  The  children  of 
the  common  laborer’s  family  are  likely  to  be  put  to  work  at  an  early 
age,  to  be  denied  an  education,  to  be  exposed  to  a  social  environment 
which  kills  ambition  and  stifles  aspiration.  The  children  of  the  higher 
grades  of  workers  have  every  opportunity  to  make  the  most  of  their 
talents.  They  are  encouraged,  inspired,  educated.  Doubtless  the  lower 
grades  of  labor  possess  an  immense  store  of  untapped  ability.  Their 
latent  capacities  have  never  been  released  because  their  economic  and 
social  environment  has  never  been  favorable.  The  smouldering  and 
dormant  powers  in  the  common  man  are  doubtless  very  great,  but  social 
stratification  makes  the  release  of  these  powers  very  slow  and  tedious 
indeed. 

We  may  add  a  third  factor  to  the  two  that  have  already  been  men¬ 
tioned  as  accounting  for  differences  in  wages.  In  addition  to  inequalities 
in  inborn  abilities  and  inequalities  in  opportunity  and  environment,  we 
may  mention  inequalities  in  scarcity  of  the  given  grades  of  population. 
The  higher  grades  of  labor  show  the  smallest  birth  rate.  They  have 
small  families.  Consequently,  there  is  a  marked  scarcity  of  the  children 
of  the  high  paid  grades  of  labor.  Population  restriction  limits  labor 
supply  in  those  grades,  and  enables  them  to  keep  wages  up.  Contrast 
with  this  the  condition  of  the  families  of  low  paid  workers.  High  birth 
rates,  large  families,  over-supply  of  low  paid  labor,  is  the  sequence  of 
events.  Population  multiplies,  and  scarcity  of  labor  is  destroyed.  When 
scarcity  is  undermined,  wage  rates  are  undermined.  Inequalities  of 
birth  rate  and  family  increase  are  fully  as  important  as  inequalities  of 
native  ability  or  of  social  opportunity.  These  inequalities  among  the 
grades  and  groups  of  labor  largely  account  for  the  inequalities  in  wages 
paid  the  various  groups.  Speaking  in  marginal  terms,  these  underlying 
factors  determine  the  marginal  product  of  labor  in  the  given  groups  and 
grades.  Marginal  product,  as  previously  explained,  determines  the  wage 
rate  for  each  kind  of  labor. 

Inequalities  of  native  ability ,  of  social  opportunity,  of  family  in¬ 
crease,  account  for  inequalities  in  marginal  productivity,  which  in  turn 
govern  the  inequalities  of  wage  rates  among  the  various  groups. 

The  Dependence  of  Wages  upon  the  Other  Factors  in  Production. — 
The  productivity  of  labor  depends  upon  the  use  made  of  the  other 
factors  in  production.  Labor  well  supplied  with  efficient  capital  can 
produce  much  more  than  labor  with  scant  capital.  Not  only  the  amount 
of  capital  but  the  technological  quality  of  the  capital  influences  the 
product  which  will  be  made  from  a  unit  of  labor.  The  marginal  product 
of  labor  tends  to  be  highest  when  a  good  quantity  of  the  best  capital  is 
available  for  use.  Likewise,  labor  productivity  depends  upon  the  land 
factor  in  production.  The  same  labor  performed  upon  two  different 
land  areas,  the  one  fertile,  the  other  inferior,  will  result  in  sharply 
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different  amounts  of  products.  In  countries  where  the  population  is 
not  congested  and  where  the  soil  is  rich,  the  marginal  product  of  labor 
tends  to  be  high.  In  countries  of  congested  population,  and  mediocre 
land,  the  marginal  product  of  the  laborers  on  the  soil  tends  to  be  low. 

Some  authorities  have  maintained  that  each  factor  in  production 
yields  a  separate  and  specific  product.  It  should  be  apparent  however 
that  the  product  of  labor  is  not  wholly  separate  from  the  products  of 
other  factors,  but  decidedly  dependent  upon  those  factors.  The  marginal 
product  of  labor  will  be  no  higher  than  the  capital  and  land  factors  in 
production  will  permit.  The  product  of  labor  is  the  resultant  of  labor 
and  the  other  factors  in  production.  And  since  the  amount  and  char¬ 
acter  of  the  land  and  capital  elements  may  sharply  raise  or  lower  the 
product  resulting  from  the  effort  of  labor,  the  product  is  not  separate 
and  specific  to  labor,  but  is  general  and  relative  to  the  cooperating  factors 
in  production. 

The  roles  of  the  other  factors  may  be  viewed  in  marginal  terms. 
The  last,  units  of  capital  employed  are  marginal  units  and  likewise  the 
last  units  of  land  employed.  The  marginal  product  of  capital  or  of 
land  is  the  product  of  the  last  units  used.  If  the  marginal  products  of 
these  factors  are  high,  the  marginal  product  of  labor  will  tend  to  be 
high.  The  best  land  and  the  best  capital  being  used,  the  best  results  of 
labor  may  be  expected.  The  marginal  products  of  land  and  of  capital 
condition  the  marginal  product  of  labor,  which  in  turn  shapes  the  wage 
rates  for  all  laborers  of  a  given  kind.  The  relationships  between  the 
factors  in  production  are  cooperative,  not  independent  and  separate. 
The  marginal  productivity  of  the  labor  factor  is  vitally  dependent  upon 
the  marginal  productivity  of  all  other  factors  in  production. 

The  Value  of  Labor  Derived  from  the  Value  of  its  Products. — The 
ultimate  forces  governing  labor  value  must  be  looked  for  in  the  value 
of  the  commodities  produced  by  labor.  Why  can  the  manufacturer  pay 
good  wages?  Because  consumers  attach  high  marginal  utility  to  the 
goods  manufactured.  Why  can  retail  stores  pay  given  rates  of  wages? 
Because  consumers  stand  ready  to  buy  given  quantities  of  goods  at 
given  prices.  The  value  of  labor  arises  from  the  value  of  the  products 
of  labor. 

This  version  of  derived  labor  value  may  be  compared  with  the  doc¬ 
trine  that  the  value  of  capital  or  of  land  is  derived  from  the  value  of 
the  products  turned  out  by  capital  and  land.  Capital  goods  are  high  in 
price  when  producers  expect  to  be  able  to  sell  large  quantities  of  finished 
products  to  consumers  at  high  prices.  Iron  and  steel  prices  depend 
upon  automobile  prices.  Cotton  prices  depend  upon  cloth  prices. 
Lumber  prices  depend  upon  furniture  prices.  The  prices  of  consumer’s 
goods  are  the  origin,  source,  and  fountain  of  value,  and  all  agents  in 
production  derive  the  value  of  their  marginal  units  from  the  value  of  the 
finished  things  produced. 

In  marginal  terminology,  we  may  say  that  the  marginal  productivity 
of  labor  depends  upon  the  marginal  utility  of  the  products  of  labor.  The 
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wage  received  by  the  least  effective  worker  depends  upon  the  price  that 
can  be  obtained  for  his  product  from  the  least  willing  buyer.  The  wage 
which  the  least  effective  employer  can  afford  to  pay  depends  upon  the 
price  which  he  expects  to  realize  on  the  products  from  the  least  willing 
consumers.  The  marginal  wage  depends  upon  the  marginal  utility  of 
the  things  made  by  the  wage  laborer.  The  marginal  productivity  of  labor 
is  derived  from  the  marginal  utility  of  the  results  of  labor. 

With  these  factors  in  mind,  it  is  readily  seen  that  the  word,  “pro¬ 
ductivity,”  is  used  in  a  very  special  sense.  Unless  this  special  sense  is 
clearly  perceived,  the  student  will  see  nothing  more  to  the  marginal 
productivity  theory  of  wages  than  the  circular  law  that  a  man  gets  what 
he  earns  and  earns  what  he  gets.  AVhen  we  state  that  the  laborer  re¬ 
ceives  a  wage  which  is  governed  by  his  marginal  productivity,  we  mean 
his  productivity  of  exchange-value.  Productivity  must  be  taken  in  the 
pecuniary  sense,  as  a  price  term. 

Let  us  assume  an  illustration.  The  marginal  product  of  an  energetic, 
intelligent,  hard  working  laborer  in  a  field  where  labor  is  scarce,  where 
capital  is  inferior,  where  land  location  is  poor  will  be  assumed  to  be  one 
pair  of  shoes  in  one  day  of  labor.  In  another  community,  the  marginal 
product  of  a  lazy,  ignorant,  easy-going  laborer  in  a  field  where  labor  is 
plenty,  where  capital  is  the  best,  where  land  location  is  ideal  will  be 
assumed  to  be  one  pair  of  shoes  in  one  day  of  labor.  Now,  in  a  physical 
sense,  the  product  is  identical.  The  fine  laborer  and  the  despicable 
laborer  produced  the  same  physical  product.  All  this  is  purely  physical. 
But  turn  to  the  exchange-value  aspect  of  the  ease.  In  the  former  com¬ 
munity,  where  labor  scarcity  limits  the  quantity  of  shoes,  and  where 
marginal  utility  of  shoes  is  high,  the  pair  of  shoes  will  be  sold  for  $10.00. 
But  in  the  latter  community,  where  labor  plenty  expands  the  quantity 
of  shoes  and  where  marginal  utility  of  shoes  is  low,  the  pair  of  shoes 
will  be  sold  for  $5.00. 

What  is  the  marginal  product  of  the  laborer?  In  the  physical  sense 
of  terms,  it  is  one  pair  of  shoes  in  each  case.  But  in  the  money  economy, 
pecuniary  terms  prevail.  There  the  marginal  product  of  labor  depends 
upon  the  money  price  of  things,  the  exchange  value  of  the  product. 
We  may  assume  that  the  former  worker  earns  a  wage  of  $8.00  a  day, 
whereas  the  latter  worker  earns  a  wage  of  only  $4.00  a  day.  Then,  the 
marginal  productivity  of  the  first  man’s  labor  is  $8.00  and  the  marginal 
productivity  of  the  last  man’s  labor  is  only  $4.00.  In  physical  terms, 
the  result  of  the  labor  is  identical,  but  in  pecuniary  terms,  the  result  in 
one  case  is  double  that  in  the  other. 

Let  us  assume  another  case.  Two  laborers  of  equal  brain  and  brawn 
work  in  two  different  branches  of  enterprise.  They  toil  equally  hard. 
They  work  equally  long.  Will  it  follow  that  they  receive  equal  pay? 
Not  at  all.  Productivity  is  not  the  same  as  effort.  It  is  not  the  same 
as  honest  endeavor.  It  is  not  the  same  as  hard  work.  Productivity  is 
the  making  of  exchange  values.  No  matter  if  two  laborers  work  equally 
hard  in  their  respective  fields,  if  the  product  of  one  laborer  will  sell  in 
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the  commodity  markets  for  twice  what  the  product  of  the  other  will 
bring,  the  productivity  of  the  first  laborer  is  double  that  of  the  second. 
Productivity  refers  only  incidentally  to  goods ;  it  refers  primarily  to 
price  gains  expected  from  the  sale  of  the  goods.  The  increment  of  price 
resulting  from  labor  is  the  sole  economic  measure  of  the  productivity  of 
labor. 

The  theory  of  productivity  must  be  revamped  to  suit  the  vocabulary 
of  the  money  economy.  People  generally  attach  some  element  of  service 
to  productivity.  The  term  implies  for  them  definite  ethical  or  moral 
values.  They  think  of  some  spiritual  desert.  They  are  talking  of  some 
abstract  form  of  justice.  But  all  that  is  irrelevant  in  our  economic 
analysis.  The  gain  falls  from  heaven  alike  upon  the  just  and  upon  the 
unjust.  Fortune  smiles  equally  upon  those  marginal  producers  who  are 
turning  out  pink  pills,  spurious  patent  medicines,  or  the  bread  of  life. 
Desert  is  rewarded  not  in  proportion  to  the  ethical  worth  of  the  worker 
nor  to  the  sweat  of  his  brow,  but  to  the  exchange-value  of  the  lifeless 
matter  which  he  turns  out.  Productivity  is  pecuniary.  The  marginal 
producer  makes  dollars,  and  only  incidentally  goods.  Productivity  of 
money  gain  is  the  thing  itself.  In  the  money  economy  this  is  the  acid 
test  of  productivity, — there  is  no  other, — the  popular  conceptions  of 
service  and  reward  therefor  to  the  contrary  notwithstanding. 

But  all  this  must  not  be  allowed  to  take  on  the  cast  of  sordidness. 
From  a  social  standpoint  we  may  cheek  up  on  money  productivity.  We 
may  inquire  to  what  extent  pecuniary  productivity  results  in  social 
productivity.  At  times  and  places  the  two  coincide.  At  times  and  places 
pecuniary  productivity  yields  a  modicum  of  social  gain  and  a  mountain 
of  private  gain.  At  times  and  places,  pecuniary  productivity  yields 
social  exploitation  and  misery,  and  private  riches  unbounded. 

Although  we  may  apply  the  social  check  as  drastically  as  we  please, 
the  fact  remains  that  productivity  in  the  business  world  is  a  purely 
pecuniary  concept.  Productivity  depends  not  upon  the  human  worth 
of  the  goods  for  health  and  happiness  and  character,  but  upon  the 
saleability  of  the  goods  as  determined  by  the  drives  of  advertisers  and 
salesmen  to  break  down  consumer  resistance.  Productivity  depends  not 
upon  tons,  bushels,  and  yards  turned  out  but  upon  dollars  taken  in. 
Productivity  depends  not  upon  mere  effort  and  earnestness  and  all  the 
virtues  of  the  calendar,  but  also  upon  the  scarcity  of  labor,  the  scarcity 
of  the  goods  produced,  the  intensity  of  the  demand.  Productivity  is 
great  where  scarcity  is  great  and  slight  when  scarcity  is  wanting.  Effort, 
ability,  endeavor,  may  remain  the  same  on  the  part  of  labor,  but  scarcity 
will  do  more  to  give  the  laborer  a  big  share  of  the  product  than  all  the 
fine  virtues  in  the  world.  Productivity  of  exchange-value  is  the  concept 
to  which  we  must  return,  from  whatever  angle  we  approach  the  problem. 

Conclusion. — The  share  of  labor,  like  the  share  of  other  agents  of 
production,  is  determined  by  the  marginal  product  of  the  agent,  product 
being  used  not  in  the  physical  but  in  the  pecuniary  sense. 
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WAGE  CONDITIONS  AND  PROBLEMS 

Proportional  Importance  of  Labor  and  Other  Factors. — The  factors 
in  production  may  be  combined  in  any  number  of  different  proportions. 
But  in  each  plant  and  each  industry,  some  one  proportion  will  be  found 
to  give  the  largest  profit.  This  proportion  is  the  one  which  business 
men  will  tend  to  adopt.  The  proportionality  of  factors  of  production 
recpiires  that  land,  labor,  capital,  and  management  be  in  the  most  ad¬ 
vantageous  relations  with  each  other.  In  one  industry,  the  main  cost  of 
production  will  be  wages.  In  another,  it  will  be  land.  In  another  it 
will  be  capital.  This  variety  of  proportions  is  found  in  wide  range  as 
one  moves  from  trade  to  trade  over  the  nation’s  economic  life.  The 
variations  may  be  illustrated  by  a  graphic  account  of  the  practice  in  a 
selected  list  of  industries.  The  diagrams  on  page  364  show  the  percent¬ 
ages  of  total  value  of  manufactured  products  represented  by  wages  as 
contrasted  with  other  factors.  Cost  of  materials  includes  labor  and 
capital  costs  in  the  earlier  stages  of  production,  such  as  mining,  where 
materials  are  being  prepared  for  the  manufacturing  stage.  After  wages 
and  cost  of  materials  have  been  met,  the  balance  of  the  total  value  of 
products  represents  interest,  dividends,  rents,  taxes,  selling  expenses,  etc. 

The  first  diagram,  dealing  with  all  manufacture,  shows  that  wages 
come  below  materials  as  a  major  item  of  cost,  but  are  nearly  equal  to 
the  balance  of  all  other  agents  in  production.  Moreover,  the  relative 
wage  cost  in  all  manufacture  has  remained  fairly  constant  from  1899 
to  1923.  Over  a  period  of  twenty-four  years,  wages  absorbed  less  than 
20  per  cent  of  the  cost  of  the  manufactured  products. 

The  average  distribution  does  not,  however,  hold  for  the  individual 
industries.  In  furniture,  glass  and  steel,  wages  are  a  more  important 
fraction  of  total  product.  But  in  slaughtering  and  meat  packing,  the 
labor  share  is  very  small,  amounting  to  less  than  10  per  cent  of  the  total 
value  of  products. 

Not  only  are  the  differences  between  industries  .obvious,  but  also  the 
differences  in  the  same  individual  industry  from  year  to  year.  In  steel 
and  meat  packing,  the  labor  share  increased  during  the  period,  but  in 
cement,  glass,  and  motor  vehicles,  it  decreased.  In  the  latter  industries, 
the  introduction  of  machinery  led  to  a  reduction  in  the  importance  of 
the  labor  factor.  Tlie  importance  of  machine  capital  was  enhanced  and 
the  importance  of  labor  power  diminished.  The  diagrams  are  sufficient 
to  emphasize  variability  in  the  proportioning  of  the  factors  in  produc¬ 
tion.  The  marginal  productivity  of  labor  is  reached  in  some  industries 
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by  paying  to  labor  less  than  10  per  cent  of  the  value  of  the  product, 
but  in  other  industries  is  reached  only  by  paying  to  labor  30  per  cent 
or  more  of  the  product. 

The  problem  of  proportioning  the  factors  in  each  plant  and  in  each 
industry  is  a  most  important  one.  The  entrepreneur  must  calculate  the 
result  of  a  little  more  of  this  factor,  a  little  less  of  that  factor.  He  must 
ascertain  the  gain  or  loss  from  adding  to  labor  and  deducting  from 
capital  expense.  His  strategy  of  combining  the  agents  of  production  is 
indispensable  to  his  success  as  a  business  manager. 


Percentages  op  Total  Value  op  Manufactured  Products  Represented  by 
Wages,  Cost  op  Materials,  and  Other  Factors  * 
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*  The  graphs  are  obtained  from  estimates  made  at  five-year  intervals  by  the  United 
States  Bureau  of  the  Census.  The  graphs  are  as  prepared  by  the  Monthly  Review  of  the 
Federal  Reserve  Bank  of  New  York  for  April  1,  1925. 


The  Trend  of  Real  Wage  Income. — The  laborer  views  his  welfare 
from  the  standpoint  of  the  increase  or  decrease  in  what  his  wages  will 
buy.  If  his  wage  is  increased  10  per  cent  but  prices  of  everything  he 
buys  are  increased  20  per  cent,  obviously  the  laborer  loses  rather  than 
gains.  The  laborer  is  anxious  to  have  as  much  money  as  possible  and  to 
have  each  dollar  of  his  money  buy  as  many  commodities  as  possible.  As 
his  real  income  increases,  he  can  raise  his  standard  of  living.  He  can 
enjoy  more  of  the  comforts  and  luxuries  of  life.  He  can  give  his  children 
better  educational  opportunities.  He  can  maintain  a  better  home.  The 
rays  of  hope  brighten  as  real  wages  increase.  The  pall  of  discouragement 
descends  as  real  wages  decrease. 
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The  real  wages  of  labor,  based  upon  daily  and  weekly  earnings,  have 
been  estimated  as  follows  for  a  period  of  nearly  three-quarters  of  a 
century : 


Estimated  Real  Wages,  1820-1890  * 
,(1913  =  100) 


Years 


Index 


1820-9  .  46 

1830-9  .  48 

1840-9  .  56 

1850-9  .  52 

1860-9  .  53 

1870-9  .  77 

1880-9  .  85 

1890-9  .  103 


*  See  A.  H.  Hansen,  American  Economic  Review,  Volume  XV,  p.  33. 


These  estimates  reveal  a  marked  increase  over  a  period  of  seventy 
years.  AVages  more  than  doubled  in  purchasing  power  over  commodities. 
Yet  this  increase  was  uneven  and  unsteady.  The  decade  before  the  Civil 
AVar  was  a  period  of  falling  real  wages.  The  decades  immediately  fol¬ 
lowing  the  Civil  War  show  a  rapid  rise  of  real  wages.  The  progress 
of  labor  was  unsteady  and  uneven. 

The  trend  of  real  wages  from  1890  to  1918,  as  found  in  ten  major 
industries,  was  downward.  Douglas  estimates  real  wages  in  this  period 
as  follows : 1 


Purchasing  Power  op  Full-Time  Weekly  Earnings 
(1890-9  =  100) 


Index 

Index 

of  Real 

of  Real 

Year 

Wages 

Year 

Wages 

1890  . 

.  98.4 

1905  . 

.  98.3 

1891  . 

.  96.8 

1906  . 

.  98.6 

1892  . 

.  99.3 

1907  . 

.  98.2 

1893  . 

.  97.5 

1908  . 

.  94.6 

1894  . 

.  98.7 

1909  . 

.  90.7 

1895  . 

.  101.2 

1910  . 

.  87.8 

1896  . 

.  104.6 

1911  . 

.  90.1 

1897  . 

.  103.2 

1912  . 

.  85.9 

1898  . 

.  100.5 

1913  . 

.  86.8 

1899  . 

.  100.8 

1914  . 

.  87.0 

1900  . 

.  101.6 

1915  . 

.  86.6 

1901  . 

.  97.6 

1916  . 

.  80.8 

1902  . 

.  95.1 

1917  . 

.  64.0 

1903  . 

.  97.6 

1918  . 

.  70.4 

1904  . 

.  96.9 

i  See  Paul  H.  Douglas  and  Frances  Lamberson,  American  Economic  Review, 
Volume  XI,  pp.  409-426. 
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Real  wages  fell  off  in  these  industries  nearly  30  per  cent.  The  par¬ 
ticular  industries  studied  may  not  be  representative  of  all  economic 
activity,  but  it  is  believed  that  even  though  the  selected  lines  exaggerate 
the  general  decline,  nevertheless  they  do  not  err  in  emphasizing  that  a 
decline  actually  did  occur. 

The  data  are  brought  down  through  the  post-war  period  by  the  fol¬ 
lowing  table : 


Indexes  of  Real  Wages  in  the  United  States  * 
(1890-9  =  100) 


Year 

Purchasing  Power  of 
an  Hour’s  Wage 

Real  Full-time  Weekly 
Wages 

1890-9  . 

100 

100 

1918  . 

88 

1919  . 

83 

83 

1920  . 

100 

89 

1921  . 

115 

93 

1922  . 

117 

91 

1923  . 

110 

95 

*  See  Paul  H.  Douglas,  Proceedings  of  the  Academy  of  Political  Science,  Volume  XI, 
p.  95.  The  hourly  wages  are  drawn  from  sixteen  manufacturing  industries ;  the  weekly 
wages  from  eight  different  groups  of  industries.  Certain  discrepancies  appear  between 
the  findings  of  Hansen  in  the  previous  table  and  those  of  Douglas  in  the  present  table. 
These  are  due  to  different  selections  of  data  and  of  statistical  method. 


These  figures  do  not  allow  for  unemployment  during  part  of  the  year. 
Unemployment  would  make  yearly  earnings  less  than  weekly  earnings 
in  the  rate  of  increase  or  decrease.  But  these  figures  are  sufficient  to 
indicate  that  although  hourly  real  wages  increased,  nevertheless  the 
movement  for  shorter  hours  more  than  offset  the  increase  and  real  weekly 
wages  declined.  The  actual  income  of  the  laborer  appears  to  have 
decreased.  Certain  individual  lines  may  have  gained  but  labor  as  a 
whole  seems  to  have  suffered  a  loss  in  real  income. 

The  increases  in  some  lines  and  the  decreases  in  others  are  a  measure 
of  the  unequal  progress  of  wage  earners.  Some  are  bettering  them¬ 
selves  while  others  are  suffering  severe  losses.  These  inequalities  are 
represented  by  the  indexes  of  the  table  on  page  367. 

Contrast  the  severe  decline  in  real  wages  of  government  employees, 
unskilled  labor,  printing,  and  other  trades  with  the  increase  in  real 
wages  of  bakers,  textile  manufacturers,  and  bituminous  coal  miners.  It 
is  also  interesting  to  note  that  the  union  trades  as  a  whole  lost,  while 
several  non-union  trades  gained.  It  must  be  clear  from  these  figures 
that  labor  cannot  count  upon  any  definite  size  of  wage  as  a  matter  of 
economic  justice.  Abstract  justice  does  not  govern  the  wage  distribu¬ 
tion  between  industries  under  the  modern  regime.  The  force  of  marginal 
productivity  may  be  drawn  upon  to  explain  the  variations.  In  each 
case,  we  can  say  that  marginal  productivity  governed  the  inequality  of 
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change.  But  at  best,  that  answer  leaves  an  important  question  untouched. 
The  vital  question  would  seem  to  be :  What  forces  have  caused  the  changes 
in  marginal  productivity?  If  marginal  product  determines  wages,  what 
determines  marginal  product?  In  reply  to  this  question,  we  have  to 
fall  back  upon  the  scarcity  of  labor  relatively  to  the  marginal  utility  of 
the  product  of  labor.  Scarcity  plus  utility,  i.e.,  supply  and  demand,  are 
the  factors  which  fix  the  point  of  marginal  productivity  in  each  particu¬ 
lar  line.  Hence,  in  any  given  case,  our  method  for  explaining  the  gain 
or  loss  of  wages  is  to  analyze  the  supply  of  labor  in  the  particular  trade 
and  the  demand  for  the  product  on  the  part  of  consumers. 

Variations  in  Trends  of  Wage  Rates  * 


Purchasing  Power, 
in  1923, 
of  Full-time 
Weekly  Earnings 


Industry  ( 1890-99  =  100 ) 

1.  Union  Trades  (as  a  whole) .  95 

(a)  Foundry  and  Machine  Shop .  87 

(b)  Building  Trades  .  100 

(c)  Marble  and  Stone  Work .  93 

(d)  Printing  (Book  and  Job)  .  99 

(e)  Printing  (Newspaper)  .  78 

(f)  Millwork  .  98 

(g)  Bakers  .  121 

2.  Other  Manufacturing  Industries: 

(a)  Woolen  Goods .  116 

(b)  Cotton  Goods  .  114 

(c)  Boots  and  Shoes .  88 

(d)  Hosiery  and  Knit  Goods .  102 

(e)  Men's  Clothing  .  123 

(f)  Lumber  (1923)  .  80 

(g)  Slaughtering  and  Meat  Packing  (1923)  .  83 

3.  Farm  Labor  .  83 

4.  Unskilled  Labor  .  80 

5.  Railway  Labor  .  97 

6.  Seamen  .  77 

7.  Anthracite  Mining  .  97 

8.  Bituminous  Mining  .  139 

9.  Teachers  .  101 

10.  Ministers  .  78 

11.  Government  Employees  (1921)  .  53 

12.  Postal  Employees .  74 


*  Paul  H.  Douglas,  Proceedings  of  the  Academy  of  Political  Science,  Volume  XI,  p.  97. 


It  is  small  wonder  that  the  workman  feels  bewildered  and  frus¬ 
trated  by  the  economic  order.  He  may  see  his  own  wages  dwindle  in 
purchasing  power.  He  may  be  forced  to  give  up  many  enjoyments  and 
advantages.  And  at  the  same  time,  he  may  see  his  neighbor  workman 
leap  ahead  in  wage  income,  and  command  luxuries  and  pleasures  denied 
himself.  With  no  change  in  their  respective  abilities,  with  no  change 
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in  their  effort  as  workmen,  with  no  change  in  their  physical  efficiency, 
their  relative  pecuniary  position  undergoes  a  violent  shift.  Fortunate 
is  the  workman  who  is  employed  in  a  trade  where  labor  is  scarce  and 
where  the  marginal  buyers  pay  high  prices  for  the  product.  If  the 
scarcity  of  labor  of  the  given  kind  is  maintained  and  if  the  product  is  in 
high  demand  among  consumers,  the  value  of  productivity  of  labor  will 
be  high. 

Real  Wages  Compared  with  Production. — Two  series  of  phenomena 
should  be  compared,  namely,  the  trend  of  real  wages  and  the  trend  of 
physical  production.  Real  wages  have  been  defined  as  the  actual  power 
of  the  wage  to  buy  commodities.  The  real  wage  is  the  laborer’s  share 
of  the  tangible  commodities  annually  produced  by  the  nation.  It  must 
be  obvious  that  labor  cannot  consume  more  than  can  be  produced.  The 
laborer’s  consumption  comes  out  of  the  national  product.  The  larger 
the  product  the  greater  the  possibility  of  larger  real  wages.  Now,  in¬ 
dexes  of  production  presented  earlier  in  this  volume  have  shown  that 
physical  production  has  increased  annually  at  an  average  rate  of  about 
2  per  cent  per  capita.  This  rate  has  prevailed  at  least  over  the  period 
of  one  generation.  The  larger  product  would  lead  us  to  expect  a  larger 
wage  income  paid  out  of  that  product.  But  the  above  indexes  of  real 
wages  show  the  contrary  of  such  an  expectation.  Real  wages  declined. 
In  spite  of  larger  product,  wage-earners  lost.  Greater  product  ap¬ 
parently  does  not  necessarily  mean  greater  real  wages.  It  makes  possible 
the  wage  increase,  but  does  not  guarantee  that  it  will  come  about. 
Laissez  faire  does  not  enable  the  worker  to  exact  his  proportionate  share 
of  increases  in  productivity. 

It  may  be  asked,  what  became  of  the  increased  product  during  this 
period?  If  labor  did  not  get  it,  who  did?  The  answer  is  probably 
threefold.  First,  the  share  of  middlemen  and  distributors  may  have 
materially  increased.  Second,  the  share  of  agriculture  increased,  except 
during  certain  post-war  years.  Third,  the  increase  in  production  may 
have  consisted  more  of  producer’s  goods  than  of  consumer’s  goods,  in 
which  case  the  share  possible  to  divide  with  labor  would  be  smaller  than 
gross  production  figures  would  indicate.  There  is  some  evidence  tending 
to  support  each  of  these  inferences,  but  the  evidence  is  not  conclusive. 
The  inferences  are  set  down  here  merely  for  their  suggestive  value. 

In  the  light  of  the  above  facts,  it  behoves  those  who  advise  labor  that 
the  sole  hope  for  greater  wages  is  greater  productivity  to  amend  their 
advice  in  one  vital  respect.  That  is  to  say,  the  advice  should  take  into 
account  the  lesson  of  the  past  generation,  to  the  effect  that  even  though 
productivity  does  increase,  wages  may  stand  motionless,  or  may  decline. 
If  over  a  period  of  years,  production  increases,  let  us  say,  20  per  cent, 
labor  has  no  guarantee  that  wages  will  increase  at  all.  The  automatic 
working  of  supply  and  demand  does  not  guarantee  an  increase.  Mar¬ 
ginal  productivity  in  a  hypothetical  static  state  does  not  guarantee  an 
increase.  Willingness  to  work  hard  does  not  guarantee  an  increase.  It 
certainly  should  not  evoke  surprise  that  labor  has  begun  to  search  with 
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scientific  care  for  weapons  which  will  insure  to  them  a  proportionate 
share  of  the  nation’s  increased  total  product.  The  weapons  proposed 
will  be  discussed  later,  but  the  problem  itself  should  be  clearly  in  mind 
at  this  point. 

The  Standard  of  Living  and  Wages. — Popularly,  it  is  often  as¬ 
sumed  that  the  man  with  a  high  standard  of  living  is  entitled  to  a  high 
wage.  But  in  the  economic  regime  the  mere  fact  that  a  man  has  been 
able  to  maintain  his  high  living  standard  does  not  entitle  him  to  any¬ 
thing.  The  wage  rates  are  not  fixed  on  the  basis  of  the  things  men  are 
entitled  to,  as  that  word  is  commonly  understood.  If  a  well-dressed 
worker  walks  into  the  employment  office,  and  demands  a  lucrative  wage 
on  the  ground  that  he  is  an  aristocrat  among  workmen  he  will  get  a 
sharp  rebuff.  He  will  draw  only  the  going  rate  of  wages  for  the  given 
occupation,  that  much  and  no  more,  no  matter  whether  he  lives  on  the 
standards  of  a  king  or  a  flunkey. 

Nevertheless,  we  do  find  a  relationship  between  standards  of  living 
and  wage  rates.  The  most  obvious  relationship  is  the  effect  of  living 
standards  upon  labor  scarcity.  It  has  been  found  that  the  well-to-do 
laborers  have  small  families,  whereas  the  cheap  laborers  have  large 
families.  The  small  family  groups  are  scarcity  groups.  Restrictions 
of  the  birth  rate  among  the  higher  paid  laborers  tends  to  restrict  the 
supply  of  laborers  of  those  grades.  The  scarcity  of  such  laborers  necessi¬ 
tates  the  payment  of  a  high  wage.  Consequently,  the  standard  of  living 
does  influence  wage  rates,  but  only  indirectly.  That  is,  it  affects  rates 
only  by  first  affecting  the  supply  of  labor.  It  induces  the  laborer  to 
limit  the  size  of  his  family  to  that  number  which  he  can  support  without 
undermining  his  standard  of  living.  The  greater  the  scarcity  of  laborers, 
the  greater  the  marginal  value  productivity  of  their  labor,  and  the 
greater  their  pay.  The  less  their  scarcity,  the  less  their  pay.  Standard 
of  living  governs  scarcity,  and  scarcity  in  turn  governs  rates  of  pay. 

In  still  another  way,  standards  of  living  have  come,  especially  in 
recent  years,  to  influence  wages.  From  many  quarters  has  come  the 
demand  for  a  living  wage,  and  for  wage  rates  based  upon  the  cost  of 
living.  The  cost  of  living  as  a  basis  for  wage  determination  is  a  com¬ 
paratively  new  principle  in  economic  life,  and  is  not  yet  universally 
accepted.  The  older  conception  was  that  industry  made  possible  the 
payment  of  only  a  limited  wage,  and  it  was  not  the  fault  of  the  employer 
if  this  amount  was  so  low  as  to  make  it  scarcely  possible  for  the  laborer 
to  live,  even  in  the  dirtiest  and  meanest  fashion.  Business  acknowledged 
no  responsibility  for  paying  a  wage  which  made  certain  a  fixed  standard 
of  living  among  the  workers.  But  during  the  last  half  generation,  the 
principle  has  been  winning  increasing  acceptance  that  the  industry 
owes  the  workers  a  good  standard  of  living.  An  industry  which  cannot 
afford  to  pay  a  wage  adequate  for  such  a  standard  is  parasitical  on 
society  and  cannot  justify  itself.  Although  the  new  idea  is  still  short 
of  realization  in  many  lines  of  industry,  nevertheless  there  is  a  steady 
tendency  toward  its  wider  acknowledgment. 
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War  time  government  boards  did  much  to  strengthen  the  movement, 
acting  under  the  conviction  that  the  standard  of  living  as  a  wage  prin¬ 
ciple  has  both  a  humanitarian  and  an  efficiency  justification.  Felix 
Frankfurter,  as  chairman  of  the  United  States  AVar  Labor  Policies  Board, 
asserted:  “The  lesson  of  the  war  is  that  the  adoption  of  so-called  indus¬ 
trial  standards,  involving  also  standards  of  distribution  of  the  product 
in  the  form  of  wages,  results  in  a  higher  and  more  continuous  output. 

“As  to  wages,  the  general  level  has  increased  during  the  war.  That 
is  partly  the  reflex  of  economic  conditions  irrelevant  to  the  discussion, 
but  there  was  also  a  conscious  effort  to  raise  submerged  standards  of 
existence  for  workers.”  Moreover  this  standard  is  not  the  income  for 
the  individual,  but  for  the  family,  “since  the  family  is  the  unit  of  in¬ 
dustrial  work.”2 

The  living  wage  allows  for  a  wide  range  of  interpretation.  The 
truest  conception  of  the  principle  is  briefly  stated  by  Frank  P.  AValsh, 
joint  chairman  of  the  National  AArar  Labor  Board,  in  the  following  form: 
“Now  that  term  is  one  having  different  meanings  to  different  persons. 
The  living  wage  suggests,  perhaps,  that  amount  of  wage  which  will  keep 
life  in  the  human  body.  That  is,  of  course,  not  what  Ave  understand  by 
it.  It  has  a  definite  meaning  in  the  world  of  industry  and  in  the  litera¬ 
ture  of  modern  economics.  It  means  the  amount  of  wage  upon  Avhich  a 
worker  and  his  family  may  be  able  to  subsist  in  health  and  with  reason¬ 
able  comforts.”  2a  The  range  of  expenditures  covered  by  the  living  wage 
comprehends  such  items  as  food,  housing,  clothing,  fuel,  light,  carfare, 
medical  care,  insurance,  and  sundry  minor  factors.  The  minimum  Avhich 
an  American  worker  needs  in  order  to  be  able  to  keep  himself  and  his 
family  in  a  state  of  reasonable  comfort  and  health  is  the  living  Avage. 
To  insure  vitality,  health  and  vigor  is  not  merely  good  ethics ;  it  is  good 
business.  The  American  standard  of  living  is  higher  than  that  of  many 
other  countries,  and  this  fact  of  itself  accounts  in  considerable  measure 
for  the  relatively  high  efficiency  of  the  American  worker. 

The  exact  amount  of  wage  which  is  necessary  to  meet  such  a  minimum 
requirement  is  difficult  to  state  for  the  simple  reason  that  price  levels 
are  constantly  fluctuating  and  the  purchasing  poAver  of  Avages  fluctuates 
accordingly.  The  essential  question  is  not :  How  much  is  the  wage  figure 
but  rather  how  much  will  the  wage  buy?  Before  the  Avar,  the  consensus 
of  a  number  of  careful  wage  and  cost  of  living  investigations  Avas  that 
for  the  family  of  the  common  laborer,  an  income  of  less  than  $850  does 
not  permit  the  maintenance  of  a  decent  American  standard  of  living. 
This  figure,  as  in  the  case  of  those  mentioned  later,  applies  to  a  family 
of  five  members.  This  is  taken  in  wage  studies  as  “the  average  family.” 
Similar  studies  made  during  the  year  1918  indicated  that  the  minimum 
of  subsistence  at  that  time  ranged  betAveen  $1,400  and  $1,500.  AV.  F. 
Ogburn  states,  “Such  a  standard  of  living  corresponds  approximately 
with  that  of  common  or  unskilled  labor,  and  is  what  is  generally  referred 

2  Survey,  Dec.  7,  1918. 

2a  Idem. 


371 


Wage  Conditions  and  Problems 

to  as  a  living  wage.”  Fluctuations  of  prices  and  wages  subsequent  to 
1918  must  be  taken  into  account  in  estimating  the  present  minimum  of 
subsistence  wage  figure.  The  most  comprehensive  and  reliable  wage  and 
cost  of  living  investigations  in  this  country  are  those  made  by  the  United 
States  Bureau  of  Labor  Statistics.  The  aim  of  the  Bureau’s  investi¬ 
gations  is  stated  as  follows :  “It  will  become  more  and  more  essential 
as  time  passes  that  the  decision  of  all  questions  involving  the  economic 
well-being  of  the  laboring  classes  should  rest,  not  on  guesswork  or  on 
ex-parte  statements,  whether  of  employers  or  employees,  but  on  the 
accurate,  reliable  and  strictly  impartial  results  of  investigations  such 
as  the  industrial  survey.”3  In  1919,  the  Bureau  stated  its  findings  as 
follows :  1  ‘  American  families  on  the  average  are  not  fully  nourished 
until  their  yearly  income  reaches  $1,800.  .  .  .  The  average  income  and 
the  modal  income  both  fall  well  below  $1,600.  .  .  .  [These  figures]  do 
not  mean  that  our  working  population  is  dying  of  slow  starvation ;  noth¬ 
ing  of  the  sort.  But  they  do  indicate  that  the  workers  of  America  are 
obliged  to  live  on  a  diet  too  restricted  and  monotonous  for  the  main¬ 
tenance  of  as  high  a  degree  of  efficiency  and  health  as  ought  to  be  main¬ 
tained  as  a  reasonable  minimum.”4  This  finding  is  substantiated  by 
the  bulk  of  reputable  authorities  in  the  field,  and  may  safely  be  taken 
as  the  impartial,  scientific  facts  of  the  case.5 

For  purposes  of  full  clearness,  it  is  necessary  to  relate  the  so-called 
living  wage  level  to  two  other  wage  levels — the  so-called  poverty  level 
and  the  comfort  level.  The  poverty  level  is  a  demoralizing  and  devitaliz¬ 
ing  level.  “Families  living  at  this  level  receive  charity  in  the  form  of 
gifts  or  free  medical  service  or  in  other  ways.  Or  if  they  do  not  do  this 
they  attempt  to  live  on  a  level  so  low  as  to  weaken  them  eventually 
to  such  an  extent  that  disease  inevitably  overtakes  them.”  Further, 
Parmelee,  after  an  extended  survey  of  the  statistics  and  records  bearing 
on  the  problem,  concludes,  ‘  ‘  In  view  of  the  above  facts,  as  well  as  various 
others  that  might  be  cited,  it  seems  reasonable  to  assume  that  the  number 
of  persons  in  this  country  receiving  charitable  aid  ranges  from  5  to  10 
per  cent,  varying  somewhat  according  to  economic  and  other  social 
conditions.”  6  Within  the  poverty  level  should  be  included  those  whose 
incomes  are  so  low  that  although  they  do  not  resort  to  charity  for 
subsistence,  nevertheless  exist  under  conditions  which  involve  distress 
and  degeneration.  As  Parmelee  states,  “We  have  plenty  of  evidence 
that  the  number  of  those  who  do  not  even  reach  the  lower  minimum 

3  Bulletin  265,  United  States  Bureau  of  Labor,  Survey  of  Selected  Industries  in 
1919,  p.  24. 

*  Monthly  Labor  Review,  Volume  IX,  pp.  7-13. 

5  See  P.  Douglas  and  F.  Lamberton,  American  Economic  Review,  Vol.  XI,  pp. ' 
409-426.  At  the  beginning  of  1923,  W.  F.  Ogburn  stated  the  situation  as  follows: 
“I  do  not  know  what  a  subsistence  wage  is  at  the  present  time.  I  should  guess 
that  the  minimum  of  subsistence  standard  would  be  for  New  York  City  today  in 
the  neighborhood  of  $1,300,  and  very  nearly  the  same  for  Chicago.”  Common  labor 
in  the  second  Federal  Reserve  District,  however,  was  estimated  as  earning  only 
$900  a  year,  or  much  below  the  living  wage  standard.  See  American  Economic 
Review  Supplement,  1923,  pp.  119  ff. 

6  Poverty  and  Social  Progress,  p.  103. 
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standard  of  living  is  very  great,  probably  exceeding  10  per  cent  of  the 
population.”  7 

For  a  group  of  several  millions  of  people  in  the  United  States  to 
suffer  poverty  of  a  sort  which  is  devitalizing  is  a  haunting  fact.  As  a 
statement  of  plain  scientific  findings,  the  following  words  by  Hollander 
are  directly  to  the  point:  “There  are  great  bodies  of  people  in  country 
and  in  city  who  from  birth  have  less  than  enough  food,  clothing,  and 
shelter ;  who  from  childhood  must  toil  long  and  hard  to  secure  even 
that  insufficient  amount ;  who  can  benefit  little  from  the  world ’s  ad¬ 
vance  in  material  comfort  and  in  spiritual  beauty,  because  their  bodies 
are  undernourished,  their  minds  are  overstrained  and  their  souls  dead¬ 
ened  by  bitter  struggle  and  want.  These  are  the  real  poor  of  every 
community — the  masses  who,  not  lacking  in  industry  and  thrift,  are  yet 
never  really  able  to  earn  enough  for  decent  existence  and  who  toil  on  in 
constant  fear  that  bare  necessities  may  fail.”  8 

The  ordinary  working  of  competitive  wage  forces  has  not  averted 
the  menace  of  this  poverty  line.  From  a  social  and  economic  standpoint, 
the  degeneracy  and  devitalization  which  goes  on  steadily  within  these 
classes  is  a  national  liability  of  the  severest  sort.  Economic  science  can 
find  no  sound  laws  or  principles  which  deserve  to  stand  in  the  way  of 
eliminating  the  poverty  line.  Supply  and  demand,  the  wages  fund, 
productivity, — any  and  all  of  the  wage  theories  present  no  reasons  why 
the  poverty  line  is  an  inevitability.  There  is  nothing  unscientific  in 
insisting  that  economics  must  concern  itself  with  human  welfare  as  well 
as  with  dollars  and  cents.  The  poverty  depths  are  a  challenge  to  the 
industrial  order,  and  economic  science  must  accept  the  poverty  problem 
as  a  primary  instead  of  a  secondary  one. 

The  dehumanizing  consequences  of  poverty  are  not  a  matter  of 
guesswork  but  of  scientific  ascertainment.  The  death  rate  due  to  the 
vicissitudes  of  poverty  is  approximately  double  that  prevailing  among 
the  classes  who  have  higher  incomes.  The  infant  mortality  rates  among 
these  impoverished  groups  is  more  than  double  that  of  the  normal  well- 
to-do  groups  in  America.  Perhaps  even  worse  is  the  fact  that  the 
number  of  days  of  sickness  in  proportion  to  the  number  of  days  of  health 
is  between  50  and  100  per  cent  greater  among  the  laboring  than  among 
the  professional  classes.  The  defective  wages  mean  unfit  diet,  tenement 
crowding,  scanty  clothing,  inadequate  mental  care,  frequent  disease,  an 
enfeebled  physique  and  a  harassed  and  haunted  mind.  From  a  strictly 
scientific  standpoint,  economics  is  compelled  to  deliver  a  most  scathing 
denunciation  of  the  toleration  of  the  poverty  levels  in  American  society.9 

A  third  level  has  been  mentioned :  the  minimum  comfort  level.  This 
level  necessitates  an  income  from  $300  to  $400  above  the  living  wage 
level.  An  income  within  the  comfort  range  would  allow  for  a  positive 
measure  of  cultural  development.  It  would  make  possible  more  reading, 

7  Poverty  and  Social  Progress,  p.  106. 

s  The  Abolition  of  Poverty,  pp.  4-5. 

8  Hayes,  Introduction  to  Study  of  Sociology,  pp.  98-99. 
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a  better  utilization  of  leisure  hours,  better  educational  opportunities  for 
children,  more  valuable  forms  of  recreation.  It  would  tend  to  elevate 
the  worker  and  his  family  morally,  mentally  and  physically  instead  of 
handicapping  him  in  all  these  ways.  The  minimum  comfort  level  en¬ 
courages  higher  standards  of  living  and  puts  a  premium  upon  the 
development  of  personality  and  the  upbuilding  of  character.  It  frankly 
concedes  that  such  a  human  development  is  a  distinct  economic  asset 
and  that  the  distribution  of  the  national  product  should  more  and  more 
be  controlled  and  organized  toward  that  end. 

Problems  of  Cost  of  Living  Wages. — Although  most  budgets  in 
cost  of  living  studies  assume  an  average  family  of  five  or  of  four  and 
a  fraction,  this  assumption  is  not  fully  in  line  with  the  industrial  facts. 
The  average  family  is  only  a  mathematical  fiction.  The  bulk  of  families 
are  either  above  or  below  the  average.  Now,  where  a  family  is  larger 
than  the  average,  the  wage  suited  to  the  family  of  five  is  too  small.  And, 
conversely,  where  the  family  is  smaller  than  the  average,  the  wage  suited 
to  the  family  of  five  is  too  large.  In  the  former  case,  the  large  family 
is  unable  to  maintain  an  adequate  standard  of  living  on  the  average 
wage.  The  mother  and  the  children  are  forced 'to  go  out  into  factories 
and  mills  in  oi’der  to  supplement  the  wage  of  the  head  of  the  household. 
Although  this  augments  the  total  family  wage,  it  may  have  a  deleterious 
effect  upon  the  family  as  a  group.  But  in  the  opposite  case  of  the  small 
family,  the  problem  is  quite  different.  Well  paid  individuals  who  have 
no  one  to  support  but  themselves  are  for  the  most  part  the  ones  who 
flaunt  silks,  furs  and  motor  cars,  and  there  are  enough  of  these  in¬ 
dividuals  to  make  quite  a  show  and  create  the  impression  of  extravagance 
in  the  public  mind. 

In  France,  Belgium,  The  Netherlands,  Germany,  and  other  countries 
experiments  have  been  conducted  to  test  a  new  method  of  wage  adjust¬ 
ment  to  family  need.  The  wage  is  made  to  vary  in  proportion  to  the 
size  of  the  family.  The  larger  the  family  the  larger  the  wage ;  the 
smaller  the  family,  the  smaller  the  wage.  The  living  wage  principle  is 
thus  adapted  to  the  actual  number  of  dependents  upon  the  wage  earner 
rather  than  to  the  mathematical  fiction  of  the  “average  family  of  five.” 
By  graduating  the  size  of  the  wage  to  the  size  of  the  family,  remunera¬ 
tion  comes  to  correspond  closely  with  the  needs  of  each  family  group. 

The  attitude  of  government  boards  and  officials  has  not  been  uniform 
enough  to  establish  any  standard  policy.  President  Wilson  appointed 
an  Industrial  Conference  in  1920,  which  formulated  its  position  in  these 
words:  “Considered  from  the  standpoint  of  public  interest  it  is  funda¬ 
mental  that  the  basic  wages  of  all  employees  should  be  adequate  to 
maintain  the  employee  and  his  family  in  reasonable  comfort,  and  with 
adequate  opportunity  for  the  education  of  his  children.  When  the 
wages  of  any  group  fall  below  this  standard  for  any  length  of  time, 
the  situation  becomes  dangerous  to  the  well-being  of  the  state.  No 
country  that  seeks  to  protect  its  citizens  from  the  unnecessary  ravages 
of  disease,  degeneration,  and  dangerous  discontent,  can  consistently  let 
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the  unhampered  play  of  opposing  forces  result  in  the  suppression  of 
wages  below  a  decent  subsistence  level.  Above  that  point  there  may  well 
be  a  fair  field  for  the  play  of  competition  in  determining  the  compensa¬ 
tion  for  special  ability,  for  special  strength  or  special  risk  (where  risk 
is  unavoidable),  but  below  that  point  the  matter  becomes  one  of  which 
the  state  for  the  sake  of  its  own  preservation  must  take  account.” 

A  sharply  different  position  was  taken  by  the  majority  of  the  United 
States  Railroad  Labor  Board  in  1922  in  a  decision  on  the  wages  of 
Maintenance  of  Way  employees:  “The  abstract  elusive  thing  called  ‘the 
living  wage’  is  confessedly  based  upon  a  makeshift  and  cannot  receive 
the  sanction  of  the  board  because  it  would  be  utterly  impractical  and 
would  not  be  ‘just  and  reasonable’  as  the  law  commands.  The  living 
wage  is  defined  by  its  proponents  before  this  board  as  follows : 

“  ‘A  wage  which  will  support  a  family  of  five  in  health  and  reason¬ 
able  comfort,  such  family  being  assumed  to  consist  of  a  husband  and  wife 
and  three  dependent  children  under  sixteen  years  of  age.’ 

“This  constitutes  a  bit  of  mellifluous  phraseology,  well  calculated  to 
deceive  the  unthinking.  It  has  frequently  been  demonstrated  that  a 
melodious  slogan  contains  more  possibilities  of  danger  and  destruction 
than  a  dynamite  bomb. 

“To  ascertain  what  is  reasonable  comfort,  it  is  proposed  that  experts 
shall  prescribe  a  standard  of  living  for  a  family  of  five,  setting  out  in 
minute  detail  what  the  experts  think  such  a  family  should  have  in  food, 
clothing,  furniture,  housing,  and  all  the  other  necessaries  of  life.  The 
fallacy  of  this  proposal  is  inherent  and  fundamental.  That  it  would 
be  wise  and  practical  to  undertake  to  establish  an  arbitrary  standard  of 
living  for  several  millions  of  people  is  not  apparent. 

“The  representative  of  the  employees  states  that  according  to  the 
lowest  living  budget  now  available  the  living  wage  for  common  labor 
should  be  72  to  75  cents  an  hour.  To  bring  the  rates  of  common  labor 
on  the  railroads  to  72  cents  an  hour  would  necessitate  an  increase  of 
125.7  per  cent.  This  would  add  approximately  $3,112,952,387  to  the 
annual  payroll,  and  the  carriers  would  face  an  annual  deficit  of 
$2,241,639,518.”  10 

In  all  attempts  to  apply  the  cost  of  living  base,  studies  are  made  of 
changes  in  retail  prices.  An  index  of  the  cost  of  living,  based  upon 
typical  family  budgets,  is  indispensable.  But  of  equal  importance  is  an 
index  of  production.  The  production  index  should  be  twofold.  It 
should  measure  increased  production  in  the  given  industry,  and  it 
should  measure  increased  production  in  the  nation  as  a  whole.  When 
the  indexes  of  cost  of  living  and  of  production  have  been  compared, 
further  factors  must  be  taken  into  consideration.  These  further  factors 
include  the  going  rate  in  other  lines  of  business,  the  degree  of  risk  and 
hazard  attached  to  the  industry,  the  amount  of  education  and  training 
required,  and  the  attractiveness  of  the  work. 

For  this  and  similar  decisions,  see  Herbert  Feis,  Principles  of  Wage  Settle¬ 
ment,  Chapters  3-5. 
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The  attitude  of  the  labor  unions  is  not  uniform  in  demanding  the 
living  wage  principle.  The  railroad  unions  have  tried  to  gain  acceptance 
of  the  principle  by  the  Railroad  Labor  Board  but  have  failed.  Samuel 
Gompers,  before  his  death,  took  a  strong  stand  against  the  principle. 
He  held  that  it  was  degrading  to  labor  to  be  told  that  it  could  expect 
nothing  better  than  the  bare  necessities  of  a  living.  He  preached  the 
gospel  of  progress  and  urged  labor  to  demand  higher  and  higher  wages 
rather  than  to  be  content  with  a  living  wage.  Even  the  cost  of  living 
he  deprecated  as  a  wage  base,  because  he  believed  that  wage  boards  would 
always  take  the  existing  cost  of  living  as  the  adequate  cost  of  living. 
The  status  quo  would  be  accepted  as  an  adequate  wage  level.  The  em¬ 
phasis  of  the  American  Federation  of  Labor  philosophy  was  that  labor 
should  demand  more  than  accepted  cost  of  living  rates  in  order  to  guar¬ 
antee  a  progressive  and  dynamic  labor  income. 

Legislation  as  a  means  of  establishing  the  minimum  wage  has  been 
widely  tried  out.  New  Zealand  adopted  such  legislation  in  1894,  and 
during  the  next  two  decades,  England,  France,  Australia,  Canada,  and 
other  countries  followed  a  similar  course.  In  the  United  States,  the 
initiative  was  taken  by  Massachusetts  in  1912.  At  first,  there  was  much 
doubt  about  the  constitutionality  of  minimum  wage  legislation,  but  this 
doubt  appeared  to  be  removed  when  in  1917  the  United  States  Supreme 
Court,  by  a  five  to  four  decision,  upheld  the  constitutionality  of  the 
Oregon  law.  The  minimum  wage  was  held  to  be  a  permissible  infringe¬ 
ment  of  the  rights  of  free  contract  and  of  property,  on  the  grounds 
that  it  was  a  necessary  means  of  protecting  the  health  and  morals  of 
the  people,  and  came  within  the  scope  of  the  so-called  “police  power” 
of  the  State.  Reassured  by  this  decision,  numerous  states  put  similar 
laws  on  their  statute  books.  By  1923,  thirteen  states  and  the  District 
of  Columbia  had  minimum  wage  legislation.  In  that  year,  the  Supreme 
Court  nullified  the  law  which  applied  to  the  District  of  Columbia,  on 
grounds  of  unconstitutionality.  This  decision,  for  all  practical  pur¬ 
poses,  reversed  the  decision  of  1917.  In  1925,  the  Arizona  law  was 
declared  unconstitutional  by  the  United  States  Supreme  Court.  These 
recent  decisions  can  have  no  other  effect  than  to  destroy  all  legislation 
in  the  United  States  intended  to  compel  employers  to  pay  a  living  wage. 
The  only  kind  of  legislation  which  can  now  survive  is  that  which,  like 
the  Massachusetts  law,  publishes  cost  of  living  data,  and  recommends  a 
minimum  wage,  but  does  not  compel  its  adoption.  The  whole  question 
is  chiefly  of  interest  to  women  and  children  in  industry,  since  legis¬ 
lation  on  the  subject  applied  specifically  to  them.  It  was  assumed  that 
they  stood  in  special  need  of  protection  by  the  state.  Under  the  present 
legal  status,  the  minimum  wage  cannot  be  guaranteed  to  adult  women, 
although  it  may  still  be  guaranteed  to  children  and  minors.  Where 
tried,  the  minimum  wage  has  proved  economically  sound,  and  it  is  to 
be  regretted  that  judicial  obstruction  has  thwarted  a  measure  which  was 
socially  and  economically  desirable. 
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Financial  Incentives. — The  abstract  size  of  the  wage  is  not  by  any 
means  an  all-sufficient  inducement  to  efficient  work.  The  method  by 
which  the  wage  is  paid  has  a  vital  importance.  Scientific  methods  rest 
upon  analysis  of  the  psychology  of  the  laborer.  It  is  possible  by  proper 
stimulus  of  the  worker  to  evoke  a  highly  efficient  response.  The  problem 
of  management  is  to  find  the  right  stimulus  to  call  forth  the  desired 
response.  This  problem  is  in  large  part  directed  at  the  method  of  paying 
wages. 

If  wages  are  paid  in  the  form  of  time  rates,  it  is  desirable  that  the 
laborer  know  why  the  rates  have  been  fixed  at  the  given  level.  Employees 
have  in  various  cases  proved  their  willingness  to  take  a  wage  cut,  when 
the  management  has  taken  them  into  confidence,  and  explained  the 
necessity  for  the  change.  Laborers  who  sulk  and  chafe  under  a  given 
wage  may  frequently  be  transformed  into  cooperative  workers  by  being 
given  a  works  committee  and  invited  to  inspect  the  books  of  the  com¬ 
pany.  Frankness  and  publicity  in  wage  payment  tends  to  eliminate 
suspicion  and  friction  between  management  and  men.  The  human 
relationship  prevailing  influences  workers’  reactions  to  wage  rates  and 
other  employment  conditions.  The  environment  of  the  job  must  be  con¬ 
ducive  to  mutual  confidence  if  wages  are  to  evoke  efficiency. 

Piece  rates  in  one  form  and  another  are  often  used  as  a  system  of 
incentives  to  greater  output.  The  simple  piece  rate  method  rewards 
labor  in  proportion  to  the  number  of  units  of  product  turned  out  by 
the  worker.  A  more  complex  form  of  piece  remuneration  is  the  bonus 
method.  The  bonus  method  of  payment  starts  with  a  base  rate  of  pay 
for  a  given  task,  and  adds  to  this  base  rate  an  increase  in  some  ratio  to 
the  excess  of  production  above  the  standard  task.  The  setting  of  the 
standard  task  involves  time  study  of  the  separate  stages  of  the  manu¬ 
facturing  process  and  a  careful  estimate  of  the  amount  of  work  which  a 
normal  laborer  ought  to  turn  out  in  a  certain  period  of  time.  The  bonus 
constitutes  a  reward  for  speeding  rip  and  for  turning  out  a  product 
above  the  normal.  The  United  States  Bureau  of  Labor  reported  in  1904 
that  the  average  increase  in  production  where  piece  rates  are  in  vogue 
ranges  around  25  per  cent.  Experiments  with  the  bonus  system  have 
often  increased  efficiency  from  one  to  several  hundred  per  cent.  General 
experience  would  indicate  that  when  rightly  applied  these  two  forms  of 
financial  incentive  are  effective  in  securing  an  increased  production. 

The  bonus  incentive  may  be  used  for  other  purposes  than  output. 
It  may  be  used  as  a  reward  for  improved  quality  in  production,  for 
economy  in  use  of  material,  for  steady  attendance,  for  length  of  service, 
or  other  performances  beneficial  to  the  business. 

The  workers  have  often  opposed  bonus  payment  and  piece  rates. 
Their  opposition  is  no  reflection  on  the  merit  of  the  methods  as  such. 
In  the  hands  of  many  employers,  piece  rates  have  been  used  to  the  detri¬ 
ment  of  the  workers.  When  the  rates  were  installed,  the  workers  strove 
hard,  and  earned  a  great  deal  of  extra  pay.  When  the  employer  saw 
how  hard  the  workers  could  toil  when  they  wished  to,  he  cut  the  basic 
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wage.  Thereafter,  the  worker  was  forced  to  work  at  the  new  fast  pace 
in  order  to  total  a  wage  as  large  as  he  formerly  obtained.  The  cutting 
of  piece  rates  has  been  a  notorious  evil  in  many  factories,  and  has 
aroused  the  resentment  of  the  workers.  The  hostility  of  unions  toward 
|  and  the  prejudice  of  workers  against  bonus  payments  rest  upon  past 
experience  of  an  unsavory  kind. 

Some  employers  have  of  their  own  free  will  established  a  policy  of 
high  wage  rates,  either  time  or  piece,  on  the  theory  that  the  high  rates 
will  stimulate  men  to  their  best  effort.  Their  output  will  increase  to  such 
an  extent,  it  is  believed,  that  actual  labor  cost  per  unit  of  output  will  be 
reduced.  Hence,  employers  of  this  class  declare  that  high  wages  are 
;  after  all  the  cheapest  wages,  measured  in  terms  of  unit  costs.  The  high 
rates  paid  are  well  above  the  going  market  rates  for  the  given  grades 
of  labor.  The  most  famous  instance  of  this  policy  in  the  United  States 
I  is  the  high  wage  rates  in  force  in  the  Ford  automobile  plants.  The  plan 
appears  to  be  successful  where  the  management  is  alert  and  skilled  in 
handling  labor.  It  places  a  very  heavy  responsibility  upon  management. 

(  The  success  or  failure  of  the  plan  hinges  upon  the  managerial  factor. 

Finally,  financial  incentives  may  take  the  form  of  remuneration  out¬ 
side  of  the  wage  proper.  These  supplementary  rewards  may  include 
profit  sharing,  stock  participation  plans,  pension  systems,  thrift  and  sav¬ 
ings  campaigns,  and  mutual  benefit  associations.  It  should  be  emphasized 
that  none  of  these  plans  is  a  substitute  for  an  adequate  direct  wage. 
If  the  wage  itself  is  good,  then  these  supplementary  plans  offer  certain 
advantages.  Profit  sharing  has  been  used  as  an  incentive  to  efficiency 
and  loyalty.  In  a  surprising  number  of  cases,  it  has  met  with  failure. 
It  is  easy  to  operate  when  profits  are  good  and  there  are  gains  to  be 
j  shared,  but  it  is  difficult  to  operate  when  profits  are  poor,  and  losses  are 
to  be  shared.  The  test  of  success  seems  to  have  depended  more  upon 
the  fairness  and  skill  of  the  management  in  executing  the  plan  adopted 
than  upon  the  automatic  workings  of  any  particular  system  as  a  system. 
Many  corporations  encourage  their  employees  to  buy  the  stock  of  the 
concern  on  specially  favorable  terms.  The  ownership  of  stock  is  in¬ 
tended  in  part  as  a  means  of  binding  the  sympathy  of  the  workers  with 
the  property  interests.  With  every  worker  himself  a  capitalist  on  a 
small  scale,  the  partnership  of  labor  and  capital  is  impressed  upon  the 
worker’s  mind.  It  may  broadly  be  observed  of  all  these  supplementary 
rewards  that  they  may  be  useful  incentives,  provided  that  basic  wages 
and  fundamental  working  conditions  are  satisfactory.  If,  however,  the 
supplementary  incentives  are  used  to  cover  up  defects  in  basic  policies, 
or  to  sugar  coat  obnoxious  working  conditions,  they  lead  to  friction  and 
misunderstanding. 

Non-financial  Incentives. — The  worker  is  not  a  penny  slot  machine. 
There  is  more  to  his  motivation  than  cold  cash.  Financial  incentives 
are  not  by  any  means  the  only  important  incentives  to  his  loyalty, 
efficiency,  and  productivity.  Non-financial  incentives  are  just  as  essen¬ 
tial.  To  apply  non-pecuniary  incentives,  it  is  necessary  to  adapt  working 
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conditions  carefully  to  the  psychology  of  the  worker.  The  following 
list  of  such  incentives  is  by  no  means  complete,  but  should  be  suggestive : 

1.  An  incentive  to  devotion  to  the  laborer’s  duties  is  found  in 
giving  the  laborer  information  about  the  productive  process.  Standing 
at  his  one  machine,  making  but  one  isolated,  unrelated  part  of  the  finished 
product,  the  worker  attaches  little  significance  to  his  operations.  What 
is  it  all  about?  He  does  not  know.  But  along  comes  an  industrial 
engineer  to  draw  up  diagrams  and  charts  which  present  vividly  and 
clearly  to  the  worker  the  part  which  his  individual  touch  plays  in  the 
formation  of  the  finished  article.  Perhaps  a  moving  picture  of  the  whole 
manufacturing  process  is  made  and  presented  to  an  audience  of  workers. 
Talks  by  executives  are  used  to  explain  the  scheme  of  manufacture.  The 
worker  is  thus  able  to  discover  the  ultimate  meaning  and  significance  of 
his  work.  “Interest  in  a  thing  may  be  developed  by  means  of  extending 
information  about  it.  .  .  .  In  applying  this  in  industry,  one  would  tell 
the  employees  many  things  about  the  business,  soaking  them  in  facts 
to  the  point  of  saturation.  ...  To  inculcate  a  deep  affection  and  loyalty 
toward  the  firm,  give  information  about  its  beginnings  and  growth.”11 

From  a  thoroughly  practical  viewpoint  as  an  industrial  engineer, 
C.  E.  Knoeppel  writes,  “Wherever  far-sighted  executives  have  widened 
the  vision  of  their  workmen  by  explaining  the  relation  of  their  work 
to  the  whole  plant,  a  better  and  more  nearly  normal  relationship  has 
followed.”  12 

2.  Another  incentive  has  been  discovered  in  the  practice  of  frank¬ 
ness  with  the  workers  about  the  hitherto  concealed  facts  of  the  business. 
Government  representatives  enlisted  the  support  of  the  I.  W.  W.  lumber¬ 
men  of  the  Northwest  during  the  war  by  having  the  owners  open  their 
books  and  show  the  costs  and  profits  of  the  business.  A  number  of  con¬ 
cerns  voluntarily  take  leaders  of  the  workers  into  their  confidence  on 
the  ups  and  downs  of  the  business,  and  this  factor  of  candid  consultation, 
and  frank  give  and  take  of  information  about  the  profit  and  loss  phases 
of  the  company’s  business  establishes  a  mutual  confidence  and  under¬ 
standing  which  serves  as  a  powerful  incentive  to  loyalty  and  interest  on 
the  part  of  the  worker. 

3.  Incentives  are  possible  only  when  the  worker  feels  that  his  new 
interest  in  the  enterprise  will  not  be  exploited  to  the  undue  selfish  advan¬ 
tage  of  the  employer.  As  is  pointed  out  by  Tead  and  Metcalf,  “There  is, 
finally,  the  fear  of  exploitation  if  interest  in  work  is  pushed  to  a  point 
where  the  employer  gets  a  much  larger  proportionate  return  for  in¬ 
creased  product  than  the  worker.  .  .  .  The  arousing  of  interest  is  not 
synonymous  with  efforts  to  ‘speed  up’  production,  to  cut  wage  rates, 
to  increase  profits.  At  that  moment  when  workers  feel  they  are  being 
tricked  into  interest  in  work  in  order  that  their  employer  may  get  added 
returns,  the  game  will  be  up  with  the  employer.”  One  of  the  surest 
ways  in  which  the  impression  of  trickery  can  be  given  is  the  all  too 

11  H.  D.  Kitson,  Journal  of  Political  Economy,  Volume  28,  pp.  332-330. 

12  The  Nation’s  Business,  April,  1921,  p.  17. 
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prevalent  device  of  cutting  piece  rates  when  an  increase  of  production 
takes  place.  If  the  worker  is  satisfied  that  a  proper  share  of  the  in¬ 
creased  output  will  come  his  way,  there  is  something  to  fire  his  imagina¬ 
tion.  The  integrity  of  the  employer  is  of  itself  a  genuine  non-financial 
incentive. 

4.  Stability  of  employment  is  a  loyalty  incentive  when  the  worker 
sees  that  the  employer  is  concerned  with  his  interest  to  the  extent  of 
making  every  effort  to  eliminate  seasonal  shut-downs,  and  to  keep  going, 
even  if  only  on  part  time,  when  business  is  slow.  The  worker  has  a 
reason  for  a  responsive  attitude  toward  the  employer.  Loyalty  to  the 
worker  in  the  form  of  maintaining  a  steady  job  begets  loyalty  to  the 
employer  in  the  form  of  interest  in  the  job.  To  secure  this  incentive, 
management  must  convince  the  worker  that  it  is  doing  its  best  to  give 
him  an  uninterrupted  chance  to  earn  a  living. 

5.  Rivalry  is  stimulated  by  posting  the  records  of  production  for 
individuals  and  for  groups.  When  men  can  see  their  efficiency  rated  side 
by  side  with  that  of  their  fellow  workers,  it  becomes  a  matter  of  pride 
to  come  near  the  head  of  the  list.  Moreover,  records  which  indicate  the 
quality  of  the  finished  product  and  the  amount  of  spoiled  goods  tend 
to  foster  a  real  pride  of  craftsmanship.  Another  form  of  record  gives 
the  worker  his  comparative  efficiency  today  and  a  year  ago  today,  with 
the  result  that  he  tends  to  take  pride  in  progress  in  his  skill. 

6.  Fitting  the  worker  to  the  job  by  intelligence  tests,  ability  tests, 
job  specifications  studies,  and  efficiency  ratings,  makes  possible  a  har¬ 
mony  between  the  human  factor  and  the  machine  factor,  which  tends  to 
heighten  interest  in  the  job.  In  the  first  flush  of  enthusiasm  for  psy¬ 
chological  tests,  experts  overestimated  their  value  considerably.  Their 
usefulness  is  thus  far  confined  to  certain  highly  specialized  tasks,  such 
as  clerical  work,  inspection  tasks,  salesmanship,  and  tasks  where  acute¬ 
ness  of  hearing  or  vision  are  of  vital  importance.  The  tests  themselves, 
such  as  the  Binet,  the  army,  and  special  industrial  forms,  are  in  a  far 
from  completed  form  for  full  industrial  applications.  The  correlation 
between  tests  and  subsequent  pei’formance  records  indicates  that  the  tests 
are  not  a  sure  indication  of  ability,  but  at  most  point  to  a  probable 
efficiency  or  inefficiency.  Hence  they  have  to  be  used  with  a  wide  scope 
for  judgment  and  common  sense  on  the  part  of  the  employer.  Their 
effective  use  requires  administrators  who  have  had  special  psychological 
training.13  Purely  psychological  tests  need  to  be  supplemented  by 
physical,  medical  and  physiological  tests  to  discover  the  endurance  of  the 
worker  under  the  working  conditions  of  the  occupation  in  which  he  is 
to  be  placed.14 

7.  Transfer  and  promotion  are  practicable  aids  to  sound  labor  in¬ 
centives.  Henry  Ford  states  that  the  repetitive  machinery  of  automobile 
manufacturing  would  drive  the  workers  crazy  unless  they  were  given 
variety  at  right  intervals  by  transfer  from  one  type  of  machine  to 

13  H.  D.  Kitson,  School  Review,  Volume  XXIV,  No.  3,  March,  1916. 

14  R.  W.  Kelley,  Hiring  the  Worker,  pp.  91-97. 


380  Distribution  and  Delated  Problems 

another,  or  from  one  department  to  another.  Transfer  thus  serves  to 
alleviate  monotony.  Again,  if  a  worker  is  found  inefficient  at  one  type 
of  work,  the  scientific  solution  is  proving  to  be  to  try  the  man  out  at 
other  types  until  he  gets  the  right  sort  of  task  for  his  peculiar  nature. 
If  he  is  at  odds  with  the  foreman  of  one  department  he  may  be  trans¬ 
ferred  to  another  foreman.  These  policies  secure  the  confidence  of  the 
worker  and  are  a  substitute  for  a  former  policy  of  discharge  the  instant 
the  man  proved  incompetent.  At  each  job  held,  efficiency  reports  may 
be  made,  based  on  piece-rate  records,  quality  of  work,  judgment  of  fore¬ 
men  and  superintendents,  character  traits,  attitude  toward  work,  etc. 
These  ratings  can  be  used  from  time  to  time  as  the  basis  of  promotions.15 
"Many  organizations  lose  a  considerable  degree  of  the  enthusiasm  and 
zeal  they  might  command  by  failing  to  make  it  apparent  that  they  will 
recognize  merit  and  advance  the  ambitious.  .  .  .  Any  transfer  or  pro¬ 
motion  plan  which  is  to  be  permanently  sound  should,  therefore,  meet 
this  test :  Does  the  plan  stimulate  and  draw  out  the  desire  of  people 
to  be  creative,  to  be  interested  in  their  own  activity,  to  excel,  to  win 
approval,  to  develop  in  power  of  self-expression?”  16 

8.  A  great  number  of  employers  have  set  up  organization  machinery 
which  invites  and  encourages  the  suggestions,  viewpoints,  and  opinions 
of  workers.  The  devices  of  labor  representation  are  various  in  kind, 
but  in  all  their  variety,  are  based  upon  the  value  of  evoking  the  mental 
activity  of  the  workers.  Joint  conference,  consultation,  discussion,  all 
serve  to  clear  up  misunderstandings,  to  create  a  new  feeling  of  dignity 
and  self-respect  on  the  part  of  the  worker,  to  develop  a  sense  of  re¬ 
sponsibility  and  self-control,  and  most  important  of  all,  to  build  up  a 
feeling  that  the  interests  of  the  worker  are  one  with  the  interests  of  the 
employer. 

9.  The  morale  of  the  workers  has  been  elevated  by  the  improvement 
of  their  environment.  Attractive  homes,  hospital  care,  recreational  facili¬ 
ties,  pleasant  factory  conditions,  all  have  their  effect  on  the  psychological 
reactions  of  the  worker.  By  encouraging  a  psychologically  abundant 
life,  the  worker  develops  a  richer  personality  and  exhibits  a  steadier  and 
higher  material  efficiency. 

10.  "Men  must  get  the  feel  that  they  are  working  for  efficient  man¬ 
agers  if  they  are  going  to  be  interested  in  increasing  production.”  17 

Especially  must  the  workers  feel  that  the  management  is  intelli¬ 
gently  and  scientifically  handling  the  personnel  side  of  the  organization. 
To  quote  Meyer  Bloomfield,  "When  everything  that  present-day  science 
can  suggest  in  the  way  of  improving  technical  efficiency  in  systems  of 
cost  keeping,  equipment,  machinery,  and  material  has  been  adopted, 
the  biggest  of  all  industrial  problems  remains  to  be  faced. 

"As  we  have  seen,  this  is  the  problem  of  handling  men.  Every 
awakened  employer  knows  that  managing  employees,  selecting,  assigning, 

16  R.  W.  Kelley,  Hiring  the  Worker,  Chapter  VIII. 

16  Tead  and  Metcalf,  Personnel  Administration,  pp.  228-235.  See  also,  R.  A. 
Spaeth,  Industrial  Management,  March,  1920,  pp.  213-217. 

i"  Survey,  March  5,  1921,  p.  817. 
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directing,  supervising  and  developing  them,  is  the  one  phase  of  manage¬ 
ment  which  is  most  difficult  and  complicated.”18 

To  perform  this  important  function,  a  new  profession  has  come  into 
being  within  the  last  few  years,  that  of  employment  management  or 
personnel  administration.  The  manager  of  this  department  of  the  busi¬ 
ness  conceives  of  the  human  factor  as  a  problem  calling  for  scientific 
analysis  of  every  phase  of  the  employment  relationship.  The  consequent 
good-will  and  mutual  understanding  are  the  results  of  the  incentives 
aroused  in  the  laborer’s  mind. 

This  list  does  not  in  any  sense  exhaust  the  non-pecuniary  incentives 
possible  in  the  processes  of  production.  They  illustrate  a  number  of  the 
possibilities.  There  are  so  many  things  which  count  in  the  worker’s 
life  besides  the  amount  of  his  income  that  economic  principles  based 
upon  the  assumption  that  the  laborer  is  a  one-motive  being — and  that 
motive  purely  mercenary, — have  gone  far  astray.  The  non-possessive 
impulses,  when  properly  stimulated,  build  up  a  better  balanced  life  for 
the  worker  and  supply  the  employer  with  a  producer  whose  heart  is  in 
his  work. 

Bargaining  Power  and  Wages. — The  individual  laborer  is  at  a 
disadvantage  in  dealing  with  the  corporation.  He  has  less  skill  and 
sagacity  as  a  bargainer  than  his  employer.  He  has  less  knowledge  of 
the  labor  market  than  his  employer.  He  has  less  ability  to  hold  out  for 
his  terms  than  the  employer.  The  last  difference  is  perhaps  most  crucial 
of  all.  If  the  laborer  does  not  take  a  job  at  the  wage  offered,  he  may 
not  be  able  to  get  any  job  at  all.  The  employer  will  scarcely  be  affected 
by  his  refusal,  because  the  employer  can  readily  hire  some  one  else. 
Individual  bargaining  means  that  the  worker  must  match  his  feeble 
bargaining  strength  against  the  immense  power  of  the  corporation.  In¬ 
dividually  he  is  no  match  for  the  employer. 

The  gospel  of  unionism  is  collective  bargaining.  The  union  aims  to 
strike  a  superior  wage  bargain  by  virtue  of  its  leadership,  its  knowledge 
of  the  market,  and  its  ability  to  strike  in  ease  of  necessity.  The  experts 
who  year  after  year  represent  the  unions  in  negotiations  with  employers 
become  highly  skilled  in  exacting  the  last  farthing  from  the  employers. 

The  unions  consider  the  abstract  law  of  supply  and  demand  an 
obsolete  shibboleth.  They  refuse  to  be  bound  down  by  its  implications. 
By  organizing  their  membership,  they  revolutionize  the  supply  factor, 
and  bring  it  under  their  own  control.  Some  of  them  limit  their  member¬ 
ship  as  a  means  of  limiting  supply.  But  perhaps  their  greatest  supply 
factor  is  their  monopoly  threat  to  cut  off  supply  altogether  by  going  on 
strike,  if  their  demands  are  not  met.  The  arbitrary  law  of  supply  and 
demand  is  thus  annulled,  and  a  new  strategy  is  introduced  whereby 
the  laborers  emancipate  themselves  from  iron  clad  laws.  The  wages  of 
collective  bargaining  are  pressed  upward  through  manipulation  of  the 
supply  factor.  In  marginal  terms,  unionism  defies  any  fixed  and  con¬ 
stant  unit  of  marginal  productivity.  It  acts  upon  the  assumption  that 

is  Kelley,  Hiring  the  Worker,  p.  9. 
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marginal  productivity  is  a  highly  flexible  quantity,  and  can  be  altered 
by  deliberate  effort.  One  central  intent  of  their  effort  is  to  raise  the 
marginal  productivity  of  labor  by  the  arts  and  devices  of  collective 
bargaining. 

Although  the  collective  bargain  promises  advantages  over  the  in¬ 
dividual  bargain,  nevertheless  either  form  is  dependent  upon  an  outside 
factor,  namely,  the  law  and  the  courts.  Bargaining  power  is,  in  essential 
respects,  a  creature  of  law.  It  is  created  through  the  liberties  guar¬ 
anteed  to  workmen  and  unions  by  law,  and  the  restrictions  imposed  by 
law.  The  employer  may  fire  a  laborer  for  belonging  to  a  union,  but  a 
state  or  federal  law  forbidding  the  employer  to  fire  a  man  for  this 
reason  is  unconstitutional,  on  the  ground  that  it  encroaches  upon  freedom 
of  contract  and  deprives  the  employer  of  liberty  or  property  without 
due  process  of  law.19  At  one  time,  a  union  was  illegal  in  its  very  nature. 
Later,  its  existence  was  legalized,  but  many  of  its  practices  were  made 
illegal.  Strikes  are  legal  under  some  conditions  and  illegal  in  others. 
Injunctions  against  union  policies  may  be  used  as  a  means  of  preventing 
unions  from  conducting  strikes  or  carrying  out  other  objectionable  poli¬ 
cies.  If  a  strike  is  called,  picketing  is  thought  by  labor  to  be  essential 
to  winning  a  victory,  but  picketing  must  be  peaceful  to  be  lawful,  yet 
picketing  is  an  activity  which  in  its  very  nature  invites  friction  rather 
than  peace.  A  labor  agreement  by  an  individual  is  a  contract,  but  is 
not  enforceable.  It  is  terminable  at  the  will  of  either  party.  A  collective 
bargain  is  a  wage  contract,  but  the  exact  status  of  its  enforceability  is 
not  certain.  Labor  itself  has  been  held  to  be  a  form  of  property  but 
different  in  nature  and  rights  from  some  other  forms  of  property.  The 
area  within  which  the  unions  may  swing  the  power  of  collective  bargain¬ 
ing  is  now  narrowed  and  now  expanded  by  the  law  and  the  courts. 
Bargaining  power  is  not  a  fixed  and  eternal  thing  written  in  the  laws 
of  nature,  but  a  passing  and  ephemeral  thing  written  in  constitutions, 
legislative  enactments,  and  judges’  decisions.  Bargaining 1  power  is 
whatever  the  legal  and  judicial  thought  of  the  times  makes  it.20 

Habit  and  Custom  in  Wage  Determination. — Much  that  we  tend  to 
glorify  as  inevitable  under  the  head  of  supply  and  demand,  or  of 
marginal  productivity,  is  none  other  than  the  force  of  wont  and  tra¬ 
dition.  Habit  and  custom  constitute  a  potent  group  of  wage-fixing 
influences. 

Lines  of  work  which  custom  accepts  as  carrying  prestige  and  social 
esteem  often  command  a  relatively  low  wage.  Examples  would  be  found 
in  the  “white-collared”  clerical  workers,  or  in  the  teaching  profession. 
Again,  the  customary  standards  of  one  locality  often  keep  wages  higher 
(or  lower,  as  the  case  may  be)  than  those  of  a  neighboring  locality. 
Variations  of  wages  as  between  different  trades  and  occupations  are  in 
a  large  number  of  cases  explainable  by  the  custom  and  tradition  of  the 

19  See  236  U.S.  1,  11.  Also  see  W.  W.  Cook,  Yale  Law  Journal,  Volume  27, 
p.  779,  1918,  and  T.  R.  Powell,  “Collective  Bargaining  Before  the  Supreme  Court,” 
Political  Science  Quarterly,  Volume  33,  p.  390,  1918. 

20  See  J.  R.  Commons,  The  Legal  Foundations  of  Capitalism,  Chapter  VIII. 
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lines  of  work  involved.  A  Massachusetts  Wage  Commission  has  asserted 
that  ''wages  among  the  unorganized  and  lower  grades  of  labor  are 
mainly  the  result  of  tradition  and  of  slight  competition.”21  Employers 
who  were  habituated  to  the  under-payment  of  sweated  trades  were  sure 
that  wages  could  not  possibly  be  increased  above  the  customary  scale 
until  the  minimum  wage  laws  came  into  play,  defying  custom,  yet  not 
ruining  the  business.  Habit  and  custom  operate  in  and  through  all  other 
wage  influences.  Orthodox  ideas  of  wage  figures  “which  the  business 
will  bear,”  established  notions  of  what  constitutes  “a  fair  day’s  pay  for 
a  full  day’s  work,”  and  current  attempts  to  “adjust  wages  to  pre-war 
levels”  all  illustrate  the  scope  and  force  of  custom  in  the  setting  up  of 
the  wage  scale. 

Standardization  of  Wage  Rates. — In  many  lines  of  industry,  wage 
rates  for  each  occupation  and  class  of  labor  have  been  standardized. 
Work  is  classified,  and  uniformity  of  rates  prevails  within  each  classi¬ 
fication.  Inequalities  in  rates  of  pay  for  men  doing  the  same  kind  of 
woi’k  are  eliminated.  The  same  pay  for  the  same  work  becomes  the 
criterion  of  wage  determination  within  the  given  group  of  workers. 
The  standardization  of  rates  eliminates  the  feeling  of  injustice  which 
arises  when  one  laborer  receiving  $25  per  week  finds  that  another  laborer 
doing  exactly  the  same  work  is  receiving  $30  per  week.  The  laborers, 
through  their  trade  unions,  have  commonly  demanded  standard  wages, 
since  these  are  adaptable  to  the  purposes  of  collective  bargaining.  Per¬ 
sonnel  management  has  often  classified  the  wage  rates  in  standard  grades 
in  the  interest  of  giving  equal  reward  for  equal  work  in  the  same  line 
of  occupation. 

Much  objection  has  been  raised  to  standard  rates  on  the  ground  that 
equal  rates  make  no  allowance  for  unequal  abilities.  It  is  claimed  that 
the  minimum  rate  taken  as  a  standard  tends  to  become  the  maximum 
rate  for  all  members  of  the  given  group.  The  best  workmen  receive 
no  more  pay  than  the  poorest.  This  criticism  is  doubtless  grounded  to 
a  degree  on  fact.  Standard  wages,  as  applied,  have  undoubtedly  been 
guilty  of  the  evil  charged.  But  the  guilt  in  some  cases  does  not  at  all 
imply  that  such  a  fault  is  inherent  in  standardization.  In  the  best 
experiments  with  standardization,  the  standard  rates  are  taken  as  mini¬ 
mum  rates.  Proficiency  above  the  average  is  rewarded  by  a  differential 
addition  to  the  minimum.  Flexibility  of  rates  for  extra  merit  above 
the  standard  has  proved  thoroughly  practical.  The  standard  rate,  with 
individual  differentials  based  upon  individual  achievement,  is  the  prin¬ 
ciple  in  its  most  acceptable  form.  In  the  modern  machine  regime,  when 
everything  else  is  standardized,  it  is  not  at  all  unreasonable  to  suppose 
that  standardization  can  be  advantageously  applied  to  the  wage  element. 

Wages  and  the  Ability  of  the  Individual. — In  industrial  circles,  one 
frequently  hears  the  assertion  that  a  worker  is  paid  in  exact  proportion 
to  his  ability  and  his  efficiency.  If  the  worker  wants  to  earn  more,  he  is 


2i  Report  of  the  Commission  of  the  Minimum  Wage  Boards,  January,  1012,  p.  18. 
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told  that  the  only  prerequisite  is  that  he  deserve  more.  Each  laborer  is 
said  to  deserve  just  about  what  he  gets. 

This  popular  view  suffers  from  the  loose  assumptions  found  in  most 
popular  views.  If  men  working  in  the  same  shop  or  the  same  trade 
are  involved,  it  is  often  true  that  the  men  who  have  shown  superior 
ability  gain  more  pay  than  their  inferiors.  But  this  comparison  is 
strictly  limited  to  different  men  in  the  same  group.  Now,  relatively  to 
the  poorest  men  in  the  group,  the  best  men  may  receive  superior  pay. 
But  relatively  to  the  pay  in  another  trade,  all  laborers  in  the  first  trade 
may  be  underpaid.  And  relatively  to  the  shares  of  profit  or  interest, 
both  trades  may  be  receiving  less  than  they  should. 

In  brief,  the  proposal  to  pay  every  man  according  to  his  ability 
means  nothing  if  it  is  applied  to  any  field  larger  than  the  single  group 
of  workers.  Who  can  measure  comparative  abilities  in  diverse  fields  of 
work  ?  A  brilliant  preacher  may  receive  less  pay  per  hour  than  a  brick¬ 
layer.  A  veteran  teacher  may  receive  less  reward  than  a  plumber.  An 
artist  may  receive  less  remuneration  than  a  common  laborer.  A  coal 
miner  may  receive  less  pay  than  a  printer.  Who  shall  say  in  any  of 
these  cases  that  one  man  has  earned  more  than  the  other?  Who  can 
find  any  common  measuring  rod  by  which  to  measure  the  relative  abilities 
of  a  man  who  preaches  a  sermon  and  a  man  who  builds  a  house?  Shall 
we  say  that  the  laborer  in  an  automobile  factory  is  more  efficient  than 
the  postal  clerk?  In  all  these  cases,  ability,  efficiency,  worth,  are  futile 
terms.  They  are  meaningless.  The  worker  in  each  grade  receives  a  wage 
in  proportion  to  the  marginal  productivity  of  the  worker.  His  scarcity, 
and  the  marginal  demand  for  his  product,  will  shape  his  wage.  His 
ability  in  some  abstract  sense  cannot  be  used  as  a  unit  of  calculation 
of  the  wage  to  which  he  is  entitled. 

The  reward  of  ability  within  a  given  field  is  the  only  ability  wage 
which  can  be  clearly  recognized.  The  best  workers  are  in  greatest  de¬ 
mand  in  their  trade.  The  best  teachers  are  promoted  to  the  best  jobs 
in  education.  The  best  laborers  become  foremen.  The  best  foremen 
become  superintendents.  But  when  we  compare  the  return  of  the  best 
teachers  and  the  best  plumbers,  of  the  best  machinists  and  the  best 
nurses,  we  can  find  no  common  measure  of  ability.  At  that  point  the 
ability  explanation  of  wages  is  empty  and  useless. 

Education. — Education  has  often  been  looked  upon  as  a  source  of 
increased  wages.  The  worker  is  urged  to  acquire  education,  to  the  end 
that  he  may  receive  higher  pay.  The  assumption  is  that  education  will 
be  a  direct  cause  of  greater  income,  that  a  trained  mind  will  command 
more  pay  than  an  untrained  mind,  that  knowledge  will  be  worth  money 
to  its  possessor. 

This  assumption  is  sound,  if  it  is  applied  strictly  to  two  workmen  of 
the  same  kind.  The  clerk  who  goes  to  night  school,  reads  good  books,  and 
studies  the  intricacies  of  his  work,  will  tend  to  receive  more  pay  than 
the  ignorant  and  indifferent  clerk. 

But  the  educated  clerk  may  receive  less  than  the  uneducated 
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plasterer.  The  teacher  who  has  taken  graduate  work  in  college  may 
receive  less  than  the  plumber  who  has  never  been  in  high  school.  As 
between  different  kinds  of  labor,  education  is  no  measure  of  different 
degrees  of  remuneration. 

For  the  mass  of  labor,  education  is  a  source  of  gain  for  the  reason 
that  educated  labor  is  capable  of  turning  out  a  greater  national  product 
of  goods  and  services.  The  greater  the  output,  the  greater  the  possi¬ 
bility  of  added  consumption.  If  labor  scarcity  is  maintained,  this  possi¬ 
bility  may  become  a  reality.  Wages  may  tangibly  increase.  But  if  labor 
supply  is  excessive,  the  educated  mass  will  raise  their  physical  product 
without  raising  their  real  income  proportionately. 

In  comparing  the  different  effects  of  education  upon  wages  in  in¬ 
dividual  trades,  distinction  must  be  drawn  between  education  as  such, 
and  the  scarcity  of  educated  workmen.  Educated  labor  does  not  receive 
relatively  high  wages  because  it  is  educated,  but  because  there  is  a 
scarcity  of  the  educated  workmen.  The  effort  and  persistence  necessary 
to  obtain  education  weeds  out  the  majority  early  in  the  race.  Only  the 
few  survive  the  rigors  of  continued  application,  examinations  and  tests. 
The  obstacles  to  education  are  so  severe  that  a  scarcity  of  educated 
workers  prevails.  Now,  it  is  this  scarcity  factor  which  accounts  for  the 
inequalities  of  the  wage  return  on  education  in  different  occupations. 
The  teachers  in  secondary  schools  receive  very  moderate  pay  in  spite  of 
their  education,  the  reason  being  that  an  oversupply  of  teachers  is 
usually  available.  If  labor  is  oversupplied,  no  matter  how  much  educa¬ 
tion  it  may  have,  its  wage  will  be  low.  If  labor  is  scarce,  no  matter  how 
little  education  it  may  have,  its  wage  will  be  high.  Education  is  re¬ 
munerative  only  when  it  is  used  as  a  means  of  entrance  to  those  pursuits 
where  ability  is  very  scarce. 

Numerous  corporations  provide  educational  facilities  for  their  em¬ 
ployees.  “Americanization”  subjects  and  English  have  been  common 
objects  of  study,  where  alien  labor  has  been  largely  employed.  Company 
libraries  are  frequently  maintained.  Technical  instruction  is  often  pro¬ 
vided,  with  a  view  to  affording  ambitious  and  intelligent  employees  an 
opportunity  to  advance  themselves  as  rapidly  as  possible.  Such  instruc¬ 
tion  is  one  branch  of  employee  welfare  work,  but  a  branch  which  is 
largely  free  of  the  objections  commonly  raised  to  welfare  activities. 

Hazards  and  Unattractiveness. — From  the  standpoint  of  abstract 
justice,  it  would  seem  that  those  who  do  the  most  unattractive  or  most 
dangerous  work  should  receive  the  highest  pay.  But  such  an  assumption 
would  not  square  with  the  economic  facts.  Laborers  who  are  unqualified 
to  do  anything  else  can  do  the  most  unattractive  forms  of  common  labor. 
The  field  swarms  with  such  laborers.  As  long  as  the  field  is  over¬ 
supplied,  it  will  be  under-paid,  no  matter  how  unattractive  the  work  is. 
It  has  been  found  that  many  of  the  workers  who  toil  under  conditions 
which  are  hazardous  to  life  and  limb,  which  are  unsanitary  or  even 
poisonous,  which  shorten  the  length  of  life  from  ten  to  twenty  years, 
nevertheless  receive  a  pittance  as  their  reward.  The  employer  can  step 
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out  to  the  factory  sate,  and  find  a  long  line  of  unhappy  applicants 
hoping  that  they  may  he  taken  onto  the  pay  roll.  lie,  therefore,  cuts 
down  the  scale  of  pay  to  the  minimum  of  bare  physical  subsistence. 

The  movement  to  recognize  the  human  element  in  labor  has  led  many 
industrial  interests  to  he  more  considerate  of  laborers  in  dangerous  and 
unpleasant  lines  of  work.  Personnel  managers,  in  classifying  work, 
have  taken  into  account  as  one  element  in  classification  the  hazardous 
and  unattractive  features  of  it.  Arbitration  boards,  labor  unions,  regu¬ 
lating  commissions,  have  endeavored  to  make  some  allowance  for  these 
aspects  of  work.  This  progress  in  recognizing  the  human  factor  is  an 
important  social  gain. 

Conclusion. — The  Avide  variety  of  wage  influences  is  apparent. 
Although  avc  may  say  that  marginal  productivity  determines  wages,  Ave 
still  have  to  find  the  forces  which  determine  marginal  productivity.  This 
problem  is  the  vital  problem  in  wage  study.  It  leads  into  the  many  and 
varied  fields  which  have  been  briefly  outlined :  standards  of  living,  stand¬ 
ardization,  ability,  custom,  incentives,  education,  scarcity,  hazards,  un- 
attractiveness,  etc.  No  one  fixed,  absolute  principle  is  adequate  to  ex¬ 
plain  wages.  An  adequate  theory  must  allow  for  a  multiplicity  of 
factors.  The  influence  of  each  factor  will  vary  in  every  new  circum¬ 
stance. 

A  wage  theory  should  be  realistic  and  should  fit  the  facts  of  economic 
life.  The  most  realistic  method  of  wage  settlement  is  not  based  on  a 
conception  of  some  one  vvage  law  into  which  Avage  facts  of  all  sorts  and 
varieties  must  be  made  to  fit,  as  into  a  strait- jacket.  The  truly  realistic 
method  is  based  on  a  conception  of  the  full  list  of  Avage  forces,  playing 
widely  varying  parts  from  instance  to  instance,  combining  in  new  and 
original  forms,  requiring  in  each  individual  ease  an  estimate  of  its 
peculiar  and  unique  grouping  of  all  the  forces  in  operation,  and  taking 
on  new  and  differing  degrees  of  influence  in  national  and  international 
Avage  levels  at  various  historical  stages.  At  the  same  time,  this  pluralistic 
or  group  theory  of  wages  has  the  distinct  advantage  of  being  genuinely 
serviceable  because  it  keeps  close  to  the  evolutionary  and  dynamic  facts 
of  economic  life. 

The  basis  of  this  theory  of  wages  in  actual  economic  conditions  has 
been  expressed  with  reference  to  railway  wages  by  the  Railroad  Labor 
Board  in  a  decision  in  1920  on  the  wage  rates  of  approximately 
2,000,000  railway  employees:  “The  board  has  been  nnable  to  find  any 
formula  which  applied  to  the  facts  would  work  out  just  and  reason¬ 
able  wages  for  the  many  thousands  of  positions  involved  in  this 
dispute.  The  determination  of  such  wages  is  necessarily  a  matter 
of  estimate  and  judgment  in  view  of  all  the  conditions,  a  matter  on 
which  individuals  Avill  differ  widely  as  their  information  or  lack  of  it, 
their  interest,  situation  or  bias  may  influence  them.”  The  Trans¬ 
portation  Act  passed  by  Congress  in  1920  laid  down  as  a  guide  in 
determining  what  wages  would  be  “just  and  reasonable”  the  following 
major  considerations: 
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(1)  The  scale  of  wages  paid  for  similar  kinds  of  work  in  other 
industries ; 

(2)  The  relation  between  wages  and  the  cost  of  living; 

(3)  The  hazards  of  the  employment; 

(4)  The  training  and  skill  required; 

(5)  The  degree  of  responsibility; 

(6)  The  character  and  regularity  of  the  employment;  and 

(7)  Inequalities  of  increases  in  wages  or  of  treatment,  the  result  of 
previous  wage  orders  or  adjustments. 

Marginal  productivity  determines  wages,  but  these  pluralistic  forces 
determine  marginal  productivity. 
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CHAPTER  XXI 


POPULATION,  IMMIGRATION,  AND  WAGE  CONTROL 

The  Effort  to  Control  Wages. — For  the  most  part,  labor  is  not 
satisfied  with  the  income  received.  The  conviction  is  widespread  that 
the  income  ought  to  be  larger,  and  can  be  made  larger.  On  all  sides 
appear  schemes  for  control  of  the  labor  income.  Labor  is  desirous  of 
bringing  the  wage  factor  under  deliberate  and  purposeful  control. 

The  group  devices  for  this  purpose  are  collective  bargaining  and 
wage  legislation.  These  have  been  discussed  earlier.  But  the  individual 
device  is  silent  and  willful  restriction  of  output  in  order  to  make  work 
last  longer.  Workmen  soldier  on  the  job,  go  slow,  and  prolong  the 
job  to  the  utmost  in  order  to  stay  on  the  payroll  as  long  as  possible. 
The  many  excuses  for  this  practice  are  commonly  referred  to  under 
the  “make  work”  theory  of  labor.  When  the  mass  of  laborers  are  in¬ 
dividually  following  the  make  work  policy,  the  burden  of  sabotage  on 
production  is  very  great.  The  efficiency  of  labor  is  undermined,  labor 
costs  per  unit  of  product  mount  upward,  and  acute  problems  of  indus¬ 
trial  management  arise.  Management  seeks  to  “speed  up”  the  worker, 
whereas  the  worker  slacks  his  effort  so  as  “not  to  work  himself  out  of 
a  job.” 

Employers  are  accustomed  to  vent  upon  this  labor  policy  their  bit¬ 
terest  denunciation.  They  refer  to  it  as  the  make  work  fallacy.  They 
scoff  at  its  pretension  to  benefit  labor.  They  fight  it  as  a  menace  and 
a  scourge  in  production. 

The  extent  to  which  the  theory  is  a  fallacy  depends  upon  whether 
we  take  the  long  or  the  short  view.  In  the  long  view,  restriction  of 
work  is  an  unmitigated  curse  to  labor.  It  is  a  restriction  of  the  total  fund 
of  commodities  of  the  nation.  Labor  can  not  acquire  more  commodities 
than  are  actually  produced.  If  labor  cuts  down  the  amount  produced, 
automatically  it  cuts  down  the  amount  consumed.  In  the  long  run, 
maximum  national  production  is  the  hope  of  the  worker.  The  employer, 
in  denouncing  the  make  work  fallacy,  is  taking  the  long  run  view.  And 
in  this  view,  the  employer  is  right.  But  that  is  not  by  any  means  the 
whole  story. 

In  the  short  view,  labor  is  partly  right.  Two  things  may  happen  if 
labor  speeds  up.  First,  labor  may  be  dropped  from  the  pay  roll  since  all 
the  work  is  done,  all  the  orders  are  filled,  and  there  is  nothing  else  to 
do.  The  immediate  reward  for  speeding  up  may  be  unemployment. 
The  greater  the  efficiency  of  the  worker,  the  sooner  his  work  is  done. 
Instead  of  getting  increased  pay  for  his  pains,  he  gets  no  pay  at  all 
while  he  is  unemployed.  Now,  the  laborer  lives  in  the  present,  not  in 
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the  remote  and  the  ultimate  future.  He  must  have  an  income  here 
and  now,  if  he  is  to  live  decently.  In  the  long  run,  at  some  far  off, 
distant  date,  there  may  be  a  reward  for  his  speeding  up.  But  all  this 
is  hazy,  invisible,  evanescent,  nebular.  He  must  live  day  by  day,  not 
in  dream  land.  He  must  pay  for  his  groceries  at  the  end  of  the  month, 
not  in  the  kingdom  of  glory  ahead.  And  he  knows  from  cruel  experi¬ 
ence  that  only  so  long  as  he  clings  to  his  job  does  he  have  an  income. 
Small  wonder  that  he  clings  tenaciously  to  that  which  alone  keeps  him 
from  the  distress  of  unemployment. 

The  make  work  policy  is  a  creature  of  the  evil  of  unemployment. 
It  is  a  by-product  of  unemployment.  If  business  could  eliminate  the 
fear  of  losing  the  job  when  work  is  done  efficiently,  the  whole  horizon 
of  labor  would  change.  The  unemployment  problem  is  the  crucial  force 
behind  labor’s  soldiering.  The  fault  lies  not  in  vicious  human  nature, 
not  in  malevolent  disposition,  but  in  an  institutional  fact  which  man¬ 
agement  has  not  eradicated  from  modern  business.  That  fact  is  re¬ 
current  unemployment.  The  cure  for  the  make  work  fallacy  is  pri¬ 
marily  the  abolition  of  unemployment. 

The  second  aspect  of  the  short  run  view  is  the  relation  between 
speeding  up  and  increased  pay.  The  worker  lives  in  the  money  economy. 
Pecuniary  principles  determine  his  fate.  And  one  common  fact  which 
has  been  thrown  in  his  face  time  and  again  is  that  harder  work  does 
not  necessarily  bring  higher  pay.  All  too  common  are  the  employers 
who  cut  wage  rates  as  soon  as  superior  efficiency  is  shown.  Labor  his¬ 
tory  is  replete  with  labor  disappointments  at  the  empty  results  of  speed¬ 
ing  up.  The  pecuniary  consequence  of  extra  effort  may  be  cut  rates 
of  pay.  An  indispensable  step  in  the  cure  of  the  make  work  policy 
is  a  bona  fide  guarantee  to  the  workers  that  they  will  receive  a  propor¬ 
tionate  share  of  the  increased  product.  Their  lack  of  confidence  in  this 
outcome  underlies  their  attitude  toward  their  work. 

In  the  money  economy,  and  in  the  short  run,  speeding  up  may  result 
in  unemployment  or  merely  more  work  without  proportionately  more 
pay.  The  worker  is  acting  upon  the  canons  of  the  money  economy  in 
his  make  work  policy.  These  canons  are  not  inevitable  aspects  of  modern 
business.  They  are  institutional  left  overs  from  an  earlier  day  and 
can  be  remedied  by  sound  policies  of  personnel  administration. 

Wage  Control  and  the  Business  Cycle.— The  price  fluctuations  of 
the  business  cycle  give  rise  to  serious  wage  disturbances.  When  prices 
are  rising,  labor  feels  the  pinch  of  the  cost  of  living,  and  strikes  for 
higher  wages.  When  prices  are  falling,  labor  tries  to  hang  onto  its 
gains,  and  strikes  to  resist  wage  cuts.  Wages  tend  to  lag  behind  prices 
both  on  the  up  and  the  down  grade,  although  in  individual  occupations 
this  lag  may  be  overcome  by  strong  union  effort.  The  wage  lag  means 
that  unless  unionism  is  especially  strong,  labor  tends  to  lose  in  the 
upswing  of  the  business  cycle.  But  when  all  other  prices  come  down, 
wages  tend  to  hold  their  new  level,  and  labor  tends  to  gain.  In  no  small 
measure,  the  secret  of  labor  progress  is  to  fight  for  increases  while 
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prices  are  rising,  and  to  fight  to  maintain  the  high  wage  gains  while 
prices  are  falling. 

Employers  endeavor  to  deflate  labor  when  prices  fall,  but  wages 
lag  behind  price  cuts.  Consequently,  the  labor  cost  to  the  employer  tends 
to  be  severe  at  such  times.  But  this  labor  cost  has  one  advantage  to 
society,  namely,  it  acts  as  a  strong  incentive  to  increase  the  efficiency 
of  management.  Management  must  try  in  every  way  to  cut  labor  cost 
per  unit  of  output  in  order  to  be  able  to  pay  the  high  hourly  wage 
rates. 

The  cyclical  fluctuations  may  be  illustrated  by  the  accompanying 
diagrams : 

Changes  in  Employment,  in  Total  Wage  Payments,  and  in  Average 
Weekly  Wage  Earnings  in  New  York  State  Factories. 

(June,  1914=  100  Per  Cent.  Latest  Figures,  October.)  * 

PERCENT 


•  Monthly  Review,  Federal  Reserve  Bank  of  New  York,  December  1,  1924,  p.  5. 

The  above  diagram  emphasizes  certain  differences  in  the  fluctuations 
of  wage  factors.  Average  weekly  earnings  are  different  from  total 
yearly  earnings,  because  unemployment  enters  into  the  annual  calcu¬ 
lation.  In  the  depression  of  1921,  total  wage  payments  were  at  their 
low  point  partly  because  of  lower  average  weekly  rates,  but  also  partly 
because  unemployment  reduced  the  number  of  weeks  actually  worked. 
A  difference  between  wage  and  unemployment  curves  is  apparent. 
Factory  employment  increased  much  less  as  compared  with  1914  than 
did  money  wages.  In  both  wage  and  employment  series,  the  high  points 
of  1919  and  1923  contrast  with  the  low  points  of  1921  and  1924.  The 
movements  of  prosperity  and  depression  are  clear. 

The  following  diagram  compares  wages  with  the  cost  of  living. 
Wages  in  this  case  are  weekly  earnings.  In  the  upswing  of  prices  from 
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1915  to  1920,  earnings  of  factory  operatives  barely  kept  pace  with 
the  cost  of  living,  and  earnings  of  factory  office  workers  lagged  far 
behind.  In  the  down  swing  of  prices  beginning  in  1920,  earnings  of 
operatives  stayed  well  above  the  cost  of  living,  and  earnings  of  office 
workers  caught  up  with  the  cost  of  living. 

Changes  in  Average  Weekly  Earnings  op  Operatives  and  Office 
Workers  in  New  York  State  Factories  and  the  Cost  of 
Living  in  the  U.  S.  (1914  =  100  Per  Cent.)  * 

PER  CENT 


*  Monthly  Review,  Federal  Reserve  Bank  of  New  York,  Jan.  1,  1925,  p.  5. 

The  inequalities  of  wage  fluctuations  in  the  cyclical  movements  are 
indicated  by  the  following  diagram  of  four  separate  wage  groups : 


Agricultural  Prices  and  Wages  * 


•  C.  J.  Brand,  Proceedings  of  the  Academy  oj  Political  Science ,  Volume  XI,  p.  21. 
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Union  wages  rose  higher  by  far  than  farm  wages,  but  not  as  high 
as  wages  of  factory  workers.  All  rates  except  farm  wages  were  well 
sustained  in  1921,  and  contrast  sharply  with  the  violent  decline  of 
farm  prices.  Inequalities  of  wage  fluctuations  are  further  illustrated 
by  the  diagram  below  : 

Quarterly  Wages  and  Salaries  Paid  to  Employees  in  Continental 

United  States  * 

(First  quarter  of  1920  =  100) 
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*  W.  I.  King,  Employment ,  Hours,  and  Earnings  in  Prosperity  and  Depression, 
National  Bureau  of  Economic  Research,  p.  104. 


King  estimates  that  the  salary  and  wage  payments  for  the  first  quar¬ 
ter  of  1922  were  less  by  about  2,729  millions  of  dollars  than  were  the 
total  disbursements  in  the  third  quarter  of  1920.  The  average  earnings 
in  1920  of  persons  who,  in  that  year,  worked  in  plants  employing  over 
100  workers,  were  $1,544.  In  1921,  largely  because  of  unemployment, 
their  earnings  had  fallen  to  $1,112,  a  loss  of  $432.  The  cyclical  fluctua¬ 
tion  proves  to  be  more  severe  in  large  corporate  establishments  than  in 
the  small  plants.1 

i  W.  I.  King,  Employment,  Hours,  and  Earnings  in  Prosperity  and  Depression, 
National  Bureau  of  Economic  Research,  p.  144.  Wages  in  the  business  cycle  affect 
two  interests  beside  labor.  They  affect  the  business  man  through  fluctuations  in 
his  cost  of  production.  They  affect  the  selling  end  of  every  business  since  effective 
demand  for  commodities  depends  upon  the  spending  power  of  the  laborer  as  con¬ 
sumer.  These  two  aspects  of  wages  are  considered  more  in  detail  in  other  chapters, 
especially  those  dealing  with  production,  with  consumption,  and  with  business  cycles. 
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The  most  valuable  method  of  measuring  wage  fluctuations  from  the 
standpoint  of  business  would  be  unit  labor  costs.  Such  costs  would 
take  into  account  not  only  the  actual  money  disbursed  for  wages  but 
also  the  relative  efficiency  of  the  wage.  Business  men  commonly  com¬ 
plain  of  the  laxity  and  inefficiency  of  the  labor  force  in  the  prosperity 
phase  of  the  business  cycle.  They  declare  that  once  labor  loses  the 
fear  of  unemployment,  it  also  loses  efficiency.  Labor  costs  mount  dur¬ 
ing  the  advanced  stages  of  prosperity,  and  tend  to  cut  down  profit 
margins.  When  both  the  advance  in  nominal  rates  and  the  declining 
efficiency  of  each  hour  of  labor  are  taken  into  account,  unit  costs  of 
production  fluctuate  severely.  Unfortunately  this  interpretation  is 
largely  a  matter  of  general  observation  merely,  and  has  not  been  sub¬ 
stantiated  by  adequate  statistical  proof.  It  is,  however,  the  most 
plausible  interpretation  of  the  disturbances  of  labor  costs  in  the  business 
cycle. 

Many  authorities  have  claimed  that  if  it  had  not  been  for  the 
business  cycle,  labor  would  not  have  made  as  much  progress  in  the 
past  as  the  actual  record  shows.  The  basis  for  this  claim  is  that  although 
wages  lag  in  the  upswing,  they  refuse  to  fall  in  the  downswing,  and 
the  net  result  is  a  labor  gain.  The  disturbances  of  the  cycle  are  said  to 
have  broken  up  tradition  and  custom,  and  to  have  introduced  a  pro¬ 
gressive  and  dynamic  force.  The  record  of  the  past  50  years  seems  to 
substantiate  this  theory,  to  the  extent  that  such  gains  as  labor  has 
received  have  come  about  in  this  manner.  It  does  not  follow,  however, 
that  it  is  necessary  to  retain  the  violences  of  the  business  cycle  in  order 
to  insure  labor  successive  wage  gains.  The  forces  of  collective  bar¬ 
gaining,  labor  scarcity,  personnel  management,  and  general  control  may 
be  trusted  to  obtain  more  steady  and  reasonable  gains,  without  all  the 
bitterness  and  strife  of  the  present  situation. 

A  great  part  of  labor  unrest  arises  directly  from  the  price  and 
wage  fluctuations  of  the  business  cycle.  Labor  strikes  to  force  wages 
up  at  one  stage  and  strikes  to  resist  wage  cuts  at  another  stage.  Un¬ 
employment,  sabotage,  soldiering,  unrest,  agitation,  hatred,  are  the 
human  harvest  of  the  violent  fluctuations.  These  social  troubles  are 
usually  attributed  to  all  sorts  of  strange  causes  by  contemporary  ob¬ 
servers,  but  from  a  detached  viewpoint,  it  is  clear  that,  they  are  in  basic 
ways  attributable  to  the  cyclical  disturbances  between  wages,  prices, 
and  costs. 

Are  Rising  Wages  a  Cause  of  Rising  Prices? — In  business  circles, 
wage  increases  are  commonly  thought  to  be  the  cause  of  increases  in  the 
price  level.  The  employer  lectures  the  employee  with  good  advice,  in 
which  the  point  is  forcefully  made  that  if  the  employee  strikes  for  a 
wage  increase,  the  added  cost  will  be  tacked  onto  the  price  of  the  product, 
and  the  worker  as  consumer  will  pay  just  that  much  more  for  everything 
he  buys.  A  10  per  cent  wage  increase  is  no  gain  if  it  is  offset  by  a 
10  per  cent  price  increase  on  everything  the  worker  buys. 

As  will  be  explained  more  in  detail  later,  economists  find  that  the 
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price  level  is  not  pushed  upward  as  a  result  of  rising  costs,  but  as  a 
result  of  changes  in  the  quantity  of  money  in  circulation,  and  in  gen¬ 
eral  business  psychology.  The  principle  can  be  illustrated  most  readily 
from  its  more  extreme  expressions.  Prices  in  Germany  went  to  ex¬ 
treme  heights  because  too  many  paper  marks  were  printed  and  put 
into  circulation.  Bising  labor  costs  were  a  consequence,  not  a  cause  of 
rising  prices. 

One  fact  which  would  throw  doubt  on  the  business  man’s  loose  as¬ 
sumption  is  the  fact  that  wages  lag  behind  prices.  If  wage  increases 
do  not  occur  until  after  prices  have  increased,  it  is  unlikely  that  they 
could  cause  the  increase. 

Furthermore,  our  analysis  of  marginal  utility  would  lead  us  to 
suspect  the  validity  of  the  doctrine.  If  price  is  raised  beyond  what 
the  marginal  buyer  will  pay,  the  goods  will  not  be  taken  off  the  market. 
Employers  cannot  arbitrarily  add  to  their  prices  without  suffering  a 
falling  off  in  volume  of  sales.  This  squeezing  out  of  marginal  buyers 
is  a  drastic  check  upon  price  boosting.  But  if  the  government  and  the 
banks  are  issuing  more  money  units  all  the  time,  consumers  will  be 
able  to  buy  the  goods  at  the  higher  prices.  And  sellers,  knowing  that 
fact,  will  tend  to  jack  the  prices  up,  whether  wages  are  raised  or  not. 
Unless  more  money  is  being  put  into  circulation  producers  cannot  keep 
up  their  sales  when  they  try  to  add  wage  increases  into  prices. 

The  price  level  is  not  determined  by  the  cost  of  labor,  but  by  the 
quantity  of  money  and  other  causes. 

How  Can  Wages  Be  Increased?— A  theory  of  wages  must  explain 
not  only  why  wages  have  come  to  be  what  they  are,  but  also  how  they 
can  be  made  better.  If  we  take  marginal  productivity  as  the  principle 
of  wages,  we  must  search  for  methods  by  which  the  marginal  produc¬ 
tivity  of  labor  can  be  increased.  Wages  as  we  find  them  to-day  are 
far  from  ideal.  At  best,  they  supply  the  masses  with  a  cramped  and 
narrow  existence.  Every  social  thinker,  every  liberal,  every  public- 
spirited  leader,  must  face  the  urgent  necessity  for  enlarging  labor  in¬ 
come.  The  higher  and  the  lower  wants  alike  depend  upon  the  pay 
envelope.  The  cultural  and  the  spiritual  satisfactions  of  modern  life 
are  in  large  measure  dependent  upon  spending  power.  Amusement, 
recreation,  education,  appreciation  of  all  the  finer  things  in  life,  alike 
must  be  paid  for.  The  demand  for  more  wages  is  no  sordid,  materi¬ 
alistic  aspiration.  It  is  no  crass,  mercenary  obsession  with  the  physical 
indulgences  of  life.  It  is  a  human  cry  for  more  abundant  life.  It 
is  a  burning  desire  for  the  good  things  which  distinguish  civilized  from 
primitive  life. 

But  the  effort  to  control  wages  for  the  progressive  benefit  of  labor 
meets  many  doctrinal  objections.  The  history  of  economic  thinking  is 
replete  with  theories  calculated  to  prove  that  wages  are  a  set  and  arbi¬ 
trary  sum,  incapable  of  deliberate  control.  The  subsistence  theory 
taught  that  wages  would  always  be  at  the  bare  level  of  existence. 
The  wages-fund  theory  taught  that  only  a  fixed  fund  was  available  for 
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distribution,  and  no  effort  on  the  part  of  the  worker  could  augment  the 
fund.  The  supply  and  demand  theory  taught  that  the  supply  of 
and  demand  for  the  lifeless  commodity,  labor,  would  override  all  senti¬ 
mental  palaver  about  the  human  factor.  The  marginal  productivity 
theory  taught  that  each  laborer  would  tend  to  get  exactly  what  the 
marginal  laborer  produced,  and  this  doctrine  was  interpreted  to  mean, 
in  popular  application,  that  the  product  was  a  fixed  amount,  beyond 
which  wage  increases  were  preposterous.  Immutable  wage  funds,  iron 
laws,  natural  levels,  determining  factors,  fixed  sums,  specific  products, 
normal  rates, — these  are  but  a  few  of  the  phrases  which  have  been 
used  in  setting  forth  the  fatalistic  doctrine  that  the  wage  is  what 
it  is,  and  nothing  can  make  it  more  or  less. 

In  spite  of  all  such  warnings  and  forebodings,  labor  nevertheless 
possesses  the  determination  to  exercise  some  form  of  control  over  the 
wage  income.  And  this  determination  rests  upon  a  view  of  wage  forces 
which  has  much  to  be  said  in  its  defense.  The  wage  income  is  declared 
to  be  the  result  of  institutional  forces.  These  forces  include  all  the 
social  customs,  the  established  ways  of  doing  things,  the  business  habits, 
the  property  and  contractual  institutions  of  modern  society.  All  of 
these  are  man-made  institutional  fixtures.  They  are  not  immutable  and 
inevitable.  Customs  and  institutions  can  be  remade.  Economic  habits 
and  routines  can  be  reshaped.  The  wage  income  is  a  pliable,  flexible, 
elastic,  dynamic  thing,  fluctuating  with  every  social  growth  and  every 
social  decay. 

What  then  are  the  possible  sources  of  increased  wages?  How  can 
wages  be  raised?  What  are  the  pathways  of  control?  The  alterna¬ 
tive  routes  toward  wage  advancement  may  be  classified  under  the  fol¬ 
lowing  four  headings : 

1.  Acquisition  of  a  higher  wage  share  by  taking  something  away  from  the 
profit,  rent,  or  interest  shares  of  total  product. 

2.  Maintaining  the  same  proportional  share  of  labor,  but  increasing  the 
total  to  be  shared  by  technical  improvements  in  production  within  the  plant. 

3.  Maintaining  the  same  proportional  share  of  labor,  but  increasing  the 
total  to  be  shared  by  improvement  in  the  general  inter-relations  of  all  plants 
and  all  business  units. 

4.  Augmenting  the  free  income  of  the  worker. 

The  acquisitive  strategies  of  the  money  economy  center  about  the 
maximum  gain  for  the  individual,  whether  he  be  business  man  or  laborer. 
In  the  money  economy  and  under  the  pecuniary  regime,  every  man 
measures  his  success  by  the  size  of  his  income.  Whether  his  income 
rises  at  the  expense  of  some  one  else  does  not  usually  enter  into  his 
thinking.  It  is  enough  that  he  has  won  an  acquisitive  gain.  Labor 
faces  the  possibility  of  making  some  acquisitive  gain  by  paring  down 
the  other  shares  in  the  national  income.  If  a  factory,  instead  of  making 
20  per  cent  profit,  is  forced  to  give  labor  an  increase  which  absorbs 
half  of  the  profit,  the  capitalist  is  the  loser  and  the  laborer  is  the 
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gainer.  This  direct  and  immediate  source  of  labor  gain  probably 
has  occupied  the  forefront  of  the  laborer’s  imagination  in  the  bulk  of 
union  struggles  for  better  wages. 

To  test  the  scope  of  this  source  of  progress,  it  is  necessary  to  view 
the  matter  in  the  large,  and  ask  what  would  happen  if  all  laborers 
were  to  seize  such  differential  or  acquisitive  gains.  How  far  can  the 
process  go  before  it  meets  a  sharp  arrest?  Is  there  any  room  for  its 
progress  ? 

It  appears  that  there  is  a  certain  small  fraction  of  national  income 
which  is  anybody’s  gain  who  can  seize  it.  Even  granting  that  rent 
must  be  a  certain  amount  or  land  will  be  held  out  of  use ;  that  in¬ 
terest  must  be  a  certain  amount,  or  capital  will  not  be  available;  that 
profit  must  be  a  certain  amount,  or  business  ability  will  not  be  forth¬ 
coming,  there  nevertheless  is  a  fringe  of  all  these  shares  which  can  be 
made  slightly  more  or  less  without  ruining  the  respective  shares.  In 
an  earlier  part  of  this  discussion,  it  has  been  shown  that  in  1916,  labor 
received  only  66.7  of  the  net  value  product  of  industry,  but  in  1918 
received  77.3  per  cent.  In  one  year,  the  labor  share  was  one-seventh 
greater  than  in  another.  An  amount  equal  to  from  5  to  15  per  cent 
of  the  national  income  is  apparently  a  legitimate  field  for  an  acquisitive 
struggle.  The  most  powerful  bargainers  in  business  will  receive  this 
flexible  fraction  of  income.  At  the  border  of  each  share  is  this  plastic 
rim  which  may  be  narrowed  or  widened  by  the  acquisitive  struggle  be¬ 
tween  labor  and  capital.  These  border  surpluses  may  be  added  to  or 
taken  away  from  any  share  without  wreaking  disaster  upon  the  loser. 
Labor,  by  strong  bargaining,  by  proper  scarcity,  by  policies  of  control, 
may  legitimately  aspire  to  win  a  part  of  this  slice  of  national  income.2 

However,  there  is  a  quick  and  drastic  limit  to  this  plan  for  wage 
increase.  At  best  the  gains  are  narrowly  limited.  From  statistical 
studies  of  the  different  shares,  W.  I.  King  arrives  at  the  following 
conclusion : 

“Thus  it  would  seem  improbable  that,  with  our  present  national 
productive  power,  any  feasible  system  of  distribution  could  increase 
the  average  wage  earner’s  income  in  purchasing  power  by  more  than 
one-fourth  and  this  is  an  extreme  rather  than  a  moderate  estimate. 
While  such  a  change  might  or  might  not  be  desirable,  it  would,  at 
least,  work  no  startling  revolution  in  the  condition  of  the  employees  of 
the  United  States.  The  grim  fact  remains  that  the  quantity  of  goods 
turned  out  absolutely  limits  the  income  of  labor  and  that  no  reform 
will  bring  universal  prosperity  which  is  not  based  fundamentally  upon 
increasing  the  national  income.”3  King’s  findings  were  based  upon 

2  In  strict  economic  reasoning,  this  plastic  slice  is  traceable  to  the  surpluses 
of  each  share.  Producer’s  surplus  is  gained  by  those  who  could  afford  to  sell  for 
less,  but  do  not  have  to  because  prices  are  set  at  the  margin.  Much  saving  would 
be  done  for  less  than  the  going  interest  rate,  but  does  not  have  to  be  done  for  less, 
because  rates  must  be  high  enough  to  attract  marginal  savings.  These  surpluses 
in  profit,  interest,  and  rent  may  be  encroached  upon  somewhat  by  labor  without 
visiting  disaster  upon  the  economic  system. 

3  Wealth  and  Income  of  the  People  of  the  United  States,  pp.  165-67. 
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pre-war  figures.  A  post-war  investigation  has  been  made  by  David 
Friday,  from  which  the  conclusion  is  essentially  the  same.  “The  prac¬ 
tical  conclusion  that  follows  from  all  this  is  that  the  source  of  real  wages 
must  be  found  in  production  and  not  in  a  redistribution  of  the  product 
of  industry. 

“Those  who  had  hoped  to  augment  the  laborer’s  real  wages  by 
making  short  shrift  of  the  whole  matter  and  adding  to  the  laborer’s 
wages  what  the  entrepreneur  now  receives  as  profits,  will  be  disap¬ 
pointed  by  this  analysis  of  the  situation.”4 

Turning  to  the  second  source  of  added  wages  mentioned  in  the 
foregoing  classification,  we  may  inquire  into  the  possibilities  of  increased 
technical  efficiency  within  the  plant.  The  technology  of  production 
and  the  state  of  the  industrial  arts  must  be  improved  if  total  product 
is  to  be  increased.  These  lines  of  development  involve  the  efficiency 
of  labor,  the  efficiency  of  management,  and  the  efficiency  of  capital. 
That  labor  attains  only  a  fraction  of  its  possible  efficiency  in  a  large 
part  of  industry  is  a  commonplace.  How  to  multiply  efficiency  is  in 
large  measure  a  question  of  psychology.  The  right  motivation,  the  right 
incentives  must  be  present.  The  right  working  environment  must  be 
created  as  the  stimulus  to  superior  effort.  A  technique  to  cope  with 
this  psychological  problem  has  been  built  up  in  numerous  pioneer 
factories.  The  technique  has  been  called  “personnel  administration,” 
or  “human  engineering.”  It  comprehends  the  whole  industrial  envi¬ 
ronment  of  the  worker,  and  aims  to  make  all  details  of  working  experi¬ 
ence  conspire  to  stimulate  confidence,  loyalty,  satisfaction,  interest, 
and  workmanship. 

Labor  efficiency  cannot  be  increased  in  the  proximate  future  by 
better  inheritance  of  native  ability.  Biological  heredity  offers  no 
material  hope  of  more  efficient  labor.  The  hope  lies  in  realizing  more 
of  the  present  potential  capacities  of  the  laborer.  By  education,  by 
social  stimulus,  by  environmental  improvements,  by  institutional  de¬ 
velopment,  it  is  possible  to  tap  the  great  latent  resources  of  efficiency 
in  modern  labor. 

Increased  efficiency  of  labor  largely  depends  upon  increased  ef¬ 
ficiency  of  management.  Scientific  management  in  labor  relations  frankly 
assumes  the  responsibility  for  labor  efficiency.  The  widest  conceivable 
differences  in  managerial  ability  appear  at  every  hand.  The  backward 
and  inefficient  managements  prevent  labor  from  attaining  full  efficiency. 
The  control  of  the  human  factor  in  industry  has  been  one  of  the  most 
baffling  problems  in  modern  business,  but  the  application  of  scientific 
analysis  to  the  problem  has  resulted  in  a  body  of  methods  and  prin¬ 
ciples  which  are  capable  of  yielding  a  large  part  of  the  solution.  The 
best  managed  plants  show  what  management  can  accomplish.  Industrial 
engineers  are  themselves  accustomed  to  assert  that  management  is  not 
more  than  50  to  60  per  cent  efficient  in  the  mass  of  cases. 

David  Friday  has  observed,  regarding  the  period  of  the  World  War: 

*  Profits,  Wages  and  Brices,  p.  236. 
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“That  a  20  per  cent  increase  in  productive  output  is  possible  was 
demonstrated  during  the  war.  That  the  cooperation  of  labor  is  neces¬ 
sary  to  any  such  program  is  obvious.  But  the  possibility  of  that  co¬ 
operation  was  also  demonstrated.  Given  an  aim  that  appealed  to  the 
imagination,  that  made  labor  an  integral  part  of  the  body  politic,  it 
demonstrated  its  willingness  to  cooperate.  But  there  had  to  be  a 
worthwhile  end,  and  there  had  to  be  recognition  of  labor  as  a  factor 
equal  to  the  other  partners  in  the  industrial  life  of  the  nation.”5 

In  other  words,  even  though  labor  should  plunge  enthusiastically 
into  the  task  of  increasing  production  in  a  measurable  degree  labor 
might  have  no  assurance  that  a  due  proportionate  share  of  the  increase 
would  be  forthcoming  in  the  form  of  wages.  Labor  has  had  ample 
bitter  experience  in  the  past  to  satisfy  it  that  there  are  altogether  too 
many  employers  who  would  pounce  upon  labor’s  increased  productivity, 
and  endeavor  to  retain  the  lion’s  share  of  the  increase.  The  only  safe¬ 
guard  against  this  encroachment  which  has  thus  far  proved  reliable 
enough  to  command  the  widespread  confidence  of  labor  is  collective 
bargaining  through  a  powerful,  organized  labor  group.  The  indis¬ 
pensable  understanding  in  labor’s  mind  before  any  material  increase 
of  total  production  may  be  looked  for,  must  be  that  labor  shall  receive 
a  just  and  proportionate  share  of  the  increase.  Unless  labor  can  be 
reasonably  assured  of  this  outcome,  labor  cannot  be  expected  to  take 
part  in  the  ideal  of  greatly  heightened  output.  Many  individual  plants 
have  experimented  with  such  assurances,  and  have  increased  produc¬ 
tion  in  many  cases  by  surprising  amounts,  but  only  because  the  in¬ 
dividual  employer  has  been  progressive  enough  to  comprehend  labor’s 
point  of  view,  and  to  offer  assurances  which  convinced  labor  that  wages 
would  constitute  a  fair  and  proper  share  of  the  increased  product. 
The  number  of  employers,  however,  who  are  unable  because  of  tra¬ 
ditional  ways  of  thinking,  to  give  labor  such  an  assurance  is  so  great 
that  the  laborer  declines  to  trust  employers  as  a  class  to  grant  what 
labor  would  consider  a  fair  share  of  the  increased  product.  For  the 
general  run  of  laborers,  dealing  with  a  large  proportion  of  employers, 
the  only  satisfactory  assurance  lies  in  labor’s  power  to  claim  a  fair 
share  of  the  increase,  through  agencies  of  collective  bargaining.  Even 
though  this  agency  may  often  make  exaggerated  demands,  and  appear 
obstinate  and  headstrong  and  unreasonable  in  its  claims,  nevertheless 
the  only  sure  recourse  of  labor  is  collective  bargaining  either  in  the 
form  of  works  councils  or  labor  unions.  Democratic  action  in  govern¬ 
ment  or  industry  has  grave  faults,  but  the  central  necessity  for  the 
group  method  exists  in  industry  as  well  as  in  politics,  and  the  besetting 
sins  of  collective  bargaining  groups  must  be  alleviated  by  a  more  co¬ 
operative  attitude  on  the  part  of  labor,  capital  and  the  public. 

Fully  aware  of  these  phases  of  labor  psychology,  Friday  further 
concludes:  “We  have  learned  that  it  is  possible  to  produce  enough 

6  Profits,  Wages  and  Prices,  p.  230. 
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so  that  every  class  may  have  a  decent  standard  of  living.  With  this 
result  realized,  poverty  will  be  abolished.  This  attainment  is  one  of 
which  nations  have  dreamed  for  centuries.  No  nation  has  been  within 
striking  distance  of  its  realization  before.  If  any  national  leader  or 
any  group  can  be  found  with  the  imagination  and  the  courage  to  appeal 
to  America  on  the  basis  of  this  motive,  and  with  an  adequate  program, 
we  shall  see  the  most  promising  and  worthwhile  political  and  industrial 
experiment  which  we  have  tried  in  our  national  career.”  c 

The  efficiency  of  capital  within  the  plant  depends  upon  inventions, 
patents,  scientific  discoveries,  mechanical  improvements,  cost  account¬ 
ing,  proper  motivation  of  labor,  balancing  the  factors  in  production,  etc. 
Laboratory  experiment,  scientific  research,  engineering  developments, 
offer  the  hope  of  progress  in  this  direction.  The  progress  of  the  past 
in  these  respects  has  been  revolutionizing,  and  new  revolutionary  dis¬ 
coveries  appear  constantly.  Capital  efficiency  is  a  question  not  merely 
of  the  physical  amount  of  capital,  nor  of  its  pecuniary  value,  but  of  its 
ability  to  turn  out  product  at  utmost  speed. 

We  have  discussed  now  the  possibility  of  increasing  labor’s  share 
at  the  expense  of  other  shares,  and  the  possibility  of  increasing  the 
total  product  to  be  shared  by  superior  efficiency  within  the  plant.  The 
third  possible  source  of  increased  wages  is  increased  total  product 
due  to  scientific  organization  of  the  inter-relations  of  industry.  These 
three  sources  have  been  called  by  W.  H.  Hamilton  the  acquisitive  arts, 
the  industrial  arts,  and  the  economic  arts,  respectively.7 

The  economic  arts  involve  the  planning  of  the  economic  life  as 
a  whole.  The  stabilization  of  business  and  the  moderation  of  the  busi¬ 
ness  cycle  are  problems  in  the  economic  arts.  Statistical  records  show 
that  years  of  prosperity  may  bring  a  national  product  from  10  to  20 
per  cent  above  years  of  depression.  If  business  could  be  run  consistently 
and  steadily  at  the  volume  attained  in  the  good  years  of  production, 
wages  could  be  increased  nearly  one-fifth.  This  increase  alone  would 
be  more  than  labor  could  hope  to  achieve  by  trenching  upon  the  shares 
now  going  to  capital.  The  elimination  of  unemployment  would  be  one 
of  the  most  momentous  achievements  ever  made  in  behalf  of  labor 
income. 

The  economic  arts  also  involve  the  problem  of  waste  in  distribution. 
The  past  25  years  have  witnessed  an  excessive  growth  of  middlemen, 
whose  work  in  part  is  necessary,  but  which  involves  much  inefficiency 
and  waste.  Students  of  distribution  allege  that  from  10  to  20  per 
cent  of  the  present  cost  of  distributing  products  to  consumers  should 
be  saved.  The  estimate  is  conservative.  Among  other  tasks  of  the 
economic  arts  may  be  mentioned  unification  and  consolidation  of  in¬ 
dustry,  collective  research,  statistical  information,  proper  government 

Q  Profits,  Wages  and  Prices,  p.  251. 

i  On  the  whole  subject  of  control,  the  most  comprehensive  analysis  is  to  be 
found  in  The  Control  of  Wages,  by  Walton  Hamilton  and  Stacy  May. 
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aid  to  business,  improvement  of  international  trade  relations,  definitions 
of  fair  and  reasonable  competition,  and  stabilization  of  the  general 
price  level. 

The  fourth  possible  source  of  labor  income  has  been  called  “free 
income.”  Public  health  service,  public  parks  and  playgrounds,  wel¬ 
fare  work  financed  by  employers,  facilities  for  adult  education, — these 
services  to  the  laborer  are  part  of  his  free  income.  They  are  free  in 
the  sense  that  the  laborer  does  not  receive  them  in  the  form  of  a  wage 
nor  does  he  pay  cash  for  them.  Of  course,  they  are  not  free  to  the 
community,  for  they  must  be  maintained  by  the  community  out  of  pub¬ 
lic  revenue,  or  by  private  business  men  out  of  private  income.  Nearly 
all  such  activities  are  vitally  affected  with  a  social  interest.  Free  in¬ 
come  is  income  intended  to  promote  well-being.  It  really  is  an  attempt 
to  regulate  the  consumption  of  the  worker.  If  left  wholly  to  his  own 
devices  in  spending  his  income,  he  is  likely  to  slight  many  opportuni¬ 
ties  which  are  for  his  own  best  interest.  Laissez  faire  in  his  consump¬ 
tion  would  be  reckless.  Regulated  consumption  is  insured  by  the  main¬ 
tenance  of  all  such  social  agencies  under  independent  control.  Free 
income  comes  out  of  the  total  product  of  industry.  It  guarantees  that 
thus  much  of  labor’s  product  shall  be  used  for  necessary  social  pur¬ 
poses.  Under  an  urban,  congested  type  of  civilization,  the  tendency  is 
for  free  income  to  form  a  larger  and  larger  part  of  the  worker’s  total 
income. 

In  summary,  we  may  note  that  the  main  possibility  of  marked 
progress  in  labor  incomes  lies  in  increased  total  production  rather 
than  in  whittling  away  the  shares  now  going  to  capital.  This  possi¬ 
bility  rests  upon  a  reorganization  of  institutional  factors  in  all  things 
which  relate  to  labor.  Institutional  factors  are  not  fixed  and  immu¬ 
table,  but  plastic  and  adaptable.  They  are  subject  to  purposeful  con¬ 
trol.  Control  is  possible.  Control  is  realizable.  Control  should  aim  to 
include  the  acquisitive  arts,  the  industrial  arts,  the  economic  arts,  and 
free  income,  or  the  social  arts. 

Wages  of  Women. — In  1920,  21.1  per  cent  of  the  women  and  girls 
ten  years  of  age  or  older  in  the  United  States  were  gainfully  employed. 
This  meant  more  than  eight  and  a  half  million  women  workers.  In 
proportion  to  men  workers,  there  is  approximately  one  woman  worker 
to  every  four  men  gainfully  employed.  One-fifth  of  the  gainfully  em¬ 
ployed  are  women. 

The  wages  of  women  are  commonly  lower  than  the  wrages  of  men. 
King  estimates  that  in  1920  to  1922,  female  employees  in  general  earned 
about  three-fourths  as  much  as  males.8  In  1915,  Persons  estimated 
that  almost  half  of  women  workers  earned  less  than  $6  in  a  representative 
week,  and  approximately  three-fourths  earned  less  than  $8  per  week.9 
Douglas  in  1921  estimated  that  the  average  wage  for  wTomen  was  not 

8  Employment,  Hours,  and  Earnings  in  Prosperity  and  Depression,  p.  144. 

8  Quarterly  Journal  of  Economics,  Volume  29,  pp.  201-234. 
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more  than  one-half  that  for  men.10  The  disparity  of  wages  between 
the  sexes  is  severe. 

To  combat  this  disparity  in  wages,  the  slogan,  “Equal  pay  for 
equal  work,”  has  been  given  wide  currency.  In  spite  of  such  efforts, 
many  causes  combine  in  keeping  the  wrages  of  women  workers  down. 
A  large  percentage  of  women  workers  are  not  interested  in  learning  a 
trade  or  acquiring  skill,  since  they  expect  to  stay  in  industry  only 
temporarily.  A  large  percentage  of  girls  in  industry  are  merely 
marking  time  until  they  can  get  married.  Usually  they  do  not  have 
as  many  dependents  as  men,  and  they  can  therefore  afford  to  accept 
lower  pay  than  the  head  of  a  family.  The  sheer  force  of  custom  is  as 
important  as  any  one  thing  in  keeping  women’s  wages  low.  Intermit¬ 
ten  cy  of  employment  is  more  severe,  owing  to  physical  weakness,  home 
cares,  and  mother  duties.  Finally,  the  mass  of  women  workers  are  un¬ 
organized  and  lacking  in  bargaining  power.  In  certain  clothing  trades, 
women’s  unions  have  shown  vitality  and  power,  but  these  are  the  ex¬ 
ceptions  rather  than  the  rule.  AVhere  women  do  equal  work  with  men, 
there  is  no  reason  inherent  in  the  nature  of  things  why  they  should 
not  receive  equal  pay,  but  the  obstacles  to  that  goal  are  slow  in  giving 
way,  except  as  the  power  of  union  collective  bargaining  is  brought  to 
bear.  As  previously  explained,  the  relatively  weak  position  of  women 
in  bargaining  has  led  many  states  to  pass  minimum  wage  laws.  Such 
legislation  safeguards  the  standard  of  living  of  women  workers. 

International  Wage  Comparisons. — Labor  costs  differ  sharply  be¬ 
tween  countries.  Comparisons  may  be  made  either  with  respect  to 
money  wage  rates  per  day  or  per  hour  in  various  countries  or  with 
respect  to  quantities  of  output  in  proportion  to  quantities  of  labor 
expended.  In  the  former  case,  measurement  is  made  in  dollars,  or 
other  money  units ;  in  the  latter  case,  measurement  is  made  in  terms 
of  tons  or  yards  of  output  per  worker  per  annum  or  other  period  of 
time.  Both  the  pecuniary  and  the  physical  methods  of  measurement 
are  illustrated  by  the  tables  on  pages  402  and  403. 

The  most  conspicuous  lesson  of  these  figures  is  that  although  money 
wages  are  higher  in  the  United  States  than  in  any  other  country, 
nevertheless  real  labor  cost  per  unit  of  output  is  in  many  lines  less 
than  in  other  countries.  The  real  labor  cost  is  the  combined  result  of 
the  money  wrage  and  the  effectiveness  of  labor.  Effectiveness  is  greater 
in  the  United  States  largely  because  of  superior  use  of  automatic  ma¬ 
chinery  and  of  other  forms  of  capital.  There  is  no  vital  difference  in 
sheer  physical  ability  of  the  workers  in  various  countries.  The  differ¬ 
ence  lies  in  the  amount  of  capital  which  is  available  for  the  use  of  labor. 
Because  of  intensive  use  of  capital,  American  labor  can  in  many  lines 
of  enterprise  compete  with  the  labor  of  other  countries.  So-called 
“cheap”  labor  is  cheap  only  in  terms  of  the  wage  per  day  or  other 


io  Journal  of  Political  Economy,  January,  1921,  pp.  78-80. 
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International  Monet  Wage  Comparisons  * 


Average  Daily  Wage  Paid  in  November,  1924,  bt  a  Large  American 
Industrial  Corporation  in  Factories  in  this  Country 

and  Abroad 


$5.60 


OUTSlDt 

PARIS 


*  Monthly  Review ,  Federal  Reserve  Bank  of  New  York,  Jan.  1,  1925,  p.  6. 


International  Physical  Labor  Cost  Comparisons 
Tons  op  Coal  Produced  Annually  * 


1911 

1918 

Per 

Per 

Per 

Per 

Country 

Underground 

Worker  of 

Underground 

Worker  of 

Worker 

Every  Kind 

Worker 

Every  Kind 

United  States . 

819 

981 

1134 

890 

Great  Britain  . 

371 

300 

337 

265 

Belgium  . 

244 

176 

207 

138 

Prussia  . 

381 

285 

France  . 

300 

216 

Nova  Scotia . 

555 

460 

New  South  Wales  . . 

560 

605 

India . 

127 

126 

*  See  F.  W.  Taussig,  Quarterly  Journal  of  Economics,  Volume  39,  p.  98,  data  se¬ 
cured  from  United  States  Bureau  of  Mines. 
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Relative  Effectiveness  of  Labor  in  Great  Britain  and  the  United  States  * 


Industry 

Great  Britain 
(1907) 

(per  person  employed) 

United  States 
(1909) 

(per  person  employed) 

Blast  furnaces  . 

39  tons 

84.5  tons 

Steel  . . 

25  “ 

77  “ 

Tin-plate  . 

25.6  “ 

100.4  “ 

Cement . 

194  “ 

395  “ 

Sugar  refining . 

87  “ 

150  “ 

Flour  milling  . 

21  “ 

32  “ 

*  Ibid.,  pp.  102-107,  and  data  by  A.  W.  Flux,  Journal  of  the  Royal  Statistical  Society, 
May,  1924,  p.  363. 


Relative  Effectiveness  of  Labor  in  Japan  and  the  United  States  * 


Industry 

Japan 

Cotton  yam  . 

104  pounds  per  spinner 
per  day 

Weaving  . 

145  yards  per  weaver 
per  day 

Money  wages  of  weavers  . . 

One-fifth  to  one- 
sixth  of  Ameri¬ 
can  wages 

Money  expense  per  yard  . . 

0.375  cents  (%  of  a  cent) 

United  States 


414  pounds  per  spinner 
per  day 

450  yards  per  weaver 
per  day  (plain 
looms) 

1,100  yards  per  weaver 
per  day  (auto¬ 
matic  looms) 


0.270  cents  (%  of  a  cent) 


*  Ibid.,  p.  Ill  ff.  Data  derived  from  reports  of  United  States  Tariff  Commission 
in  1921. 


Immigration  to  the  United  States  * 


Period 

Arrivals  Average  per 
Year 

Period 

Net  Immigration  Each  Year 
(arrivals  less  departures) 

1871-80 

281,219 

1909 

806,000 

1881-90 

524,661 

1911 

232,000 

1891-1900 

368,756 

1913 

952,000 

1901-10 

879,539 

1918 

214,000 

1911-20 

573,581 

1923 

747,000 

1924 

706,896 

1924 

315,000 

From  data  prepared  by  the  National  Bureau  of  Economic  Research. 
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time  unit.  It  may  be  very  dear  labor  in  terms  of  cost  per  unit  of 
output.11 

Economic  Aspects  of  Immigration. — During  the  past  century,  ap¬ 
proximately  37,000,000  immigrants  entered  the  United  States.  More 
than  14,000,000  foreign  born  individuals  now  live  in  the  United  States. 
The  average  number  of  immigrants  per  year  in  recent  decades  is  shown 
by  the  table  at  the  bottom  of  page  403. 

The  motives  for  immigration  in  some  previous  periods  were  religious 
or  political  freedom,  but  in  recent  decades  the  motives  have  been  mainly 
economic.  The  immigrant  has  sought  to  escape  the  cramped  economic 
life  of  his  home  country,  and  to  share  in  the  comparatively  liberal 
opportunities  afforded  in  America.  In  some  cases,  the  economic  motive 
has  been  spontaneous,  in  others,  stimulated  by  commercial  agencies. 
The  efforts  of  shipowners,  of  employers  in  this  country,  of  agents  seeking 
to  make  a  commission  on  alien  labor,  of  landowners  looking  for  immi¬ 
grant  buyers,  have  probably  been  responsible  for  fully  one-half  of  the 
immigration  to  American  shores. 

The  source  of  immigration  has  changed  with  the  passing  years. 
From  an  economic  and  social  standpoint,  the  most  significant  change 
has  been  that  from  Northern  and  Western  Europe  to  Southern  and 
Eastern  Europe  as  the  major  source  of  our  incoming  alien  population. 
The  changing  distribution  is  indicated  in  the  following  table : 

Sources  of  European  Immigrants  * 


Period 

Southern  and  Eastern 
(Per  Cent) 

Northern  and  Western 
(Per  Cent) 

1861-1870  . 

1.6 

98.4 

1891-1900  . 

52.0 

48.0 

1911-1920  . 

77.6 

22.4 

*  Data  as  compiled  by  The  National  Industrial  Conference  Board. 


The  preponderance  of  immigrants  from  Southeastern  Europe  in 
recent  years  has  flooded  the  United  States  with  cheap,  unskilled  la¬ 
borers,  who  have  low  standards  of  living.  It  is  estimated  that  three- 
fourths  of  the  new  type  of  immigrants  are  unskilled  laborers.  "There 
can  be  no  doubt  that  the  important  cause  of  the  increase  of  immigration 
in  the  last  twenty-five  years  has  been  the  necessity  for  more  crude 
labor  to  work  in  conjunction  with  our  labor-saving  machinery  and 
expanding  capital  in  the  development  and  utilization  of  our  national 
resources.”  12  It  is  rare  to  find  a  native-born  American  employed  at 
unskilled  work  in  a  big  industrial  plant. 

11  For  further  discussion  of  the  comparative  advantages  of  the  United  States 
and  other  countries  in  international  production  and  commerce,  see  later  chapters 
dealing  with  foreign  trade. 

12  D.  D.  Lescohier,  The  Labor  Market,  p.  8. 
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This  heavy  influx  of  alien  labor  has  an  unsettling  effect  upon  the 
labor  market.  The  tendency  has  been  for  the  supply  of  labor  to  be  so 
greatly  augmented  by  immigration  that  there  has  usually  been  an  excess 
of  laborers  above  the  actual  demand  in  American  industries.  The 
records  indicate  that  from  one  million  to  three  million  workers  are  idle 
in  the  United  States  all  the  time.  A  flood  of  unskilled  laborers  always 
coming  into  American  industries  has  severely  influenced  the  relations 
of  supply  and  demand  in  affecting  the  wage  rates.  Often  the  fact  that 
a  group  of  alien  workers  could  be  promptly  secured  to  displace  union 
members  or  agitators  or  strikers  has  enabled  employers  to  maintain  a 
firm  and  rigid  discipline  in  their  shops. 

The  effect  of  immigration  on  the  labor  market  arises  not  merely 
from  the  excessive  supply  of  labor,  but  from  the  irregularity  of  that 
supply.  The  tendency  has  been  for  immigration  to  expand  during 
years  of  American  prosperity,  and  the  movement  once  under  way 
is  carried  over  into  the  first  stages  of  a  period  of  depression.  Labor 
is  expanded  rapidly  at  one  period,  only  to  be  plunged  abruptly  into 
severe  unemployment  and  depression  at  a  later  period.  The  possi¬ 
bility  of  falling  back  upon  a  reserve  supply  of  immigrants  has  made 
employers  feel  frequently  that  the  stabilization  of  employment  is 
unnecessary.  "With  the  possibility  of  falling  back  upon  immigrants, 
business  does  not  plan  ahead,  spread  out,  and  dovetail  its  work  so  as 
to  utilize  to  best  advantage  the  workers  already  here.”13  The  urgency 
for  stabilization  of  employment  is  great.  At  present  the  tendency  is 
for  employment  bureaus  managed  by  aliens  to  serve  as  the  medium  be¬ 
tween  the  man  out  of  work  and  the  job  waiting  for  a  worker.  "So  far 
as  the  immigrant  is  concerned,  the  private  employment  agency  of  his 
own  racial  group  is  still  the  chief  means  by  which  he  secures  work.”14 
A  system  of  American  employment  agencies,  either  public  or  private, 
or  both,  appears  to  be  indispensable  if  the  labor  market  is  ever  to  be 
organized  to  the  advantage  of  both  the  employer  and  the  immigrant. 
The  inadequate  and  unscientific  distribution  of  immigrant  labor  results 
in  harmful  congestion  of  immigrants  in  city  districts  and  in  certain 
industries.  It  also  leaves  room  for  much  exploitation  of  the  immigrants 
by  unscrupulous  racial  employment  bureaus  and  causes  much  distress 
and  discouragement  among  the  immigrants  during  the  periods  of 
unemployment.  The  situation  also  has  the  effect  of  disappointing  the 
alien  in  his  anticipations  of  American  life,  and  of  engendering  dis¬ 
affection  toward  American  institutions. 

One  proposal  which  has  much  merit  is  that  a  Federal  Commission 
should  be  established  for  the  purpose  of  regulating  the  supply  of  immi¬ 
grants  in  accord  with  the  needs  of  American  business.  At  a  time 
when  some  millions  of  workmen  are  already  out  of  work,  such  a  com¬ 
mission  might  shut  the  door  to  further  immigration  altogether.  At 
a  period  of  prosperity,  it  might  limit  the  flood  of  immigration  in  view 

is  J.  R.  Commons,  Races  and  Immigrants  in  America,  p.  xxvi. 

14  F.  Kellor,  Immigration  and  the  Future,  p.  164. 
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of  the  probability  that  in  a  later  stage  of  the  business  cycle,  the  new 
labor  supply  would  be  superfluous.  Regularization  of  immigration 
would  aid  much  in  the  regularization  of  employment  and  the  stabili¬ 
zation  of  the  labor  market. 

Alien  labor  has  had  the  effect  of  lowering  the  wages  of  common 
labor  in  the  United  States.  The  long  line  of  out-of-work  aliens  at  the 
factory  gate,  willing  to  accept  a  wage  below  the  American  standard  of 
living,  has  had  the  effect  of  driving  native  labor  out  of  unskilled  occu¬ 
pations.  Cheap  labor  with  low  standards  of  living  has  been  a  constant 
menace  to  American  wage  scales.  In  the  light  of  past  experience,  labor 
unions  in  this  country  have  taken  a  stand  in  favor  of  drastic  restric¬ 
tion  of  immigration.  The  unions  consider  such  a  restriction  indis¬ 
pensable  to  the  maintenance  of  decent  living  standards.  Employers 
have  often  taken  an  opposite  view,  and  have  favored  heavy  immigra¬ 
tion,  on  the  ground  that  cheap  labor  is  necessary  for  the  development 
of  American  industry. 

The  attitude  of  both  unions  and  employers  toward  alien  labor 
has  changed  in  one  respect :  The  immigrant  of  the  pre-war  days  was 
criticised  for  being  too  docile;  labor  leaders  berated  him  for  refusing 
to  join  unions  or  to  fight  for  better  industrial  conditions ;  economists 
and  publicists  condemned  him  for  accepting  wages  too  low  for  Ameri¬ 
cans  and  for  acquiescing  in  an  inferior  and  degrading  standard  of  living. 
But  the  post-war  immigrant  is  criticised  for  not  Toeing  docile  enough. 
If  he  comes  from  Northern  or  Western  Europe,  he  is  likely  to  be  im¬ 
pregnated  with  trade  union  or  syndicalist  ideas;  if  he  comes  from 
Southern  or  Eastern  Europe,  he  is  likely  to  be  permeated  with  social¬ 
istic  or  communistic  doctrines.  As  Commons  says,  “The  majority  of 
unionists  are  immigrants  and  children  of  immigrants  from  countries  that 
know  little  of  unionism.  When  once  moved  by  the  spirit  of  unionism, 
the  immigrants  from  low  standard  countries  are  the  most  dangerous 
and  determined  of  unionists.  It  is  in  the  nature  of  retribution  that, 
after  bringing  to  this  country  all  the  industrial  races  of  Europe  and 
Asia  in  the  effort  to  break  down  labor  organizations,  these  races  should 
so  soon  have  wiped  out  race  antagonism  and,  joining  together  in  the 
most  powerful  of  labor  unions,  have  wrenched  from  their  employers 
the  greatest  advances  in  wages.” 

Many  aspects  of  Americanization  are  economic  in  their  nature.  The 
fundamentals  of  Americanization  lie  in  the  basic  working  conditions. 
If  wages  are  sound,  if  hours  are  right,  if  factory  discipline  is  fair  and 
humane,  if  the  working  surroundings  are  wholesome — then  and  then 
only  is  Americanization  a  practicability.  Night  school  studies  in  Eng¬ 
lish  or  in  technical  subjects  have  frequently  been  provided  by  em¬ 
ployers,  with  a  view  to  increasing  labor’s  efficiency.  Americanization 
has  often  taken  the  form  of  effort  to  suppress  radicalism  and  to  block 
agitation  and  discontent. 

The  immigrant  is  commonly  a  thrifty  individual.  But  American 
banks  have  been  negligent  in  supplying  banking  facilities  for  his  small 
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savings,  and  this  negligence  has  left  the  door  open  to  loan  sharks,  pawn¬ 
shops,  local  racial  leaders,  and  immigrant  banks  to  thrive  at  his  expense. 
The  foreign  born  population  send  a  large  part  of  their  savings  back 
to  their  home  countries.  The  Department  of  Commerce  estimates  that 
such  immigrant  remittances  amounted  to  $350,000,000  in  1923.  The 
fact  that  so  large  a  fund  is  sent  home  each  year  reflects  the  underlying 
intention  of  a  large  number  of  immigrants  to  return  eventually  to  their 
home  land.  Between  1908  and  1923,  9,949,740  immigrants  arrived 
in  the  United  States,  of  which  35  per  cent  returned  to  their  original 
homes.  The  degree  of  permanency  in  immigration  varies  widely  from 
one  nationality  to  another,  as  indicated  by  the  following  table : 15 


Nationality 

Chinese  . 

Bulgarian,  Serbian 
Southern  Italian  . . 

Greek  . 

Polish  . 

English  . 

French  . 

German  . 

Irish  . 

Hebrew  . 

Average  . 


Per  Cent  of 
Emigration  Return¬ 
ing,  1908-1923 
130 
89 
60 
46 
40 
21 
21 
18 
11 
5 

35 


Restriction  of  immigration  involves  three  main  policies:  First,  laws 
forbidding  the  admission  of  anarchists,  diseased,  insane,  revolutionists, 
etc.,  have  been  an  established  part  of  American  policy.  Second,  in 
1917,  the  literacy  test  was  adopted,  requiring  all  aliens  over  16  years 
of  age  to  be  able  to  read  the  English  language  or  some  other  language 
or  dialect.  Third,  the  quota  law  as  revised  in  1924  provides  for  the 
admission  from  any  country  during  any  one  year  of  only  2  per  cent 
of  the  number  of  persons  born  in  that  country  who  were  residents  of  the 
United  States  according  to  the  census  of  1890.  By  taking  the  1890 
census  as  the  basis  for  calculation  of  the  quota,  it  was  hoped  to  dis¬ 
criminate  in  favor  of  immigrants  from  Northern  and  Western  Europe. 
The  total  number  admissible  from  all  countries  in  any  one  year  according 
to  this  quota  has  been  estimated  by  the  Department  of  Labor  at  164,667. 
Clearly,  the  quota  restriction  will  impose  a  drastic  limitation  upon  the 
volume  of  immigration  of  all  kinds,  as  well  as  upon  that  part  of  it 
originating  in  Southeastern  Europe. 

The  Population  Theories  of  Malthus. — The  most  influential  popu¬ 
lation  theory  has  been  that  propounded  by  T.  R.  Malthus.  Writing  in 
the  last  decades  of  the  18th  century,  he  discussed  conditions  in  an  Eng¬ 
land  whose  total  population  was  probably  well  under  7,000,000.  Under 

is  For  further  data,  see  discussion  by  Secretary  of  Labor  Davis,  Monthly  Labor 
Review,  January,  1924. 
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the  state  of  the  agricultural  and  industrial  arts  then  prevailing,  this 
population  was  excessive.  England  was  over-crowded.  The  masses 
suffered  privation  and  poverty.  The  food  supply  was  inadequate  for 
so  many  people.  It  was  against  this  background  that  Malthus  set  forth 
his  doctrines  of  population. 

The  core  of  his  doctrines  was  the  principle  that  “ population  has  a 
constant  tendency  to  increase  beyond  the  means  of  subsistence.”  If 
unchecked,  this  tendency  results  in  the  population’s  doubling  itself 
every  25  years.  But  the  food  supply  could  not  be  increased  so  rapidly. 
It  could  not  be  made  to  double  itself  every  twenty-five  years.  Hence, 
the  limited  increase  in  food  supply  must  act  as  a  check  upon  the  rapid 
increase  of  population. 

Arithmetically,  this  discrepancy  between  population  and  food  supply 
was  expressed  as  a  difference  between  geometric  and  arithmetic  progres¬ 
sion.  Population  would  increase  in  geometric  progression  or  as  the 
numbers  1,  2,  4,  8,  16,  32,  64,  128,  256.  Subsistence  would  increase 
in  arithmetic  progression,  or  as  the  numbers  1,  2,  3,  4,  5,  6,  7,  8,  9. 
“In  two  centuries,  the  population  would  be  to  the  means  of  subsistence 
as  256  to  9 ;  in  three  centuries  as  4096  to  13,  and  in  two  thousand  years 
the  difference  would  be  almost  incalculable.” 

The  checks  upon  the  geometric  increase  of  population  were  classified 
under  two  heads :  the  preventive  and  the  positive.  The  chief  preventive 
check  contemplated  by  Malthus  was  late  marriage.  He  held  that  early 
marriage  was  the  temptation  of  every  person,  and  that  will  power  to 
resist  this  temptation  was  necessary  if  the  size  of  the  average  family 
was  to  be  limited.  The  chief  positive  checks  were  disease,  famine,  war 
and  misery.  These  positive  checks  were  the  stern  and  cruel,  but  drastic 
correctives  of  population  increase. 

Since  the  announcement  of  the  Malthusian  doctrine,  the  population 
of  England  has  increased  to  more  than  five  times  the  population  of 
that  time.  Yet  the  present  population  enjoys  a  larger  per  capita  income 
and  a  higher  standard  of  living  than  did  the  small  numbers  of  Malthus  ’ 
day.  The  population  increased  but  the  mean$  of  subsistence  increased 
still  more.  Instead  of  population  holding  down  the  standard  of  living 
to  the  lowest  level  of  subsistence,  it  permitted  the  standard  to  rise. 
Do  these  facts  refute  the  Malthusian  doctrine? 

So  far  as  the  heart  of  the  doctrine  is  concerned,  we  see  no  reason 
to  interpret  the  events  of  the  past  century  as  a  refutation.  That  popu¬ 
lation  tends  to  press  upon  the  means  of  subsistence  is  a  principle  which 
is  well  substantiated.  But  one  factor  which  Malthus  little  emphasized 
came  to  be  the  dominating  factor  of  the  century.  That  factor  was  the 
industrial  revolution  and  the  progress  in  productive  efficiency.  Far- 
reaching  inventions  and  discoveries  were  made.  The  technology  of 
agriculture  and  of  manufacture  was  perfected.  The  scope  of  transpor¬ 
tation  wras  expanded.  The  division  of  labor  was  multiplied  immensely. 
All  of  these  remarkable  developments  serve  to  modify  an  important 
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condition  in  the  operation  of  the  Malthusian  principle.  That  condition 
is,  the  state  of  the  industrial  arts  remaining  the  same,  population  tends 
to  press  upon  subsistence.  During  the  19th  century,  the  industrial 
arts  did  not  remain  the  same.  The  result  was  that  the  acute  pressure 
of  population  upon  subsistence  was  suspended  for  the  time  being. 
As  more  mouths  appeared  to  be  fed,  the  wheat  fields  of  South  America 
appeared  to  feed  them.  As  more  bodies  demanded  to  be  clothed,  the 
wool  of  Australia  and  the  cotton  of  America  were  offered  for  clothing. 
The  industrial  revolution  multiplied  the  numbers  that  could  be  sup¬ 
ported  on  the  island.  But  if  the  industrial  arts  reach  a  standstill,  and 
population  goes  on  increasing,  the  day  of  reckoning  between  population 
and  subsistence  approaches.  One  important  factor  which  has  diminished 
pressure  of  population  on  the  means  of  subsistence  has  been  the  pro¬ 
gressive  improvement  in  production  technology.  Malthus  lived  when 
the  industrial  revolution  was  hardly  in  its  infancy.  If  prophets  had 
told  him  that  England  would  some  day  support  five  times  as  great  a 
population  in  better  comfort,  he  would  have  scoffed  at  the  suggestion 
as  preposterous.  But  his  failure  to  foresee  the  marvels  of  science  and 
invention  does  not  vitiate  his  doctrines.  In  this  particular  respect  we 
may  amend  his  doctrines,  place  a  greater  emphasis  upon  the  importance 
of  the  state  of  the  industrial  arts,  but  recognize  at  the  same  time  that 
no  matter  what  improvements  are  made  in  the  industrial  arts,  the  specter 
of  population  always  stands  at  the  door  threatening  to  encroach  upon 
the  means  of  subsistence.  Inventors,  scientists,  and  engineers  may  fight 
back  the  encroachment,  and  indeed  it  is  only  their  sturdy  and  valiant 
effort  which  for  the  past  century  has  enabled  population  to  grow  without 
dragging  society  down  to  the  meaner  levels  of  existence. 

If  we  inquire  why  the  means  of  subsistence  cannot  increase  in¬ 
definitely,  we  have  only  to  turn  to  the  law  of  diminishing  returns  for 
our  answer.  Here  again,  Malthus  did  not  foresee  the  developments 
of  the  coming  century.  He  was  thinking  of  England  as  primarily  a 
self-feeding  island.  The  food  consumed  there  would  have  to  b-s  grown 
there.  And  under  that  assumption,  the  law  of  diminishing  returns 
applied  quickly  and  surely.  But  the  assumption  was  wrong,  for  the 
source  of  food  supply  rapidly  shifted  to  the  fertile  fields  of  foreign 
countries.  England  came  to  import  most  of  her  food.  But  the  stage 
is  now  being  reached  where  all  of  these  virgin  territories  of  the  new 
world  are  themselves  reaching  the  point  of  diminishing  returns.  Barring 
some  marvelous  new  developments  in  agriculture,  these  rich  soils  will 
show  diminishing  returns  in  the  future.  Population  will  tend  to  out¬ 
run  food  supply.  The  pressure  upon  subsistence  will  threaten  the  com¬ 
fort  of  the  masses. 

The  joint  influence  of  the  state  of  the  indiistrial  arts  and  the  law  of 
diminishing  returns  determines  the  ratio  between  population  and  sub¬ 
sistence.  A  glance  at  the  recent  history  of  population  should  show 
that  the  specter  of  over-population  is  by  no  means  eliminated.  In 


410 


Distribution  and  Related  Problems 


the  year  1000,  the  population  of  all  Europe  probably  did  not  exceed 
10,000,000.  When  Columbus  discovered  America,  the  population  of 
Europe  probably  did  not  exceed  50,000,000.  In  1800,  the  population  of 
Europe  was  estimated  at  200,000,000  and  in  1920  at  nearly  500,000,000. 
The  population  of  the  whole  world  a  century  ago  was  about  800,000,000, 
whereas  to-day  it  is  more  than  1,700,000,000.  During  the  many  cen¬ 
turies  of  man’s  existence  down  to  1820,  his  numbers  had  increased  only 
to  eight  hundred  million,  and  then  in  another  century,  he  increased 
his  numbers  to  more  than  double  that  amount.  Surely  here  was  a 
tendency  of  population  to  increase  and  to  increase  speedily.  No  one 
could  say  in  light  of  these  developments  that  the  reproductive  capacity 

of  the  race  was  a  slight  one. 

1 


Population  op  the  United  States,  1800-1920  * 


Population 

(thousands) 

Increase  by  Decades 

Year 

Amount 

(thousands) 

Rate 

(per  cent) 

1800 

5,308 

1810 

7,240 

1,932 

36 

1820 

9,638 

2,398 

33 

1830 

12,866 

3,228 

34 

1840 

17,069 

4,203 

33 

1850 

23,192 

31,443 

6,123 

36 

1860 

8,251 

36 

1870 

38,558 

7,115 

23 

1880 

50,156 

11,598 

30 

1890 

62,948 

75,955 

12,792 

25 

1900 

13,041 

21 

1910 

91,972 

15,977 

21 

1920 

1925 

105,711 

114,311  (a) 

13,739 

15 

*  See  Harold  Cox,  The  Problem  of  Population ,  p.  8. 

(a)  Preliminary  estimate,  National  Bureau  of  Economic  Research. 


The  population  increase  is  a  function  of  two  variables,  the  birth 
rate  and  the  death  rate.  The  survival  rate  gives  the  net  increase  of 
population,  i.e.,  the  difference  between  births  and  deaths.  The  data  above 
and  on  the  following  page  on  these  variables  are  indicative  of  the  popu¬ 
lation  trends.  The  above  table  shows  the  declining  rate  of  increase  in  the 
population  of  the  United  States.  The  figures  include  immigration,  so 
that  the  rates  are  not  strictly  a  measure  of  population  increase  due  to 
domestic  birth  and  death  rates.  In  spite  of  this  allowance,  however,  the 
decreasing  rate  of  increase  remains  an  undoubted  fact.  A  similar  tend¬ 
ency  is  also  noted  for  leading  European  countries. 
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Although  the  rate  of  increase  is  diminishing,  nevertheless  it  re¬ 
mains  a  very  material  rate  in  most  countries.  The  birth  rate  has  fallen, 
but  the  death  rate  has  also  fallen.  If  both  fall  in  like  proportion,  the 
rate  of  net  increase  is  unabated.  Modern  medicine  and  sanitation  have 
decreased  the  death  rate.  Modern  surgery  and  hospitalization,  the 
progress  of  medical  science,  the  improvement  of  medical  education, 
have  cut  down  the  death  rate  remarkably.  This  cut  in  the  death  rate 
nearly  matches  the  decline  in  the  birth  rate. 


Causes  oe  Population-  Increase  * 


Country 

Year 

(Number  per  Thousand  of  Population) 

Birth  Rate 

Deatli  Rate 

Survival 

Rate 

British  India . 

1914 

40 

30 

10 

England  and  Wales  . . . 

1914 

24 

14 

10 

1921 

22 

12 

10 

Japan  . 

1914 

33 

20 

13 

Australia  . 

1916 

27 

11 

16 

1920 

25 

10 

15 

United  States  . 

1919 

22.3 

13.0 

9.3 

France  . 

1911-15 

18.5 

18.1 

0.4 

Germany  . 

1911-15 

27.5 

15.0 

12.5 

*  Ibid.,  Chapter  I,  and  E.  M.  East,  Mankind  at  the  Crossroads,  Chapters  VIII-IX. 
National  Bureau  of  Economic  Research  estimates  in  1924  placed  births  per  1000  of 
population  at  23.3  and  deaths  per  1000  at  11.7  for  the  United  States. 


Declining  Birth  and  Death  Rates  * 
(Per  1,000  of  population  annually) 


Birth  Rates 

Death  Rates 

Year 

England 
and  Wales 

France 

Germany 

Russia 

United 

States 

Year 

England 
and  Wales 

France 

K'i 

0 

o3 

3 

s 

CD 

O 

Russia 

United 

States 

1871-76 

35.5 

25.5 

38.9 

50.3 

35  (1800) 

1870 

22.4 

24.4 

27.2 

1886-90 

31.4 

23.1 

36.5 

48.7 

.  •  • 

1880 

20.0 

22.4 

25.8 

35.8 

... 

1901-05 

28.2 

22.0 

34.3 

47.7 

25.1  (1915) 

1900 

17.6 

20.7 

20.8 

31.8 

15  (1906-10) 

1911-15 

23.6 

18.5 

27.5 

45.5 

23.7  (1920) 

1910 

14.9 

19.1 

17.4 

29.8 

13.0  (1922) 

See  E.  B.  Reuter,  Population  Problems,  p.  140,  and  E.  M.  East,  op.  cit.,  p.  2(i7. 
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The  causes  for  the  decline  of  the  birth  rate  are  numerous.  In 
general,  we  find  in  the  United  States  that  the  more  important  factors 
influencing  birth  rates  are  as  follows : 16 


a.  Foreign-bom  families  in  America  tend  to  have  larger  families  than 
native  stock. 

b.  Negro  families  tend  to  have  larger  families  than  white  families. 

c.  People  living  in  rural  communities  tend  to  have  larger  families  than  those 
living  in  urban  communities. 

d.  People  of  little  or  no  education  tend  to  have  larger  families  than  those 
of  higher  education. 

e.  People  of  little  means  tend  to  have  larger  families  than  the  well-to-do. 

f.  People  of  low  standard  of  living  tend  to  have  larger  families  than  people 
of  high  standard  of  living. 

g.  People  having  knowledge  of  birth  control  tend  to  have  smaller  families 
than  those  not  having  such  knowledge. 

In  general,  we  may  observe  that  the  influences  which  tend  to  lower 
the  birth  rate  are  Americanization  of  aliens,  concentration  of  popula¬ 
tion  in  the  cities,  democratization  of  higher  education,  increase  in 

is  The  following  statistical  data  bearing  upon  these  conclusions  are  significant  : 

Density  of  Population 


Number  of  Inhabitants 
Per  Square  Mile  * 

Acres  Cultivated  per 
inhabitant  Supported  by 
Domestic  Agriculture  t 

Germany  . 

328.4 

2.0 

France  . 

184.3 

2.3 

Italy  . 

323.6 

2.4 

Belgium  . 

635.2 

9  9 

Japan  . 

390.3 

1.0 

United  States . 

30.5 

3.2 

Estimated  Minimum  for  Decent  Standards 
of  Living  . 

2.5 

Average  Births  Per  Mother,  Native  and  Foreign  Born 
(Census  of  1920) 


Native  .  3.2 

Foreign  .  4.0 


Population  Per  Square  Mile 


Year  Rhode  Island  New  York  Nevada  United  States 

1900  .  401  152  0.4  25.6 

1920  .  566  218  0.7  35.5 

4.5  (1790) 


Per  Cent  of  Total  Population  of  the  United  States  Living  in  Towns  and  Cities 

of  2,500  or  More 

Year 

1880  .  28.6 

1920  .  51.4 


Per  Cent  of  Total  Gainfully  Employed  in  the  United  States  Engaged  in 


Year 


Agriculture 


1820 

1910 

1920 


87.1 

32.9 

29.0 


*  Statistical  Abstract  of  the  United  States,  1922,  p.  728. 
t  See  E.  M.  East,  op.  cit..  Chapter  XV. 
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per  capita  income,  elevation  of  standards  of  living,  and  dissemination 
of  knowledge  of  birth  control.  The  preventive  checks  upon  population 
increase  are  becoming  more  and  more  effective.  Malthus  never  dreamed 
that  birth  rates  would  decline  to  their  present  level.  If  death  rates 
had  not  also  declined,  the  race  suicide  of  which  Theodore  Roosevelt  and 
others  prophesied,  might  have  occurred.  As  matters  now  stand,  the 
imminent  danger  is  more  from  over-population  than  from  race  suicide. 

The  annual  increase  in  total  world  population  has  been  estimated  at 
from  12,000,000  to  20,000,000,  or  a  rate  of  net  increase  of  from  0.7  per 
cent  to  1.16  per  cent  annually.17  The  average  rate  of  annual  increase 
in  the  United  States  from  1909  to  1924  was  1.55  per  cent,  or  a  yearly 
total  of  1,560,000. 

Problems  in  Population. — The  economic  problems  arising  from 
population  increase  affect  every  phase  of  economic  life.  Certain  salient 
problems  are  here  singled  out  for  treatment,  but  these  are  by  no  means 
the  only  important  problems  in  this  field. 

(1)  When  a  nation  reaches  the  point  where  further  increase  in  popu¬ 
lation  must  lower  the  standard  of  living,  it  would  seem  to  be  desirable 
that  thereafter  population  should  become  stationary .  Dublin  estimates 
that  at  present  birth  and  death  rates,  it  would  be  necessary  for  the 
average  family  to  have  at  least  3.1  children,  if  a  stationary  population 
were  to  be  maintained.18  Some  classes  are  already  below  that  average, 
and  some  are  above  it.  If  the  state  of  the  industrial  arts  becomes  station¬ 
ary,  and  the  law  of  diminishing  returns  sets  in,  the  time  has  come  for 
a  country  seriously  to  consider  the  necessity  for  maintaining  an  approxi¬ 
mately  stationary  population. 

(2)  It  has  been  suggested  that  a  population  should  become  stationary 
when  the  point  of  saturation  has  been  reached.  The  point  of  saturation 
may  be  defined  as  that  stage  beyond  which  additions  to  population  will 
lower  the  standards  of  living.  Pearl  has  estimated  for  the  United  States 
a  population  of  150,000,000  in  1952  and  of  197,000,000  by  the  end  of 
the  century.19  The  latter  figure  is  probably  the  saturation  point  under 
present  standards  of  living  and  productive  efficiency.  The  United 
States  Department  of  Agriculture  has  estimated  the  point  of  saturation 
in  the  United  States  at  300,000,000,  but  this  estimate  is  based  on  the 
pre-war  German  standard  of  living  rather  than  upon  the  present  Ameri¬ 
can  standard.20 

(3)  Some  students  have  propounded  a  law  of  optimum  numbers  for 
each  country.  A.  ,M.  Carr-Saunders  states  this  law  as  follows:  “There 
will  be,  taking  into  account  on  the  one  hand  the  known  arts  of  pro¬ 
duction  and  on  the  other  hand  the  habits  and  so  on  of  any  people  at  any 
one  time  in  any  given  area,  a  certain  density  of  population  which  will  be 
the  most  desirable  from  the  point  of  view  of  return  per  head  of  popu- 

17  See  East,  op.  cit.,  p.  67. 

is  Journal  of  the  American  Statistical  Association,  March,  1925. 

is  Raymond  Pearl,  Proceedings  of  the  National  Academy  of  Science,  VI,  pp. 
275-286. 

2®  Year  Book  of  the  United  States  Department  of  Agriculture,  1923,  p.  500. 
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lation.  There  will  in  fact  under  any  given  circumstances  always  be 
an  optimum  number;  if  the  population  fails  to  reach  that  number  or 
if  it  exceeds  it,  the  return  per  head  will  not  be  so  large  as  it  would  be 
if  attained  by  that  number.”  21 

The  fact  that  such  a  point  exists,  mathematically  speaking,  may  be 
granted,  but  it  is  not  so  certain  that  population  tends  to  conform  to  the 
law  of  optimum  numbers.  At  times  population  tends  to  run  ahead, 
at  times  to  fall  behind.  As  a  law  of  conformity,  the  proposition  is 
unconvincing.  As  a  mathematical  concept,  it  is  capable  of  being  proved. 

(4)  The  population  in  the  United  States  may  in  the  future  be  ex¬ 
pected  to  consist  less  and  less  of  foreign-boni  elements.  The  admission 
of  immigrants  has  been  drastically  restricted,  and  the  alien  element  in 
the  population  narrowed  for  the  future.  This  policy  may  be  expected 
to  affect  the  scarcity  of  common  labor  and  to  increase  the  chances  of 
labor  for  an  increased  wage  share  of  national  income. 

(5)  The  proportion  of  the  total  population  living  on  farms  is  lessen¬ 
ing.  Less  than  30  per  cent  of  the  gainfully  employed  are  now  engaged 
in  agriculture.  In  1922,  1,120,000  people  left  the  farms  on  account  of 
the  agricultural  depression  then  prevailing.  In  1922,  7.3  per  cent  of 
all  inhabitable  farm  houses  were  vacant.  The  relationship  between  farm 
population,  total  population,  and  farm  production  is  shown  by  the 
accompanying  diagram : 

Trend  of  Population  and  Food  Production  in  the  United  States, 

1875-1920  * 


1870  1880  1890  1900  1910  1920 

*  Yearbook  of  the  United  States  Department  of  Agriculture,  1923,  p.  463.  For  further 
analysis,  see  above,  pp.  325-27. 

(6)  The  concentration  of  population  in  cities  steadily  increases. 
More  than  one-half  of  the  population  in  the  United  States  now  live  in 

2i  The  Population  Problem,  p.  200.  This  law  is  taken  from  E.  Cannan,  Wealth, 

p.  68. 
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towns  and  cities  of  more  than  2,500  population.  The  development  of 
urban  civilization  increases  the  complexity  of  economic  organization 
immensely.  Dependence  upon  trade  and  markets,  multiplication  of 
transportation  costs,  increased  specialization  of  labor,  increased  expense 
of  distributing  commodities  to  consumers,  change  in  political  and  eco¬ 
nomic  ideals,  greater  demand  for  amusements  and  recreations,  all  result 
from  the  growth  of  the  city  and  decline  of  the  rural  community.  A  new 
economic  balance  between  farm  and  city  is  in  process  of  development. 

(7)  The  AVorld  War  proved  to  be  a  drastic  positive  check  upon 
population.  Wilcox  has  estimated  that  the  direct  death  toll  of  the  war 
was  at  least  10,000,000  lives  and  the  indirect  toll  through  plague,  disease, 
and  famine  at  least  20,000,000  more.  A  total  loss  of  30,000,000  lives 
due  to  the  war  is  evidence  of  the  human  cost  of  war.22  The  cause  of 
the  war  and  of  this  enormous  sacrifice  was  in  large  part  written  in  the 
over-population  of  various  European  countries.  As  population  grew, 
these  countries  seized  colonial  areas,  encouraged  emigration,  demanded 
new  markets  and  new  sources  of  raw  materials.  Imperialism  and  mili¬ 
tarism  were  largely  based  upon  the  desire  of  governments  to  provide 
room  for  their  expanding  populations.  The  mad  race  in  competitive 
armament  w7as  necessitated  in  the  interest  of  protecting  these  stakes  of 
imperialistic  diplomacy.  Over-population  required  a  complex  economic 
organization  at  home  and  abroad,  and  brought  leading  nations  into  con¬ 
flict.  The  economic  causes  of  wars  largely  center  in  the  over-population 
of  competing  countries. 

(8)  The  quality  of  population  is  distinguishable  from  the  quantity. 
Quality  is  dependent  mainly  upon  sound  heredity.  The  science  of 
eugenics  emphasizes  the  importance  of  eliminating  the  excessive  breed¬ 
ing  of  children  of  defectives  and  incompetents.  Since  the  World  War, 
many  authorities  have  advanced  the  theory  that  the  so-called  Nordic 
races  are  superior  in  quality  to  other  races.  It  has  been  urged,  there¬ 
fore,  that  we  endeavor  to  make  America  a  purely  Nordic  nation.  This 
doctrine  has  not  yet  been  supported  by  adequate  scientific  evidence.  So 
many  nations  have  allowed  their  egotism  to  lead  them  into  similar  self¬ 
exaggeration  that  careful  students  may  well  remain  skeptical  of  the 
extreme  claims  to  Nordic  superiority. 

Conclusion. — The  means  of  controlling  wage  factors  and  promoting 
labor  welfare  are  worthy  of  most  earnest  consideration.  By  increasing 
the  labor  share  of  product,  by  increasing  total  product,  by  limiting  im¬ 
migration,  by  adapting  the  ratio  between  population  and  subsistence,  a 
large  measure  of  control  may  be  realized.  Instead  of  leaving  matters  to 
blind  fate  or  to  automatic  laws,  we  may  well  devote  our  energies  to 
creative  control  of  our  destinies  as  laborers  and  as  human  beings. 

22  See  Journal  of  the  American  Statistical  Association,  January,  1922. 
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CHAPTER  XXII 


EMPLOYER  AND  EMPLOYEE  RELATIONS 

The  development  of  the  corporation  and  of  large  scale  enterprise  has 
made  impersonal  many  of  the  most  important  relations  between  em¬ 
ployer  and  employee.  Personal  contact  between  the  president  of  the 
corporation  and  the  average  employee  is  eliminated.  The  employee 
tends  to  become  a  cog  in  a  wheel,  a  number  on  a  pay  roll,  an  abstract 
unit  of  labor,  rather  than  a  human  being  with  sympathies,  emotions,  and 
impulses.  Under  these  conditions,  mutual  understanding  is  likely  to 
disappear,  and  mutual  cooperation  is  difficult  to  create.  The  relations 
between  management  and  men  tend  to  become  suspicious  and  unfriendly. 
The  problems  growing  out  of  these  relations  ramify  to  all  phases  of 
industrial  activity. 

The  Job. — Labor’s  opportunity  to  carry  out  its  part  in  production 
constitutes  the  job.  The  opportunity  to  work  and  thereby  to  earn  a 
living  is  indispensable  to  the  laborer’s  life.  In  its  present  form  the  job 
is  an  opportunity  which  may  be  given  to  the  laborer  or  taken  away  by 
powers  utterly  beyond  his  control.  The  laborer  has  no  right  to  a  job. 
There  is  no  established  legal  responsibility  on  the  part  of  anybody  to 
guarantee  the  laborer  a  steady  job.  The  employer  may  give  or  withhold 
work  as  he  sees  fit.  The  employer  retains  the  right  to  hire  and  fire  for 
reasons  good  and  sufficient  in  his  own  eyes.  The  opportunity  to  carry 
out  labor’s  function  is  therefore  a  precarious  one,  and  is  created  or 
destroyed  by  powers  of  management  above  and  beyond  his  influence  or 
control. 

To  lose  his  job  is  likely  to  bring  distress  and  fear  to  the  worker  and 
his  family.  Both  he  and  his  dependents  face  the  demands  of  the  land¬ 
lord,  want  of  food,  and  the  keenest  of  social  dreads  and  anxieties  until 
a  new  job  can  be  found.  This  may  take  weeks  or  months.  In  the  mean¬ 
time  the  state  of  mind  and  body  of  the  worker  tends  toward  demoraliza¬ 
tion.  As  stated  in  detail  by  Lescohier,  unsteady  employment  “under¬ 
mines  his  physique ;  deadens  his  mind ;  weakens  his  ambition ;  destroys 
his  capacity  for  continuous,  sustained  endeavor;  induces  a  liking  for 
idleness  and  self-indulgence ;  saps  self-respect  and  the  sense  of  responsi¬ 
bility  ;  impairs  technical  skill ;  weakens  nerve  and  will  power ;  creates 
a  tendency  to  blame  others  for  his  failures;  saps  his  courage;  prevents 
thrift  and  hope  of  family  advancement;  destroys  a  workman’s  feeling 
that  he  is  taking  good  care  of  his  family;  sends  him  to  work  worried 
and  underfed;  plunges  him  in  debt.”1 
i  The  Labor  Market,  p.  107. 


417 


418 


Distribution  and  Related  Problems 


The  loss  of  a  job  may  be  the  fault  of  the  worker  himself,  or  on  the 
other  hand,  may  arise  from  causes  completely  beyond  his  control.  In 
the  average  industry,  approximately  one-half  of  the  causes  of  a  change 
of  employment  lie  within  the  volition  of  the  worker  himself.  Among 
such  causes  for  the  laborer’s  voluntarily  leaving  his  job  are  fits  of 
temper,  mean  and  disagreeable  foremen,  unsatisfactory  Avages,  excessive 
hours,  no  prospect  of  advancement,  the  wanderlust,  bad  housing  accom¬ 
modations,  poor  health,  and  attractive  opportunities  elsewhere.  The 
other  half  of  the  changes  of  employment  are  due  to  the  volition  of  the 
employer.  Of  this  half,  the  larger  proportion  of  changes  are  due  to 
industrial  depression,  seasonal  shut-downs,  bankruptcy,  new  mechanical 
inventions.  The  smaller  proportion  are  in  the  form  of  discharges  due 
to  inefficiency,  unreliability,  insubordination,  agitation,  union  affiliation, 
etc.  The  causes  for  the  worker’s  withdrawing  from  a  job,  or  for  his 
being  dropped  from  a  company  pay  roll  are  obviously  in  a  very  large 
measure  psychological.  Dissatisfaction,  temperament,  ambitions,  and 
all  -the  moods  and  impulses  of  both  Avorker  and  employer  enter  into  the 
unsteadiness  of  work.  With  surprising  frequency,  the  shift  of  employ¬ 
ment  has  no  traceable  connection  Avith  careful,  deliberate,  rational  cal¬ 
culation  but  is  due  to  outbursts  of  passion,  or  to  the  domination  of 
fixed  prejudices.  In  many  cases  the  worker’s  quitting  of  the  job  is  an 
act  without  foresight,  or  regard  for  distressing  consequences  to  folloAv. 
There  is  a  large  group  of  Avorkers  Avhose  mental  equipment  does  not 
enable  them  to  protect  themselves  from  the  rashness  of  blind  quitting. 
As  pointed  out  by  Dr.  H.  M.  Adler,  “There  are  individuals  in  a  com¬ 
munity  who  for  a  variety  of  reasons  are  not  able  to  regulate  their 
conduct  on  the  basis  of  experience.” 

The  amount  of  labor  turnover  varies  greatly  from  company  to  com¬ 
pany,  but  in  the  aggregate  attains  alarming  proportions.  It  has  been 
estimated  that  on  an  average,  in  order  to  maintain  one  thousand  con¬ 
stantly  at  Avork  it  is  customary  to  employ  one  thousand  neAv  men  during 
the  year  to  replace  one  thousand  old  ones.  In  other  Avords,  the  average 
rate  of  turnover  is  about  100  per  cent.  HoAvever,  there  are  some  plants 
in  Avhich  the  turnover  runs  as  Ioav  as  10  to  20  per  cent  and  others  in 
Avhich  it  ranges  from  300  to  600  per  cent.  Taking  industry  as  a  whole, 
government  investigations  provide  a  basis  for  the  estimate  that  to  keep 
five  million  workers  fully  employed  throughout  the  year  1914,  there 
were  about  four  million  accessions  and  four  and  a  half  million  separa¬ 
tions,  or  a  total  of  more  than  eight  million  Avorkers  changing  jobs  that 
year. 

A  true  picture  of  employment,  therefore,  presents  a  stream  of  con¬ 
stant  come  and  go,  incessant  hiring  and  firing.  This  extreme  flux  and 
change  affects  most  severely  about  one-half  the  Avorkers.  The  other  half 
endeavors  to  stick  to  the  job.  For  the  latter  employment  is  something 
steady  and  permanent.  They  stay  Avith  the  same  company  for  as  large 
a  portion  of  their  lifetime  as  economic  conditions  will  permit.  The 
high  rate  of  turnover  occurs  because  of  the  excessi\re  shifts  among  the 
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other  half  of  the  workers.  For  them  a  job  is  an  affair  of  a  few  weeks 
or  a  few  months.  Due  to  their  own  unfitness  they  are  fired,  or  due  to 
their  discontent  at  conditions  within  the  plant  the  job  becomes  irksome 
almost  as  soon  as  it  is  taken.  This  half  of  the  laboring  population  is 
on  the  march  from  plant  to  plant  a  large  share  of  the  time.  For  them 
employment  is  an  unstable,  uncertain,  fickle,  temporary  affiliation. 

The  cost  of  labor  turnover  is  severe.  The  cost  to  the  employer  in 
terms  of  dollars  and  cents  ranges  from  $25  to  $200  or  more  per  employee. 
For  employees  the  loss  of  earnings  during  unemployment,  the  expense 
and  difficulty  of  obtaining  new  jobs,  the  low  wages  while  learning  a  new 
job,  the  greater  exposure  to  accident  in  unfamiliar  work,  the  cost  of 
moving  the  worker’s  family,  the  loss  of  skill  by  the  shift  of  occupa¬ 
tion  and  the  demoralization  and  discouragement  from  idleness  are  tre¬ 
mendous. 

Attempts  to  reduce  labor  turnover  have  been  frequent  during  the 
last  decade.  It  was  formerly  supposed  that  the  ready  mobility  of  labor 
was  thoroughly  useful  because  it  evened  up  the  supply  and  demand 
of  workers  in  various  communities  and  served  to  adjust  the  labor  market 
to  business  requirements  the  country  over.  In  recent  years,  however,  this 
mobility  of  labor  has  come  to  be  looked  upon  as  an  undesirable  burden 
to  both  the  employer  and  the  employee.  At  first,  employers  sought  to 
reduce  turnover  by  special  devices  contrived  almost  exclusively  with 
reference  to  the  turnover  problem.  Gradually  this  viewpoint  has  been 
abandoned  and  in  its  place  has  arisen  the  belief  that  turnover  is  an  index 
of  the  whole  policy  of  labor  management  of  the  corporation.  No  single 
trick  or  device  has  magic  powers  to  reduce  turnover.  All  phases  of 
the  corporation  policy  need  to  be  placed  upon  a  sound  footing,  and 
thereafter  turnover  will  take  care  of  itself.  There  are  certain  phases 
of  corporation  policy  which  have  more  importance  in  reducing  turnover 
than  others.  To  quote  Slichter,  “The  foremost  important  features  of 
a  job  to  the  average  factory  workman  are: 

“1.  The  wages. 

“2.  Its  steadiness. 

“3.  Its  psychical  and  nervous  demands  upon  him. 

“4.  The  hours. 

“As  these  four  overshadow  all  other  features  of  the  job  in  importance 
to  the  workman,  making  the  work  attractive  in  these  four  respects  must 
necessarily  form  the  foundation  of  attempts  to  reduce  the  turnover.  .  .  . 
Men  will  not  remain  at  work  because  of  incidental  attractions  when 
matters  of  fundamental  importance  are  unsat isfactory.”  2  Under  favor¬ 
able  conditions  turnover  can  be  reduced,  so  most  authorities  agree,  to 
approximately  a  20  per  cent  basis.2 3 

2  The  Turnover  of  Factory  Labor,  p.  251. 

3  Lescohier,  The  Labor  Market,  p.  116. 
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The  unsteadiness  of  the  job  has  the  most  intimate  bearing  upon 
industrial  morale  and  upon  the  degree  of  loyalty  existing  between  the 
employer  and  the  employee.  Unsteadiness  of  employment  operates  as  a 
direct  cause  of  disloyalty  to  the  company.  The  worker  feels  that  wages, 
hours,  and  working  conditions  are  so  unsatisfactory  that  he  is  ready  at 
any  moment  to  leave  the  job.  If  he  does  not  leave  on  his  own  accord 
a  foreman  or  superintendent  may  fire  him  for  reasons  good  or  bad. 
Under  these  conditions  he  becomes  the  victim  of  a  weak,  and  often 
vicious  industrial  morale.  It  is  next  to  impossible  to  feel  loyal  to  the 
company  because  he  receives  too  many  indications  that  the  employer 
feels  no  sense  of  loyalty  to  him.  The  employer  stands  ready  to  close 
down  his  factory  when  business  conditions  are  poor  regardless  of  the 
discomfiture  among  his  workers,  and  with  that  understanding  in  the 
worker’s  mind,  it  is  but  natural  for  him  to  be  disaffected  and  resentful. 

Among  a  very  large  group  of  employers,  this  state  of  uncertainty 
and  \msteadiness  of  employment  is  looked  upon  as  a  valuable  weapon 
over  the  employees.  If  the  worker  can  be  kept  in  a  state  of  fear  and 
dread  of  being  fired,  it  is  thought  that  he  will  be  spurred  to  efficiency 
and  obedience.  The  right  of  firing,  with  loss  of  pay,  is  supposed  to 
be  essential  in  order  that  men  may  have  an  incentive  to  work  efficiently. 
The  knowledge  that  a  line  of  applicants  is  standing  at  the  factory  gate 
eagerly  asking  for  jobs  is  conceived  as  an  intimidating  force.  The  dis¬ 
cipline  of  fear  is  hung  over  the  workers’  heads.  The  attempt  to  appeal 
to  the  emotions  of  fear  and  to  establish  industrial  discipline  upon  the 
basis  of  worry,  anxiety,  privation  and  distress  is,  however,  definitely 
repudiated  by  the  more  progressive  business  men.  Fear  may  drive  men 
to  work,  but  work  done  under  such  compulsion  has  neither  the  spirit 
nor  the  efficiency  which  is  possible  of  realization  when  other  motives 
are  brought  out.  As  Cooley  remarks,  “Fear  is  a  poor  motive,  because 
it  does  not  evoke  those  energies  which  are  bound  up  with  ambition, 
sympathy,  social  imagination  and  hope.”  To  quote  F.  J.  Miller  in  a 
presidential  address  to  the  American  Society  of  Mechanical  Engineers, 
“The  old  driver  method  of  management  will  no  longer  do.  .  .  .  The 
workers  of  every  country  have  acquired  a  new  status.  Realizing  the 
great  difference  between  a  body  of  employees  all  enthusiastically  co¬ 
operating,  and  a  body  of  employees  rendering  only  such  service  as  they 
think  necessary  to  hold  their  jobs,  these  men  [engineers]  are  giving  this 
problem  their  best  attention.” 

The  fear  discipline  holds  the  mass  of  workers  to  a  low  margin  of 
safety.  At  any  minute  they  are  in  danger  of  losing  the  opportunity 
to  work,  and  with  that  they  lose  the  opportunity  to  livelihood  and 
security.  This  condition  represents  what  has  been  called  “a  pain  and 
deficit  economy,”  that  is,  an  economy  in  which  the  worker  is  always  on 
the  verge  of  unemployment  and  privation.  The  never-ending  uncer¬ 
tainty  under  the  fear  regime  brings  a  heavy  human  cost.  It  means 
that  workers  have  at  painfully  frequent  intervals  to  “turn  to  new 
occupations,  form  new  habits,  and  think  new  thoughts.”  As  Cooley 
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says,  “The  principle  that  human  character  deteriorates  under  irregular 
and  uncertain  employment  is  an  old  one  and,  I  believe,  undisputed.”  4 


L  AT/ Iff  CM/VefS  ///  Z%5 
A/V/VSf/?  OY  f/VPIOYYfS  <?//  fWY  YPOILJ, 
7V7Y1/L  FM/z/LOYFF  rtOV/FS  /TO/P/TF/?,  AMD 
CCA7&///Y0  Y/V0  tT/JGf  /=Y)YA7£-//rcr. 


cc/vTrrrf/ffXL  tr.j: 


In  the  job  is  centered  all  that  means  most  in  the  life  of  the  working 
man.  It  is  his  opportunity  to  be  a  useful  member  of  society.  It  is  his 
opportunity  to  develop  the  capacities  which  make  him  a  human  being. 
For  him  it  contains  the  means  to  all  that  life  holds  worth  while.  It  is, 


*  Cooley,  Social  Process,  p.  184. 
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in  short,  for  the  worker  the  very  life  of  life.  The  fear  discipline  which 
is  associated  with  unrestricted  right  to  hire  and  fire  and  with  irrespon¬ 
sible  power  to  intimidate  and  coerce  men  by  threats  of  unemployment 
strikes  at  the  heart  of  the  worker’s  life.  Progressive  employers  have 
discovered  that  the  fear  discipline  can  be  moderated  with  immense  human 
gain  to  the  workers  and  with  a.  corresponding  benefit  to  the  employers 
in  terms  of  productive  efficiency  and  sound  industrial  morale. 

Fluctuations  in  Unemployment. — Even  in  good  times,  a  consider¬ 
able  percentage  of  industrial  workers  is  unemployed.  Approximately 
5  per  cent  of  the  labor  supply  is  unemployed  under  conditions  of  pros¬ 
perity.  In  periods  of  depression,  upwards  of  20  per  cent  is  unemployed. 
Taking  the  average  of  good  and  bad  years,  probably  10  per  cent  of 
labor  is  constantly  out  of  work.  In  the  United  States,  this  means  that 
more  than  one  million  workers  are  unemployed  in  good  times  and  more 
than  four  million  workers  unemployed  in  bad  times.5  A  certain  normal 
minimum  of  unemployment  is  characteristic  of  modern  industry.  It 
is  due  to  the  process  of  making  adjustments  and  transitions,  and  persists 
even  during  the  era  of  prosperity. 

The  cyclical  fluctuations  in  employment  are  indicated  by  the  diagram 
on  page  421. 6 

Intermingled  with  the  cyclical  fluctuations  of  unemployment  are 
seasonal  fluctuations.  In  such  industries  as  coal  mining,  building,  or 
millinery,  the  employment  at  one  portion  of  the  year  may  be  only  one- 
third  or  one-half  of  the  employment  at  another  portion.  Seasonal  fluc¬ 
tuation  in  railway  employment  is  shown  in  the  following  diagram : 7 
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Such  seasonal  fluctuations  are  a  heavy  burden  upon  labor  and  upon 
business.  Although  long  looked  upon  as  inevitable,  they  have  more 
recently  come  to  be  viewed  as  in  part  remediable.  Seasonal  employment 
has  been  greatly  curtailed  by  many  individual  factories  through  the 
adoption  of  special  policies.  Such  policies  include  the  spreading  of 

5  For  data,  see  W.  I.  King,  Employment,  Hours,  and  Earnings  in  Prosperity 
and  Depression,  p.  143;  Shelby  M.  Harrison,  Public  Employment  Offices,  pp.  8-9; 
The  National  Industrial  Conference  Board,  The  Unemployment  Problem,  Research 
Report  No.  43,  p.  34;  W.  T.  Layton  and  others,  Is  Unemployment  Inevitable?, 
pp.  6-7. 

6  W.  I.  King,  Employment,  Hours,  and  Earnings  in  Prosperity  and  Depression, 

p.  80. 

7  W.  C.  Mitchell  and  others,  Business  Cycles  and  Unemployment,  p.  214. 
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orders  over  the  year  more  evenly,  manufacturing  to  stock,  and  diversifi¬ 
cation  of  the  products  of  the  concern.  A  technique  for  leveling  out 
the  seasonal  extremes  has  been  developed,  and  is  available  for  the  use 
of  those  business  concerns  desirous  of  sharing  in  the  benefits  of 
stabilization. 

The  most  severe  form  of  unemployment  is  that  due  to  cyclical  fluc¬ 
tuations.  The  problem  of  cyclical  employment  may  be  approached  from 
various  angles.  First,  it  may  be  approached  from  the  angle  of  general 
control  of  the  business  cycle.  This  involves  control  of  finance  and 
production.  If  finance  and  production  are  stabilized,  employment  will 
be  likewise  stabilized  as  an  automatic  result.  Prevention  of  cyclical 
undulations  is  a  primary  necessity.8  Second,  the  problem  may  be  ap¬ 
proached  from  the  angle  of  unemployment  relief.  The  forms  of  relief 
are  charity,  doles,  and  unemployment  insurance.  By  far  the  most 
desirable  plan  of  relief  is  insurance.  Unemployment  insurance  may  be 
financed  by  the  employees,  or  by  the  employers,  or  by  both  jointly,  or 
by  the  government.  Joint  responsibility  by  employer  and  employee 
seems  desirable.  Financial  responsibility  of  the  employer  acts  as  an 
incentive  to  prevent  unemployment  from  occurring  in  the  first  place. 
Responsibility  of  the  employee  means  that  labor  sets  aside  a  reserve  in 
time  of  good  income  to  be  used  as  an  emergency  resource  in  time  of  poor 
income.  Unless  insurance  is  available,  unemployment  imposes  a  cruel 
and  heavy  burden  upon  the  mass  of  workers. 

Third,  cyclical  unemployment  may  be  approached  from  the  stand¬ 
point  of  eliminating  idleness.  The  planning  of  construction,  both  by 
government  and  by  private  industry,  may  be  timed  with  a  view  to 
taking  up  the  slack  in  employment  when  dull  times  appear.  The  long- 
range  planning  of  construction  work  tends  to  level  out  the  peaks  and 
the  valleys  of  employment.  Fourth,  the  problem  may  be  approached 
from  the  angle  of  helping  workers  to  find  jobs.  A  certain  amount  of 
work  is  always  waiting  for  the  right  laborers,  and  a  certain  number 
of  laborers  are  always  looking  for  jobs.  Some  unemployment  is  due  to 
inability  to  bring  job  and  man  together.  This  task  is  the  function  of 
employment  offices.  There  are  strong  reasons  why  public  employment 
offices  should  be  maintained  by  state  and  federal  governments,  supple¬ 
mented  by  private  offices. 

Four  main  lines  of  effort,  are,  then,  called  for  by  the  problem  of 
cyclical  unemployment.  These  are :  prevention  of  cyclical  fluctuations 
of  business,  relief  of  unemployment  once  it  has  occurred,  elimination  of 
unemployment  by  long-range  planning  of  public  and  private  construc¬ 
tion,  and  aiding  workers  to  find  jobs  by  adequate  employment  office 
facilities. 

Hours  of  Work. — The  hours  of  work  raise  four  important  economic 
problems.  These  may  be  enumerated  as  follows: 

1.  The  effect  on  productive  efficiency  of  labor. 

2.  The  effect  on  wages. 

s  See  detailed  discussion  in  later  chapters  on  the  business  cycle. 
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3.  The  effect  of  the  extra  leisure  of  short  hours  on  consumption. 

4.  The  effect  upon  the  health  of  the  worker. 

Trade  unions  claim  that  decreased  hours  yield  increased  production 
per  working  day.  This  seeming  paradox  is  cleared  up  by  the  explana¬ 
tion  that  the  ten-  or  twelve-hour  day  causes  fatigue  and  therefore  under¬ 
mines  efficiency,  whereas  the  eight-hour  day  preserves  vigor  and  there¬ 
fore  conduces  to  maximum  efficiency.  There  have  been  numerous  in¬ 
stances  where  increased  production  has  resulted  from  the  eight-hour 
day.  For  instance,  the  United  States  Tariff  Board  reported  in  1911 
that  the  reduction  of  hours  from  twelve  to  eight  in  the  paper  industry, 
with  an  increase  in  the  hourly  wage  rate  of  50  per  cent,  had  reduced 
the  labor  cost  per  ton  of  manufacture  from  $4.35  to  $3.73.  The  claim 
of  increased  efficiency  would  not  however  be  substantiated  in  all  indus¬ 
tries.  In  many  instances,  the  promised  increase  of  efficiency  has  failed 
to  materialize.  On  the  average,  the  shorter  work  day  probably  does  not 
lessen  production.  Nevertheless  it  is  a  significant  fact  that  the  physical 
output  per  employee  engaged  in  manufacture  in  1920  was  only  10  per 
cent  higher  in  1920  than  in  1900.  The  average  factory  worker,  in  spite 
of  better  capital  equipment  and  more  horsepower  available,  was  turning 
out  only  10  per  cent  more  physical  product  annually  in  1920  than  twenty 
years  earlier.  This  was  a  very  slow  rate  of  increase  in  physical  produc¬ 
tivity  per  worker,  and  is  in  some  measure  attributable  to  the  introduc¬ 
tion  of  the  eight-hour  day  during  this  period.  In  the  mass,  therefore, 
the  shorter  working  day  did  not  cause  a  decrease  in  productivity,  but 
slowed  up  the  normal  rate  of  increase .9 

The  effect  upon  wages  is  difficult  to  measure.  The  unions  have 
usually  demanded  higher  wages  per  hour,  so  as  to  yield  at  least  as  large 
a  daily  wage  as  before.  This  claim  rests  upon  their  assertion  that 
shorter  hours  increase  efficiency.  If  efficiency  is  increased,  then  man¬ 
agement  can  afford  to  pay  at  least  the  same  daily  wage  as  before,  and 
often  more  than  that.  We  have  already  noted  that  during  this  period 
when  shorter  hours  were  being  adopted,  real  wages  were  increasing  very 
slowly  if  at  all.  On  the  average,  the  shorter  hours  may  have  influenced 
the  slowing  up  of  increases  in  real  wages.  On  this  point,  however,  there 
is  no  evidence,  and  the  inferences  drawn  here  are  merely  suggestive. 
From  the  standpoint  of  management,  it  sometimes  appears  preposterous 
to  pay  labor  a  “twelve-hour”  wage  for  working  an  “eight-hour”  day. 
The  change  in  hours,  however,  has  compelled  management  to  invent 
ways  of  increasing  the  efficiency  of  labor.  The  effect  of  the  shorter 
day  upon  product  seems  to  have  depended  mainly  upon  the  capacity  of 
management.  Where  management  is  alert,  modern,  scientific,  progres¬ 
sive,  the  shorter  day  has  usually  been  consistent  with  both  higher  pro¬ 
ductivity  and  a  higher  wage. 

9  See  above,  p.  48,  for  indexes  of  physical  output  per  employee.  For  further 
illustrations  of  increased  output  under  shorter  hours,  see  The  Case  for  the  Shorter 
Work  Day,  prepared  by  Felix  Frankfurter,  Volume  II,  pp.  636-819.  Complete 
statistical  verification  of  this  point  is  not  available. 
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The  shorter  working  day  thrusts  upon  the  laborer  from  two  to  four 
extra  hours  of  leisure.  The  period  available  for  recreation  or  for  dis¬ 
sipation  has  been  materially  lengthened.  This  change  raises  a  serious 
problem  in  consumption.  How  can  the  wants  and  choices  of  labor  be 
guided  into  useful  activities  and  away  from  vice  ?  Many  employers  have 
opposed  the  idea  for  the  very  reason  that  the  extra  leisure  may  lead  to 
drunkenness,  vice,  and  demoralization.  The  danger  lurking  in  this 
situation  requires  the  attention  of  governments,  civic  organizations,  edu¬ 
cational  institutions,  community  recreation  committees,  labor  unions,  and 
all  persons  interested  in  social  welfare.  The  formation  of  labor  folk¬ 
ways  making  for  a  better  appreciation  of  art,  better  recreation,  better 
education,  better  social  amusements,  is  of  pressing  importance. 

The  effect  of  shorter  hours  upon  the  health  of  the  worker  likewise 
raises  a  problem  in  consumption.  The  monotony  of  long  hours  entails  a 
dreary  and  dull  existence  for  masses  of  laborers.  Shorter  hours  reduce 
fatigue,  improve  health,  and  make  possible  a  greater  enjoyment  of  life. 
From  a  human  viewpoint,  the  case  for  shorter  hours  of  work  has  been 
irresistible. 

Fatigue  in  Industry. — From  the  standpoint  of  fatigue,  the  proper 
length  of  day  for  each  industry  is  a  matter  for  scientific  determination 
in  that  industry.  In  some  industries  a  forty-four-hour  week  would  entail 
greater  fatigue  than  would  a  fifty-four-hour  week  in  other  industries. 
The  present  differences  are,  for  the  most  part,  not  scientifically  deter¬ 
mined. 

The  decline  in  working  hours  from  1909  to  1919  is  shown  by  the 
following  table: 


Wage  Earners  in  Manufacturing  Establishments  with  Specified 

Number  of  Hours  * 


Hours  a  Week 

Per  Cent  of  Total 

1909 

1919 

4 A  an 4  nnrlpr . 

12  2 

48  and  under  . 

7.9 

48.6 

Pptwppn  48  and  54 . 

7.3 

16.4 

54  . 

15.4 

9.1 

"Rpt.wppn  f>4  a  nr!  fit) . 

30.2 

13.7 

60  . 

30.5 

9.1 

5.2  1 

72  . 

1.8  I 

3.0 

Dvpr  72  . 

1.7  J 

Total  . 

100.0 

100.0 

*  United  States  Census  of  Manufactures. 


Many  students  have  contended  that  the  solution  for  the  problem  of 
fatigue  is  the  elimination  of  automatic  machinery.  Such  a  proposal 
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appears  futile,  since  the  automatic  machine  is  an  indispensable  means 
of  increased  production  in  modern  industry.  The  best  cure  for  monotony 
and  dullness  is  often  not  less  machinery  but  more  machinery.  The 
processes  of  production  which  involve  great  muscular  exertion  under  high 
temperature,  or  in  an  atmosphere  saturated  with  obnoxious  gases,  can 
be  reduced  to  automatic  treatment  with  great  advantage  to  the  laborer. 
A  careful  investigation  of  steel  manufacturing  processes  has  shown  that 
formerly  men  were  on  the  twelve-hour  day,  but  worked  only  six  or  seven 
hours  of  that  period.  During  the  remainder  of  the  period  the  workers 
were  waiting  for  various  processes  to  be  finished.  Now,  with  machinery 
and  science  in  control  of  the  blast  furnaces  and  the  conveying  operations, 
the  hard,  gruelling  labor  is  reduced  to  a  minimum  and  men  are  re¬ 
sponsible  for  watching  and  guiding,  by  the  manipulation  of  levers  and 
the  pushing  of  electric  buttons,  the  same  processes  in  the  making  of  steel. 
The  observations  of  T.  N.  Carver  led  to  the  conclusion  that  the  automatic 
machinery  for  the  manufacture  of  shoes  imposes  less  monotony  and 
drudgery  upon  the  machine  operative  than  was  formerly  experienced 
by  the  old-fashioned  cobbler  laboriously  making  a  single  pair  of  shoes. 
With  adequate  regard  for  such  facts,  it  remains  true,  however,  that  the 
general  consequence  of  the  automatic  mechanical  principle  has  been  a 
marked  increase  in  monotony  for  laborers. 

Much  of  the  mechanical  process  when  carried  on  automatically  makes 
unnecessary  a  high  degree  of  skill  or  ingenuity  on  the  part  of  the  opera¬ 
tive.  The  wide  studies  of  R.  F.  Hoxie  disclosed  that  “the  workman  no 
longer  knows  his  trade  as  he  did  under  the  handicraft  system.  Modern 
capitalistic  and  machine  industry  has  progressively  specialized  him  .  .  . 
till  now  the  average  workman  knows  only  one  or  a  few  minute  processes 
connected  with  any  enterprise  and  has  no  means  of  broadening  his 
knowledge.”  In  cases  where  this  tendency  reaches  its  more  extreme 
development,  the  worker’s  duty  in  standing  at  the  machine  is  so  sim¬ 
plified  that  even  the  most  ignorant  workers  cannot  err.  Such  machines 
are  termed  “fool  proof.”  Recognizing  this  fact,  some  scientific  man¬ 
agers  have  claimed  that  many  operations  can  be  performed  most 
efficiently  by  workers  who  in  their  temperament  and  intelligence  most 
nearly  resemble  the  ox  or  the  gorilla.  It  has  been  found  that  for  many 
processes  the  mentally  dull, — even  the  mentally  deficient — are  the  best 
operatives.  It  has  been  estimated  that  perhaps  fully  one-half  of  the 
industrial  processes  can  be  carried  through  effectively  by  those  who 
have  had  no  vocational  training.  The  human  consequences  are  suggested 
by  C.  H.  Cooley  as  follows:  “Men,  women,  children,  find  themselves 
required  to  work  at  tasks,  usually  uninteresting  and  often  exhausting, 
amidst  dreary  surroundings,  and  under  such  relations  to  the  work  as 
a  whole  that  their  imagination  and  loyalty  are  little,  if  at  all,  aroused. 
Such  a  life  either  atrophies  the  larger  impulses  of  human  nature  or 
represses  them  to  such  a  degree  that  they  break  out  from  time  to  time 
in  gross  and  degrading  forms  of  expression.” 
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Long  hours  under  modern  conditions  of  production  generally  result 
in  injurious  fatigue.  “The  problem  of  hours  has  undergone  a  funda¬ 
mental  change  through  the  introduction  of  large  scale  factory  produc¬ 
tion  and  the  growing  concentration  of  our  population  in  cities.  Men  and 
women  can  work  relatively  long  hours  at  work  which  is  interesting, 
which  calls  upon  their  various  energies,  which  gives  some  opportunity 
for  creative  self-expression.  Work  which  is  repetitive,  monotonous  and 
conducted  under  the  confining  indoor  conditions  of  even  the  best  indus¬ 
trial  plant,  especially  where  the  plant  is  located  at  a  distance  from  the 
homes  of  the  workers,  makes  much  more  exacting  physical  and  nervous 
demands.”  10  The  productive  process  imposes  upon  the  delicate  nervous 
and  physical  mechanism  of  the  human  operator  speed  of  motion, 
monotony  of  operation,  distraction  of  noise,  dread  of  industrial  accident, 
fear  of  bosses  and  lack  of  interest,  all  of  which  accelerate  the  accumu¬ 
lation  of  waste  products  in  the  body,  the  exhaustion  of  vital  energy,  and 
mental  and  nervous  fatigue. 

Tests  applied  to  many  industries  have  demonstrated  that  fatigue  is 
a  cause  of  increased  accidents.  The  dullness  of  mind,  the  tiredness 
of  nerve,  destroys  the  alertness  and  quickness  of  reaction  which  is 
necessary  for  a  “safety  first”  operation  of  many  types  of  machines.11 
Moreover,  fatigue  makes  the  worker  excessively  liable  to  nervous  break¬ 
down,  to  morbidity  and  moodiness,  and  more  susceptible  to  disease  than 
he  would  otherwise  be. 

In  addition,  fatigue  brings  the  worker  to  such  a  depressed  physical 
and  mental  state  that  it  is  difficult  for  him  to  enjoy  the  leisure  hours 
at  the  end  of  the  day’s  toil.  When  he  is  too  tired  to  play,  too  deadened 
to  read,  too  fagged  out  to  benefit  from  recreation,  his  leisure  hours  lose 
a  large  part  of  the  value  which  they  should  contain.  Fatigue  unfits  the 
worker  to  enjoy  leisure  and  to  do  justice  to  his  responsibilities  of 
citizenship. 

Dr.  F.  S.  Lee  sums  up  the  experience  of  recent  years  in  these  words : 
“If  a  man  is  worked  beyond  his  physiological  limit,  he  is  incapacitated 
for  his  duties  to  his  family  and  to  society.  The  history  of  labor  has 
demonstrated  this  abundantly,  and  the  experience  of  reducing  the  hours 
of  labor  has  almost  universally  been  followed  by  marked  moral  and  social 
improvement,  such  as  is  shown  by  decrease  in  intemperance  and  crime, 
improvement  in  living  conditions,  greater  efforts  toward  education, 
greater  intelligence  and  greater  industrial  efficiency — all  this  in  contra¬ 
diction,  not  only  to  the  vivid  predictions  of  disaster  pronounced  by  active 
and  unprincipled  opponents  of  the  change,  but  to  the  fears  of  those  who 
were  well  meaning  but  timid.”12 

Fatigue  has  a  marked  effect  on  productive  efficiency.  The  British 
Health  of  Munition  Workers  Committee  found  that  for  women  engaged 

10  President’s  Second  Industrial  Conference  Report,  1920. 

11  See  Goldmark,  Fatigue  and  Efficiency. 

12  Science,  44:733.  Also  see  Goldmark,  Fatigue  and  Efficiency,  pp.  279-283. 
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in  certain  forms  of  lathe  work  a  “fifty-hour  week  yields  as  good  an  out¬ 
put  as  a  sixty-six-hour  week  and  a  considerable  better  one  than  a  sev¬ 
enty-five-hour  week.”  13  Investigations  of  cotton  manufacturing  indicate 
that  between  fifty  and  fifty-six  hours  per  week  secure  the  maximum 
efficiency  in  that  industry.  The  most  productive  length  of  working  day 
is  therefore  a  matter  of  scientific  ascertainment.  In  some  industries  the 
fifty-four-hour  week  has  evoked  maximum  production;  in  others,  the 
forty-four-hour  week.14  The  twelve-hour  day  has,  practically  without 
exception,  been  found  subversive  of  maximum  production.  Insistence 
must  be  made  that  not  guesswork,  nor  sentiment,  is  adequate  to  decide 
for  any  particular  branch  of  work  what  is  the  most  effective  working 
period.  Scientific  measurement  is  the  only  adequate  means  of  finding 
the  proper  period,  although  it  must  be  conceded  that  in  actual  practice 
bargaining  power  plays  a  primary  part. 

The  relation  between  shortened  hours  and  increased  efficiency  is 
summarized  by  H.  B.  Drury,  after  a  careful  study  of  the  experience  of 
several  American  steel  companies  with  long  and  short  work  periods. 
He  concludes  that,  “The  mere  change  from  twelve  to  eight  hours  in  an 
industry  where  everything  centers  around  huge  machines  and  furnaces 
is  simply  an  opening  of  the  door  for  greater  efficiency,  not  a  consum¬ 
mation  of  it.  What  is  necessary  if  the  industry  is  really  to  get  what 
it  should  out  of  the  shorter  day  is  a  thorough-going  reorganization.  The 
occupation  must  be  changed,  the  spirit  of  the  men,  the  type  of  foremen. 
What  the  introduction  of  the  three-shift  system  does  is  simply  to  open 
up  a  new  country.  .  .  .  But  to  harness  this  new  energy,  as  to  develop  a 
new  country,  will  take  time.”' 

Progress  in  fatigue  elimination  has  come  about  by  a  number  of  dif¬ 
ferent  avenues.  The  pressure  of  labor  unions  for  the  eight-hour  day 
by  collective  bargaining  was  the  original  stimulus  behind  the  movement. 
State  legislation  has  fixed  hour  limits  for  women  and  children  very 
widely,  but  only  in  comparatively  few  cases  for  men.  The  eight-hour 
day  was  established  for  the  railroads  by  Congressional  statute  in  1916, 
and  in  1921  more  definitely  applied  by  the  Federal  Railroad  Labor 
Board.  The  extreme  hazards  of  the  mining  industries  have  led  most  of 
the  states  in  which  mining  is  an  important  industry  to  limit  working 
lioui’S  to  eight  per  day.  In  a  number  of  cases  the  voluntary  action  of 
the  employer  has  led  to  the  shorter  working  day.  Scientific  management 
and  personnel  administration  have  given  valuable  study  to  the  problem 
and  much  encouragement  to  the  movement.  At  the  same  time,  rest 
periods  have  been  interspersed  in  the  day’s  work  as  a  means  of  pre¬ 
venting  undue  fatigue  and  maintaining  maximum  efficiency.  Adequate 
length  of  meal  times,  regulation  of  night  work,  granting  of  Saturday 
lialf-holidays  and  of  legal  holidays,  allowance  of  one  day’s  rest  in  seven, 
and  assurance  of  annual  vacations  have  all  been  adopted  in  a  great 

is  Ministry  of  Munitions,  Health  of  Munitions  Workers  Committee,  1918,  p.  35. 

14  See  Brooks,  Labor  and  the  New  Social  Order,  p.  250.  Also  Goldmark,  Fatigue 
and  Efficiency,  p.  174. 
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many  industries  under  the  stimulus  of  the  same  agencies  as  brought 
about  a  reduction  in  the  length  of  the  working  day.15 

The  net  outcome  of  the  whole  movement  has  been  a  reduction  of  the 
human  cost  of  industry  without  a  reduction  in  productive  efficiency. 

Environment. — The  environment  of  the  laborer  comprises  all  the 
external  influences  upon  his  body  and  mind.  The  worker  spends  from 
one-third  to  one-half  of  his  waking  life  within  the  working  environment. 
The  influence  of  this  environment  upon  his  moods,  his  bodily  health,  and 
his  human  well-being  is  profound.  Good  wages  without  a  favorable 
environment  are  futile.  Reduced  hours  in  unsanitary  surroundings  are 
of  little  avail.  More  stable  employment  if  the  employment  conditions 
are  unsafe  for  life  and  limb  is  a  limited  gain. 

What  is  involved  in  environment  ?  What  is  at  stake  ?  For  one  thing, 
the  safety  of  the  worker.  In  a  recent  address,  the  President  of  the 
American  Society  of  Safety  Engineers  put  the  case  comprehensively: 

“There  are  killed  accidentally  in  the  United  States  each  year  about 
70,000  people,  or  nearly  20,000  more  than  the  total  battle  deaths  and 
subsequent  deaths  from  wounds  in  our  army  during  the  entire  European 
War. 

“Of  the  wage  earners  in  this  country,  over  700,000  each  year  lose 
members  of  their  body  or  are  so  seriously  injured  by  accidents  as  to  be 
incapacitated  for  an  average  of  four  weeks  each. 

“The  total  economic  waste  from  casualties  in  the  United  States 
amounts  to  probably  $800,000,000  per  year,  with  untold  privation  and 
suffering  entailed. 

“About  90  per  cent  of  this  yearly  casualty  expense,  or  $720,000,000 
is  caused  by  accidents  that  are  preventable  by  engineering  provisions. 
It  is  not  claimed  that  even  a  large  portion  of  the  total  casualties  are 
preventable  by  engineering  provisions — only  7  per  cent ;  but  it  is  this 
7  per  cent  which  is  preventable  by  engineering  provision  that  causes  the 
$720,000,000  casualty  expense.” 

With  the  development  of  high  power  and  high  speed  machinery,  the 
network  of  electric  currents,  complicated  chemical  processes,  the  use  of 
compressed  air,  the  presence  of  dangerous  gases,  acids  and  dusts  in 
productive  processes,  extremes  of  temperature  and  humidity,  improper 
ventilation  and  unsanitary  surroundings,  night  work  and  inadequate 
lighting, — with  all  these  accompaniments  of  the  modern  economic  process, 
the  hazards  and  risks  to  the  worker  have  mounted  high.  The  highest 
death  toll  is  exacted  in  the  mining  industry,  with  railroading,  electric 
light  and  power  industries  ranking  in  close  proximity. 

For  the  most  part,  a  remedy  for  such  hazards  has  come  through 
legislation,  state  and  national.  Labor  unions  have  brought  pressure  to 
bear,  and  a  Safety  First  movement  voluntarily  adopted  by  employers  has 
accomplished  much.  However,  it  remains  true  that  for  a  considerable 
portion  of  industrial  establishments,  considerations  of  safety  and  health 

15  See  Commons  and  Andrews,  Principles  of  Labor  Legislation,  1020,  pp.  221-224, 
and  Spaeth,  Industrial  Management,  February,  1920,  p.  1921. 
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have  proved  to  have  only  a  secondary  appeal.  For  that  portion,  legis¬ 
lative  compulsion  is  the  only  adequate  guarantee  of  even  minimum  safety 
and  health  conditions. 

Many  pioneer  employers  have  gone  far  beyond  considerations  of 
mere  safety  and  health  and  have  set  about  making  the  working  environ¬ 
ment  positively  attractive,  comfortable,  stimulating.  The  plants  are 
surrounded  with  well-kept  lawns  or  beautiful  parks.  Landscape  and 
building  architecture  is  pressed  into  service.  Carefully  painted  interiors, 
neatness  and  cleanliness  in  the  care  of  buildings  and  the  arrangement 
and  upkeep  of  machinery,  abundant  window  space,  scientific  shading 
and  illumination,  a  medical  staff  with  doctors,  dentists  and  psychiatrists, 
hospital  and  dispensary  facilities,  playgrounds,  gardens,  rest  rooms, 
libraries,  company  stores,  gymnasiums,  night  schools,  even  universities, — 
these  are  a  few  of  the  improvements  of  environment  which,  all  or  in  part, 
are  taken  up  already  by  an  imposing  list  of  companies.16  The  plan  in 
such  companies  is  linked  with  considerations  of  productive  efficiency, 
workers’  comfort,  plant  morale  and  loyalty,  and  a  general  spirit  of 
happiness,  prosperity  and  contentment  in  the  whole  working  program. 
The  gap  between  such  best  kept  plants  and  the  worst  kept  plants  is 
startling  and  significant. 

An  important  consequence  of  an  environment  of  this  improved  type 
lies  in  the  fact  that  it  offsets  in  a  real  measure  the  monotony  and  fatigue 
of  the  production  process.  The  handling  of  repetitive  machinery  may 
be  made  less  monotonous  by  surrounding  the  operator  with  pleasant  and 
stimulating  factory  conditions.  Fatigue  is  in  a  measure  relieved  by 
clean,  artistic,  healthy  workrooms.  The  spirit  of  the  worker  cannot 
rise  above  the  tone  of  the  plant  yards,  the  lighting  system,  the  mechanical 
arrangements.  But  if  the  laborer  has  a  pleasant  place  to  work  in,  his 
spirit,  interest,  morale  and  efficiency  tend  to  improve.  R.  A.  Spaeth 
puts  the  matter  in  this  way:  “When  working  conditions  are  standardized 
and  we  have  the  best  of  light  and  heat  and  ventilation ;  when  all  workers, 
men  and  women,  have  recess  periods  and  properly  adjusted,  comfortable 
chairs;  when  plants  are  equipped  with  cafeteria  in  which  workers  buy 
an  occasional  plate  of  soup  instead  of  the  more  popular  pie  and  ice 
cream ;  when  the  labor  unions  and  managers  alike  insist  upon  physical 
examination  of  all  employees;  when  job  analysis  and  tests  for  physical, 
physiological  and  psychological  fitness  once  get  on  speaking  terms ;  when 
the  industrial  engineer  stops  fooling  himself  by  comparing  task  setting 
with  astro-physics  and  appreciates  that  his  open  sesame  is  itot  the  stop¬ 
watch  but  the  square-deal — then  and  not  till  then,  will  the  question  of 
fatigue  no  longer  be  of  such  moment  as  it  is  generally  considered.”17 

Power  and  Status. — In  recent  decades,  labor  has  emphasized  the 
importance  of  power  and  status.  Its  multitudinous  separate  demands 

16  Corporations  which  have  tried  out  these  constructive  devices  include  the 
National  Lamp  Works,  the  National  Cash  Register  Company,  the  Goodyear  Tire 
and  Rubber  Company,  the  Endicott  Johnson  Company,  the  Eastman  Kodak  Com¬ 
pany  and  the  Procter  &  Gamble  Company. 

17  Industrial  Management,  May,  1920,  p.  411. 
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are  related  to  one  central  movement, — one  which  comprehends  the  various 
individual  claims,  and  gives  them  unity  and  coherence.  This  dominating 
objective  of  labor  is  a  new  recognition  in  industry. 

The  transition  to  the  modern  industrial  organization,  which  developed 
to  serious  proportions  during  the  middle  of  the  nineteenth  century,  gave 
to  the  worker  a  status  of  obvious  inferiority.  He  became  a  hired  hand 
in  the  factory  and  railroad  and  mine,  with  no  material  control  over  the 
working  conditions  which  decided  the  destiny  of  his  life.  The  regime 
of  machine  production  denied  to  the  worker  a  share  in  the  control  of 
the  raw  product,  or  of  the  machinery  for  production,  or  of  the  rewards 
for  work,  or  of  the  amount  of  work  to  be  done  per  day,  or  of  the  con¬ 
ditions  under  which  work  had  to  be  done.  The  labor  problem  now  is  at 
bottom  an  effort  to  win  a  share  of  control  in  all  these  matters  which 
directly  affect  the  worker’s  life.  It  has  been  said  that  “the  root  evil  of 
the  present  industrial  order  is  that  it  affords  to  the  ordinary  worker  in 
industry  no  means  of  expression  and  no  chance  of  responsibility  or 
active  citizenship.”  The  labor  movement  is  primarily  committed  to  the 
removal  of  this  root  evil,  and  to  the  achievement  of  a  status  of  influence, 
responsibility  and  dignity. 

The  World  AVar  served  to  accelerate  the  movement.  The  worker  was 
definitely  told  that  he  counted  and  counted  vitally  in  winning  the  war. 
The  workshop  was  painted  as  the  second  line  of  defense,  and  as  no  less 
important  than  the  front  line  trench.  The  worker  was  told  that  the  war 
was  a  struggle  to  make  the  “world  safe  for  democracy.”  In  his  mind 
and  his  experience,  the  world  often  nearly  coincided  with  his  workshop, 
and  to  him,  therefore,  the  slogan  meant  that  the  war  was  to  make 
“industry  safe  for  democracy.”  Such  hopes  stimulated  the  worker’s 
impulses  of  self-assertion  and  self-expression,  and  set  loose  a  tide  of 
human  energy  in  the  direction  of  more  control  over  the  machine  regime. 
Secretary  of  Labor  Wilson  hinted  at  the  phenomenon  in  these  words: 
“Both  sides  must  realize  that  money  and  hours  are  but  incidents  in 
the  fight.  .  .  .  The  real  thing  which  is  being  fought  over  by  employers 
and  wage  workers  is  self-respect.  The  employer  feels  that  he  cannot 
give  up  for  fear  of  losing  his  self-respect  and  prestige;  while  the  wage 
workers  feel  that  they  cannot  give  up  for  fear  of  losing  their  self- 
respect.  .  .  .  When  employers  will  give  as  much  thought  to  studying 
the  sentiments  which  control  life  as  to  studying  materials,  machinery, 
law,  and  other  factors,  then  we  shall  be  on  the  road  to  industrial  peace.  ’  ’ 

This  inner  change  goes  to  the  very  foundations  of  industrial  society. 
Surface  demands  for  new  wages,  new  hours,  new  treatment,  are  concrete 
signs  of  the  fundamental  thing  itself, — a  new  assertion  of  the  worker’s 
dignity  and  power.  In  this  respect  there  has  been  an  institutional  and 
spiritual  change  going  on  in  social  and  industrial  life.  The  mechanical 
facts  of  the  working  world  have  in  great  measure  outrun  the  traditional 
ideas,  principles,  and  organization  for  their  direction  and  control.  The 
facts  of  automatic  machinery,  uninteresting  toil,  fatigue,  long  hours, 
bossy  foremen,  unreliable  wages,  advertised  profits, — these  are  beyond 
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control  by  the  traditional  ideas  of  individual  action,  unrestricted  mana¬ 
gerial  power,  unbridled  freedom  of  contract,  individual  bargaining,  non¬ 
consultation  between  employer  and  employee,  and  “business  is  business.” 
At  least,  they  are  not  controlled  to  the  satisfaction  of  the  worker.  Out 
of  this  maladjustment  between  the  mechanical  facts  and  the  traditional 
principles  of  industrial  government  have  grown  demands  for  new  prin¬ 
ciples  of  industrial  control, — that  is,  industrial  self-control.  The  out¬ 
come  has  been  the  formulation  of  a  new  status  for  the  worker.  The 
new  ideas  call  for  group  action,  modified  managerial  power,  collective 
freedom  of  contract,  organized  bargaining,  joint  conference  between 
employer  and  employee,  and  industrial  self-expression.  Whatever  in¬ 
dividuals  may  think  of  the  soundness  or  viciousness  of  the  new  concep¬ 
tions,  they  are  in  our  midst,  at  any  rate,  and  are  the  real  influences  to 
be  reckoned  with  in  any  serious  reflection  upon  labor’s  part  in  pro¬ 
duction. 

Total  Membership  op  American  Trade  Unions  * 


Year 

Membership 

Year 

(1897-1923) 

Membership 

Year 

Membership 

1897  ... 

.  447,000 

1906 

1915  ... 

.  2,607,700 

1898  . .  . 

.  500,700 

.  611,000 

1907 

.  2,122,800 

1916  ... 

.  2,808.000 

1899  . . . 

1908 

.  2,130,600 

1917  . .  . 

.  3,104,600 

1900  . . . 

.  868,500 

1909 

.  2,047,400 

1918  . .  . 

.  3,508,400 

1901  ... 

.  1,124,700 

1910 

.  2,184,200 

.  2,382,800 

1919  .  .  , 

.  4,169,100 

1902  ... 

_  1,375,900 

1911 

1920  ... 

.  5,110,800 

1903  . .  . 

. 1,913,900 

1912 

.  2,483,500 

1921  . .  . 

.  4,815,000 

1904  ... 

.  2,072,700 

1913 

.  2,753,400 

1922  . .  . 

.  4,059,400 

.  3,780,000 

1905  ... 

.  2,022,300 

1914 

.  2,716,900 

1923  . .  . 

*  Leo  Wolman,  The  Growth  of  American  Trade  Unionism ,  p.  33. 


A  great  obstacle  in  the  path  of  these  aspirations  for  a  new  labor 
status  is  the  defects,  excesses,  and  abuses  of  labor  organizations  them¬ 
selves.  Their  frequent  abuses  of  power ;  their  strikes  in  defiance  of  the 
public  need;  their  walking  delegates’,  union  organizers’  and  union 
leaders’  frequent  lack  of  self-discipline  and  of  a  due  regard  for  the 
legitimate  interests  of  employers  and  the  public;  their  occasional  acts 
of  violence ;  their  reluctance  to  surrender  policies  for  restricting  produc¬ 
tion  ;  their  tendency  to  harass  business  with  restrictions  and  regulations ; 
their  rash  demands  in  many  collective  bargaining  conferences ;  their 
occasional  repudiation  of  contracts  with  employers, — all  need  to  be  cor¬ 
rected  before  the  public  or  the  employers  \pll  be  willing  to  trust 
labor  with  the  coveted  status  of  power.  All  of  the  excuses  and  explana¬ 
tions  for  such  abuses  which  can  be  conceived  of  by  the  best  labor  apolo¬ 
gists  are  practically  futile  as  a  means  of  convincing  the  rest  of  the 
economic  community  that  a  new  status  of  labor  power  is  safe.  The 
highest  ambitions  of  labor  will  certainly  be  opposed  and  thwarted  in 
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countless  ways  by  the  public  as  well  as  employers,  until  labor  accepts 
seriously  the  obligation  to  eliminate  the  excesses  and  abuses  which  are 
now  all  too  prevalent  in  labor  organizations. 

Unions. — Membership  in  American  trade  unions  grew  from  447,000 
in  1897  to  3,780,000  in  1923.  This  is  a  total  increase  during  the  period 
of  745.6  per  cent,  and  an  annual  average  increase  of  27.6  per  cent.  The 
growth  of  unionism  is  reflected  in  the  table  on  page  432. 

The  volume  of  membership  responds  closely  to  the  fluctuations  in¬ 
volved  in  business  cycles.  The  chief  increases  occurred  in  periods  of 
prosperity ;  the  chief  losses  occurred  during  periods  of  depression.  From 
1915  to  1920,  the  gain  in  membership  was  2,503,000,  but  in  the  suc¬ 
ceeding  three  years  of  depression  there  was  a  loss  of  1,330,800.  In  spite 
of  severe  losses,  however,  the  unions  retained  their  vitality  and  vigor, 
and  a  permanent  membership  of  nearly  4,000,000  workers.  These  figures 
show  a  persistent  though  uneven  growth  in  unionism  in  the  United 
States.  The  trend  of  growth  for  all  unions,  for  unions  affiliated  with 
the  American  Federation  of  Labor,  and  for  independent  unions,  is  shown 
in  the  accompanying  diagram: 


The  Trend  op  Unionism  in  the  United  States,  1897-1923  * 


*  Wolman,  The  Growth  of  American  Trade  Unionism,  p.  63. 


Even  though  unions  have  grown  rapidly,  nevertheless  they  still  com¬ 
prise  only  a  minority  of  wage  earners  in  the  United  States.  The  fol¬ 
lowing  estimates  exclude  wage  earners  in  agriculture,  since  no  serious 
effort  has  been  made  to  unionize  farm  workers. 
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Year 

Total  Wage  Earners, 

Trade  Union 

Per  Cent 

Excluding  Agriculture 

Membership 

Organized  * 

1910 

19,262,941 

23,480,077 

2,101.502 

10.9 

1920 

4,881,200 

20.8 

*  Wolroan,  The  Growth  of  American  Trade  Unionism,  p.  44. 


Only  about  one-fifth  of  the  wage  earners  eligible  to  membership  in 
unions  actually  have  become  permanent  members.  The  percentage 
organized  varies,  however,  from  trade  to  trade.  In  certain  trades  the 
majority  of  workers  are  organized.  In  others,  scarcely  any  are  organ¬ 
ized.  These  variations  are  shown  in  the  following  table: 

Per  Cent  of  Wage  Earners  Organized  in  Major  Divisions  of  Industry, 

1920  and  1910 


Division  of  Industry 

Per  Cent 

Organized 

1920 

1910 

41.0 

27.3 

Mann f  a  p.tnri  n P*  . 

23.2 

11.6 

37.3 

17.1 

Pllildinp*  tradps  . 

25.5 

16.4 

SUationarv  pncnnpp.rs . 

12.4 

4.6 

Trade  . . . 

1.1 

1.0 

5.4 

4.6 

CMpripal  op, pupations  . 

8.3 

1.8 

7.3 

2.5 

57.8 

16.9 

"Wfltpr  transportation  . 

85.5 

28.9 

Sitpam  railroads  . 

57.5 

23.5 

Rpirk  and  stonp  masons  . 

50.0 

39.1 

The  contrast  is  striking  between  water  transportation  with  85.5  per 
cent  organized,  and  retail  and  wholesale  trade  with  1.1  per  cent  organ¬ 
ized.  Mining,  manufacturing,  and  transportation  have  been  relatively 
well  organized.  The  industries  which  come  most  completely  under  the 
machine  regime  and  the  money  economy  lend  themselves  most  readily 
to  union  organization. 

Women  increased  their  membership  in  unions  fivefold  between  1910 
and  1920.  However,  even  with  this  increase,  only  6.6  per  cent  of  all 
women  gainfully  employed  were  organized.  Proportionately,  men  are 
about  three  times  as  thoroughly  organized  as  women.18 

The  American  Federation  of  Labor  relies  for  support  mainly  upon 
the  national  and  international  unions  which  hold  charters  of  affiliation 

18  Wolman,  op.  cit.,  p.  86. 
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with  the  Federation.  In  1921,  there  were  110  of  these  nationals  and 
internationals,  each  confined  to  some  particular  trade  or  craft.  These 
larger  trade  groups  were  composed  of  36,247  local  unions,  each  paying 
a  per  capita  tax  for  the  support  of  the  international  union.  In  addition 
to  these  locals,  there  were  941  locals  affiliated  directly  with  the  American 
Federation  of  Labor.  Their  direct  affiliation  is  necessary  because  their 
membership  is  not  great  enough  to  warrant  an  international  charter. 
In  1923,  about  81  per  cent  of  the  membership  of  all  unions  were  affiliated 
with  the  American  Federation. 

The  most  powerful  outside  union  groups  are  the  Railroad  Brother¬ 
hoods  and  the  Amalgamated  Clothing  Workers.  The  Brotherhoods 
gained  their  original  strength  as  mutual  insurance  societies.  They  are 
commonly  referred  to  as  the  aristocrats  among  unions,  because  of  their 
effectiveness  in  bettering  wages  and  working  conditions.  Long  ap¬ 
prenticeship  tends  to  limit  the  number  of  qualified  members,  and  thus 
aids  collective  bargaining  power.  They  have  refused  to  affiliate  with  the 
American  Federation  largely  because  they  have  wished  to  avoid  the 
danger  of  becoming  embroiled  in  sympathetic  strikes  and  boycotts.  The 
Amalgamated  is  an  industrial  union,  that  is,  it  contains  members  of 
many  different  crafts  in  the  clothing  industry.  Members  are  drawn 
heavily  from  the  newer  immigration,  and  the  union  leaders  have  voiced 
a  radical  social  outlook.  The  union  anticipates  that  its  experience  in 
collective  bargaining  will  eventually  “put  the  organized  working  class 
in  actual  control  of  the  system  of  production  and  the  working  class  will 
then  be  ready  to  take  possession  of  it.”  19 

The  labor  movement  signifies  the  development  of  constitutional  gov¬ 
ernment  in  industry.  The  political  rights  of  the  citizen  have  given  rise 
to  a  demand  for  economic  rights.  The  rights  of  an  economic  citizenship 
are  the  objective  of  labor  unions.  These  include  at  the  very  start  the 
right  to  a  voice  in  dealing  with  those  problems  of  industry  which  vitally 
affect  the  interests  of  labor.  Unions  are  a  challenge  to  industrial 
autocracy,  and  a  demand  for  industrial  democracy.  But  even  though 
we  recognize  these  dynamic  qualities  in  unionism,  we  must  not  he  blind 
to  the  excesses  and  errors  of  the  movement.  The  struggle  for  recogni¬ 
tion  and  power  is  accompanied  by  abuses  and  dangers.  These  must  be 
curbed  by  the  power  of  the  state  and  the  community.  The  public  has 
here  a  definite  and  indispensable  economic  function  to  perform.20 

Industrial  Peace. — To  the  public,  the  alarming  feature  of  unionism 
is  the  strike.  If  labor  and  capital  could  carry  on  their  bargaining  and 
struggle  without  inconveniencing  the  public,  there  would  be  far  less 
interest  in  the  labor  problem.  But  the  climax  of  a  dispute  between  labor 
and  capital  is  often  a  tie-up  of  industry.  If  the  railroads  are  tied  up 
or  mines  closed,  the  public  is  threatened  with  famine  and  distress. 

Yet  when  the  public  intervenes  in  a  strike,  labor  feels  that  the  public 

is  Preamble  to  the  constitution  of  the  union. 

20  The  broader  aspects  of  the  problems  raised  by  unionism  are  discussed  more 
thoroughly  in  a  later  chapter  dealing  with  industrial  democracj'. 
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is  discriminating  against  labor  and  in  favor  of  capital.  Labor  does  not 
feel  that  the  public  is  an  active  ally.  As  an  impartial  arbiter  of  clashes 
of  opinion,  and  of  industrial  struggles,  the  public  seems  primarily  inter¬ 
ested  in  getting  the  trouble  settled  at  any  cost.  Industrial  peace  at  any 
price  is  the  foremost  consideration  and  if  it  is  necessary  that  justice  to 
labor  be  sacrificed  somewhat  the  public  is  not  greatly  alarmed  at  the 
sacrifice.  Labor  conceives  that  the  public  is  more  interested  in  peace 
than  in  a  square  deal  to  labor.  Moreover,  by  the  very  nature  of  things 
the  labor  movement  is  on  the  aggressive,  whereas  employers  are  on  the 
defensive.  In  such  cases  the  sympathy  of  the  onlooker  is  apt  to  be  with 
the  defender.  In  industrial  affairs,  labor,  being  on  the  aggressive,  makes 
the  attack  and,  for  obvious  psychological  reasons,  thereby  tends  to 
alienate  the  sympathy  of  the  “long-suffering  public.”  Labor  therefore 
considers  itself  justified  in  pushing  ahead  even  though  it  may  necessitate 
some  jostling  of  the  complacent  public.  Labor’s  justification  for  its  mili¬ 
tancy  and  aggressiveness  is  the  natural  outcome  of  its  feeling  that  it  is 
an  oppressed  class.  Labor  believes  it  necessary  to  shake  things  loose 
and  win  progress  in  spite  of  the  lethargy  and  inertia  of  the  public. 
In  this  effort  labor  finds  itself  at  a  disadvantage  because  the  informa¬ 
tion  upon  which  public  opinion  is  based  comes  from  newspapers  which 
to  labor’s  mind  do  not  present  its  side  of  the  case  fairly.  Labor  thinks 
it  has  no  way  of  getting  its  case  presented  clearly  to  the  public,  and 
consequently,  for  it,  the  voice  of  the  public  is  far  from  the  voice  of 
God. 

Against  this  psychological  resistance,  the  public  has  attempted  various 
experiments  in  the  maintenance  of  industrial  peace.  The  methods  of 
peacemaking  may  be  examined  under  the  following  heads: 

1.  Mediation. 

2.  Arbitration. 

3.  Investigation. 

4.  Denial  of  the  right  to  strike. 

In  Massachusetts,  a  State  Board  of  Arbitration  and  Conciliation 
exercises  the  function  of  mediation.  In  Ohio,  this  function  is  performed 
by  a  State  Industrial  Commission,  and  in  New  York  by  a  Bureau  of 
Mediation  and  Arbitration  under  the  supervision  of  the  State  Industrial 
Commission.  In  the  anthracite  coal  strike  of  1902,  President  Roosevelt 
volunteered  his  services  as  mediator,  and  worked  aggressively  to  bring 
the  struggle  to  a  close. 

Mediation  may  be  undertaken  either  at  the  request  of  labor  or  capital, 
or  on  the  initiative  of  the  mediation  officials.  The  New  York  law  re¬ 
quires  that  the  mediator  shall  if  practicable  proceed  promptly  to  the 
locality  in  which  the  strike  or  lockout  is  threatened  or  has  occurred 
and  endeavor  by  mediation  to  effect  an  amicable  settlement  of  the  con¬ 
troversy.  The  strength  of  mediation  is  that  it  allows  disinterested  parties 
to  utilize  peaceful  persuasion  to  the  utmost.  It  can  often  be  set  in 
motion  before  the  strike  has  actually  occurred  and  prevent  the  struggle. 
Mediation  is  a  useful  instrument  of  industrial  peace.  Its  weakness  is  its 
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inability  to  bring  obdurate  and  unreasonable  parties  together.  Unless 
labor  and  capital  have  a  good  spirit  of  cooperation  to  begin  with,  and 
are  willing  to  deal  frankly  and  amicably  with  each  other,  mediation  is 
futile.  Mediation  is  powerless  to  cope  with  bitterness  and  hatred  in  their 
more  virulent  forms. 

Arbitration  may  be  either  voluntary  or  compulsory,  and  may  be 
administered  through  public  agencies  or  through  machinery  set  up 
jointly  by  labor  and  capital  in  the  given  industry.  Voluntary  arbitra¬ 
tion  depends  upon  the  willingness  of  both  parties  to  submit  their  dispute 
to  outside  authority.  The  arbitrators  are  usually  members  of  some  state 
or  federal  board  of  arbitration,  but  they  may  be  maintained  by  joint 
agreement  of  employers  and  employees  in  a  given  trade.  In  the  clothing 
industry,  labor  and  capital  have  by  collective  bargaining  established 
machinery  for  the  arbitration  of  disputes  between  the  two  parties. 

Voluntary  arbitration  depends  for  its  success  largely  upon  the  degree 
of  bargaining  power  held  by  the  parties  to  the  dispute.  If  there  is  an 
even  balance  of  power  in  the  industry,  both  sides  may  be  willing  to 
submit  their  troubles  to  arbitration.  But  if  one  side  believes  that  it  is 
stronger  than  another,  it  often  refuses  to  arbitrate.  It  believes  it  can 
win  a  clean  victory  in  an  outright  fight.  The  desire  to  submit  the  dispute 
to  arbitration  by  one  party  is  often  looked  upon  as  a  confession  of 
weakness.  It  is  interpreted  as  an  admission  that  the  party  has  lost 
confidence  in  its  ability  to  win  an  open  fight.  Relatively  few  disputes 
are  submitted  to  voluntary  tribunals  operated  by  the  state.  Except 
where  labor  and  capital  have  set  up  their  own  machinery  of  arbitration, 
and  by  collective  bargaining  have  agreed  to  settle  their  disputes  through 
it  as  a  matter  of  routine,  voluntary  arbitration  has  had  a  limited  effec¬ 
tiveness. 

Where  the  machinery  of  arbitration  is  set  up  within  the  industry  by 
collective  bargaining,  the  attitude  of  labor  and  capital  is  likely  to  be 
much  more  conducive  to  arbitration  of  disputes.  In  the  garment 
industries,  the  building  trades,  and  other  industries,  there  have  at  times 
been  created  a  Board  of  Referees,  or  an  Impartial  Chairman,  or  a  Com¬ 
mittee  of  Arbitration.  All  disputes  are  referred  as  a  matter  of  course 
to  the  arbitrators.  The  arbitrators  are  usually  paid  a  substantial  re¬ 
muneration  for  their  time  and  effort.  Naturally,  this  method  of  arbi¬ 
tration  requires  a  strong  organization  of  labor.  Either  a  labor  union 
or  a  shop  committee  is  essential  to  the  operation  of  the  plan.  Voluntary 
arbitration  of  this  type  evolves  from  the  inside  out,  is  spontaneous,  and 
rests  upon  a  spirit  of  conciliation.  The  decisions  are  usually  more  in 
the  nature  of  mediation  than  of  arbitration.  The  adjusters  become 
expert  in  their  particular  fields,  and  develop  a  code  or  standard  of 
procedure.  The  acceptance  of  mediation  and  arbitration  by  the  em¬ 
ployers  and  employees  is  a  testimony  to  a  developing  sense  of  responsi¬ 
bility  and  self-control  in  industry.21  A  drastic  limitation  upon  the 

21  See  Research  Report  No.  38,  Experience  with  Trade  Union  Agreements, 
National  Industrial  Conference  Board. 
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scope  of  this  policy  of  adjusting  disputes  is  the  fact  that  it  can  only 
be  applied  where  labor  is  organized ;  either  in  a  trade  union  or  a  shop 
committee.  The  bulk  of  wage  earners  in  the  United  States  are  not  so 
organized  and  therefore  are  unable  to  utilize  the  arbitration  machinery 
of  collective  bargaining. 

Compulsory  arbitration  can  be  established  only  by  the  state.  The 
results  of  such  compulsion  can  best  be  ascertained  by  a  study  of  experi¬ 
ments  made  in  Australia,  New  Zealand,  New  South  Wales,  and  the  state 
of  Kansas  in  the  United  States.  The  Australasian  countries  have  had  an 
experience  of  upwards  of  three  decades  with  compulsory  arbitration. 
As  a  result,  those  countries  appear  to  be  firmly  committed  to  the  system 
as  a  permanent  policy.  In  spite  of  occasional  opposition  from  both 
workers  and  employers,  the  consensus  of  public  opinion  has  strongly 
supported  the  policy. 

The  system  in  Australia  involves  arbitration  machinery  under  the 
jurisdiction  of  both  the  federal  and  the  state  governments.  The  states 
for  the  most  part  have  set  up  some  form  of  Wages  Boards,  and  agencies 
of  Conciliation  and  Arbitration.  From  1901  to  1910,  the  law  in  New 
South  AVales,  the  largest  state  in  the  Australian  Commonwealth,  made 
striking  punishable  by  fine  and  imprisonment.  The  severity  of  the 
penalty  led  to  revisions  following  1910,  in  which  imprisonment  was 
abolished,  fines  limited,  and  conciliation  emphasized  as  a  means  of 
avoiding  the  necessity  of  applying  compulsory  arbitration.  A  union 
may  not  strike  in  any  industry  under  government  control,  or  under 
any  arbitration  award  or  agreement.  It  may  not  strike  in  any  industry 
unless  fourteen  days’  notice  have  been  given  of  the  intent  to  strike. 
If  the  Wages  Boards  do  not  adjust  the  dispute  before  the  expiration  of 
the  fourteen  days,  the  union  may  legally  strike  after  that  time.  If 
twelve  months’  trial  of  an  award  has  been  made,  the  union  may  legally 
strike. 

The  Court  of  Industrial  Arbitration  of  New  South  Wales  consists 
of  four  judges,  and  is  a  court  of  last  resort  in  industrial  disputes.  The 
Minister  for  Labor  and  Industry  establishes  Wages  Boards  for  the 
various  industries,  and  groups  of  these  Boards  are  coordinated  through 
the  selection  of  a  common  chairman.  Only  unions  may  be  recognized  as 
representatives  of  labor,  and  unionism  has  therefore  been  strongly 
favored.  The  machinery  of  arbitration  has  tended  to  become  more  and 
more  a  machinery  of  conciliation.  Arbitration  is  held  in  the  background 
as  a  last  resort.  The  number  of  strikes  has  been  reduced,  but  not  en¬ 
tirely  eliminated.  Strikers  have  attempted  to  flout  the  compulsory  fea¬ 
tures  of  the  act,  and  enforcement  has  at  times  been  impossible.  How¬ 
ever,  the  people  consider  the  net  result  worth  while,  and  do  not  seriously 
question  the  desirability  of  retaining  the  compulsory  provisions. 

The  Federal  agencies  for  adjusting  disputes  in  Australia  center 
around  a  Commonwealth  Court  of  Conciliation  and  Arbitration.  The 
President  of  this  Court  is  one  of  the  Justices  of  the  High  Court,  cor¬ 
responding  in  dignity  with  one  of  the  Justices  of  our  Supreme  Court. 
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Disputes  may  be  referred  to  the  High  Court  by  state  courts,  or  the 
President  of  the  High  Court  may  on  his  own  initiative  summon  the 
disputants  for  a  compulsory  hearing.  The  emphasis  in  the  law  is  upon 
conciliation,  with  arbitration  held  in  the  background  as  an  ultimate 
means  of  settlement.  Most  disputes  are  settled  without  resort  to  the 
arbitration  machinery.  Belatively  few  cases  come  before  the  High  Court, 
although  these  are  likely  to  be  the  most  serious  and  aggravated  cases. 
Perhaps  the  chief  single  principle  insisted  upon  by  these  agencies  is 
the  minimum  wage.  The  lowest  grades  of  labor  are  guaranteed  a  mini¬ 
mum  living  wage,  and  the  higher  grades  of  labor  are  guaranteed  a 
differential  above  the  minimum. 

Whether  or  not  similar  legislation  would  be  effective  in  the  United 
States  is  a  difficult  question  to  settle.  There  are  many  differences  be¬ 
tween  Australia  and  the  United  States.  In  Australia,  the  industrial 
population  is  small  relative  to  the  agricultural,  whereas  in  the  United 
States  the  industrial  population  exceeds  the  agricultural.  Where  in¬ 
dustrial  labor  dominates  the  whole  population,  the  element  of  compulsion 
is  likely  to  be  difficult  to  administer.  Again,  Australia  definitely  recog¬ 
nizes  and  encourages  labor  unions,  whereas  in  the  United  States,  the 
majority  of  wage  earners  are  outside  of  unions,  and  employers  are 
doing  their  best  to  keep  them  outside.  The  Australian  principle  in  the 
United  States  wrould  necessitate  the  almost  universal  unionization  of 
labor.  These  are  strong  reasons  for  doubting  the  efficacy  of  the  Aus¬ 
tralian  principle  in  the  United  States. 

However,  one  agricultural  state,  Kansas,  has  experimented  with  com¬ 
pulsory  arbitration.  The  experiment  was  conducted  in  the  face  of  fierce 
hostility  on  the  part  of  the  unions.  Before  there  could  be  a  full  oppor¬ 
tunity  to  test  the  consequences  of  the  experiment,  the  law  was  declared 
unconstitutional.  The  Supreme  Court  of  the  United  States  declared  in 
1925  that,  “Such  a  system  infringes  the  liberty  of  contract  and  rights 
of  property  guaranteed  by  the  due  process  of  law  clause  of  the  Four¬ 
teenth  Amendment.”  This  decision  does  not  necessarily  mean  that 
the  Court  would  declare  unconstitutional  a  law  of  compidsory  arbitration 
applying  to  railroads,  but  it  does  indicate  the  probable  unconstitution¬ 
ality  of  such  a  law.  The  Kansas  experiment  holds  out  no  hope  of  further 
application  of  the  principle  of  compulsion  in  the  United  States. 

A  distinction  must  be  drawn  between  compulsory  arbitration  and 
compulsory  investigation  of  disputes.  In  the  former,  the  award  is  com¬ 
pulsory.  In  the  latter,  hearings  and  investigations  alone  are  compul¬ 
sory.  The  theory  is  that  public  opinion  will  be  so  strongly  behind  the 
report  of  the  board  of  investigation  that  labor  will  be  influenced  to 
abide  by  the  report.  But  there  is  no  legal  compulsion  to  abide  by  it. 

The  Canadian  system  is  one  of  compulsory  investigation.  According 
to  an  Act  of  1907,  it  is  illegal  to  declare  a  strike  or  lockout  in  mines  or 
other  public  utilities  until  an  official  investigation  has  been  conducted. 
Fines  are  imposed  for  strikes  or  lockouts  called  prior  to  such  investi¬ 
gation.  In  practice,  the  compulsory  features  of  the  law  have  been 
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minimized.  The  law  lias  served  chiefly  to  develop  agencies  of  conciliation 
in  industry.  Strikes  have  not  been  entirely  eliminated.  Some  illegal 
strikes  have  occurred  in  defiance  of  the  law.  But  on  the  whole,  the  law 
appears  to  have  reduced  strikes  and  to  have  strengthened  the  cause  of 
industrial  peace. 

The  nearest  approach  to  an  application  of  the  Canadian  principle  in 
the  United  States  is  the  work  of  the  Railway  Labor  Board,  established 
in  1920.  In  the  original  draft  of  the  bill  establishing  this  Board,  com¬ 
pulsory  arbitration  was  provided  for,  but  the  opposition  of  labor  unions 
was  so  intense  that  compulsory  investigation  was  substituted.  The 
railroads  and  their  workers  may  by  mutual  agreement  set  up  Boards  of 
Labor  Adjustment  to  settle  all  disputes  regarding  grievances,  rules  or 
working  conditions.  These  Voluntary  Adjustment  Boards  are  supple¬ 
mented  by  a  Railroad  Labor  Board  of  nine  members,  composed  of  three 
representatives  of  the  employers,  the  employees,  and  the  public,  respec¬ 
tively.  The  powers  of  this  national  board  authorize  it  to  investigate 
any  disputes  which  are  not  being  adequately  handled  by  the  voluntarily 
formed  Adjustment  Boards.  The  Railroad  Labor  Board  has  exclusive 
jurisdiction  in  final  settlement  of  wage  questions.  The  Board  relies  upon 
public  opinion  for  the  enforcement  of  its  decisions.  The  compulsory 
feature  is  the  power  of  the  Board  to  compel  men  and  management  to 
submit  the  facts  bearing  on  cases  before  the  Board.  Whether  employers 
or  employees  desire  the  Board  to  act  or  not,  the  Board  nevertheless  is 
under  obligation  to  make  an  award  and  give  the  terms  of  the  award 
wide  enough  publicity  to  create  an  informed  public  opinion  on  the  case. 

A  crucial  test  of  the  Board  occurred  in  connection  with  the  railroad 
shopmen’s  strike  of  1922.  The  pressure  of  public  opinion  finally  re¬ 
sulted  in  the  calling  off  of  the  strike,  but  the  intimidation  of  labor  by 
the  weapon  of  publicity  was  bitterly  resented.  Since  that  time,  the 
unions  have  sought  to  secure  the  repeal  of  the  law.  They  are  unquali¬ 
fiedly  opposed  to  the  idea  of  using  public  opinion  as  a  weapon  for  the 
crushing  of  a  strike.  A  further  reason  for  their  opposition  is  found  in 
the  rejection  by  the  Board  of  the  principle  of  a  minimum  living  wage. 
During  the  strike,  President  Harding  recommended  that  the  functions 
of  the  Board  be  transferred  to  the  Interstate  Commerce  Commission, 
that  its  decisions  be  made  binding,  and  that  strikes  be  definitely  pro¬ 
hibited  on  the  railroads.  These  recommendations  were  not,  however, 
adopted  by  Congress.  The  Board  is  the  target  of  bitter  attacks,  and 
the  extent  of  its  future  influence  is  uncertain. 

In  general,  the  success  of  compulsion  as  a  means  of  settling  labor 
disputes  depends  upon  the  stage  of  development  reached  by  industry. 
At  a  stage  where  unions  have  to  fight  for  recognition,  when  the  open 
and  closed  shop  controversy  rages,  when  labor  is  bitterly  hostile  to 
compulsion,  it  is  very  doubtful  whether  compulsion  can  be  carried  far. 
Conciliation  and  voluntary  arbitration  are  invaluable,  but  compulsion 
either  on  Australian  or  Canadian  lines  is  of  doubtful  efficacy.  Com¬ 
pulsion  is  purely  relative  to  a  given  stage  of  labor  and  industrial  develop- 
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ment.  The  stage  of  industrial  development  in  the  United  States  at  the 
present  time  offers  an  almost  insurmountable  obstacle  to  extremes  of 
compulsion.  However  much  there  may  be  to  offer  in  defense  of  com¬ 
pulsion  in  abstract  logic,  the  determining  factors  in  its  use  are  the 
prevailing  attitudes  and  conditions  in  a  given  country  at  a  given  time. 

It  is  not  irrelevant  to  mention  here  that  one  of  the  most  potent 
means  of  securing  industrial  peace  is  stabilizing  the  value  of  the  dollar. 
The  violent  fluctuations  in  the  price  level  between  1913  and  1923  were 
the  real  causes  of  most  of  the  industrial  unrest  of  that  decade.  Laborers 
went  on  strike  to  exact  wage  increases  when  prices  were  rising  and  went 
on  strike  to  resist  wage  cuts  when  prices  were  falling.  Recurrent  in¬ 
flation  and  deflation  entail  a  heavy  burden  of  friction,  misunderstanding, 
and  industrial  warfare.  Arbitration  would  never  be  necessary  in  the 
majority  of  cases  if  the  dance  of  the  price  level  did  not  furnish  the 
basis  for  strife  and  battle. 

Conclusion. — The  relations  between  employers  and  employees  are 
a  matter  of  evolution  and  growth.  They  cannot  be  confined  in  any 
form  of  economic  strait  jacket.  Deliberate  effort  to  improve  and  con¬ 
trol  industrial  relations  is  necessary  if  progress  is  to  be  insured.  The 
conquest  of  a  new  status  of  power  is  one  of  the  primary  objectives  set 
up  by  labor.  This  demand  for  status  involves  policies  of  representation 
in  industry,  of  collective  bargaining,  of  constitutional  government  ap¬ 
plied  to  the  workshop. 
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CHAPTER  XXIII 


INEQUALITIES  OF  OWNERSHIP  AND  INCOME 

Diffusion  of  Ownership. — The  increase  in  number  of  stockholders 
in  various  kinds  of  business  from  1918  to  1925  is  indicated  in  the 
following  table : 1 


Industries 

Number  of  Stockholders 

1918 

1925 

Railroads  . 

647,689 

966,170 

Express  and  Pullman  . 

12,956 

23,779 

Street  railways  . 

275,000 

550,000 

Gas  and  electric . 

1,250,000 

2,611,279 

Telephone  and  telegraph . 

107,033 

371,604 

Packers . 

65,000 

100,000 

10  oil  concerns  . 

23,502 

161,179 

5  iron  and  steel  concerns . 

130,923 

223,149 

10  manufacturing  companies . 

25,002 

44,339 

Total  . 

2,537,105 

5,051,499 

Of  the  increase  of  2,514,394  stockholders,  338,760  were  employees, 
864,754  were  customers,  1,310,880  were  the  general  public.  For  all  in¬ 
dustry,  stockholders  increased  from  4,400,000  in  1900  to  about  14,400,000 
in  1922. 2  In  addition  to  the  increase  of  stockholders,  there  has  been  an 
increase  of  bondholders  which  may  total  more  than  2,000,000.  One  fact 
seems  certain,  namely,  that  a  remarkable  expansion  of  stockholding  has 
taken  place  during  the  last  decade. 

However,  these  figures  do  not  tell  us  the  value  of  the  stock  held  by 
the  scattered  mass  of  new  stockholders.  There  has  occurred  a  marked 
increase  in  numbers  of  stockholders,  but  this  increase  does  not  reveal 
the  extent  to  which  inequalities  of  ownership  have  been  moderated. 
Although  statistics  are  lacking  on  this  point,  there  is  no  reason  to  believe 
that  the  mass  of  petty  stockholders  own  more  than  a  very  small  fraction 
of  the  total  corporate  property.  Ownership  still  concentrates  in  the 
hands  of  the  few.  Five  million  small  stockholders  may  not  own  as  much 
stock  as  five  hundred  wealthy  stockholders.  Whether  ownership  has 

1  R.  S.  Binkerd,  Proceedings  of  the  Academy  of  Political  Science,  April,  1925, 
p.  33. 

2  H.  T.  Warshaw,  Quarterly  Journal  of  Economics,  Volume  39,  pp.  13-39. 
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actually  been  diffused  is  a  question  which  cannot  be  answered  from 
data  of  the  foregoing  type.  Certain  agencies  of  publicity  use  such  data 
to  create  the  impression  that  decentralization  of  ownership  has  taken 
place,  but  obviously  the  kind  of  data  needed  would  be  statistics  showing 
what  proportion  of  the  total  capital  of  a  corporation  is  owned  by,  say, 
the  5  per  cent  of  largest  stockholders.3 

The  greatest  increase  in  number  of  stockholders  has  appeared  in 
the  industries  classed  as  public  utilities.  This  fact  is  not  the  result  of 
accident  but  of  deliberate  policy.  Undoubtedly  the  utilities  have  felt  the 
necessity  of  checking  the  encroachments  of  public  regulation.  One  check 
attempted  has  been  by  way  of  making  the  public  the  stockholders  of 
the  concerns.  By  giving  a  stake  in  the  company  to  employees,  customers, 
and  the  general  public,  the  utilities  can  hope  to  make  the  public  their 
ally.  They  can  hope  to  get  the  public  on  their  side  when  public  service 
commissions  begin  to  enforce  too  restrictive  rules  and  regulations.  An¬ 
other  motive  has  been  to  appease  labor.  “Every  laborer  a  capitalist”  is 
a  slogan  frequently  heard.  The  laborer  stockholder  is  assumed  to  be 
immune  to  union  agitation,  to  strike  propaganda,  to  radicalism.  He 
has  an  ownership  stake  in  the  concern,  and  wants  his  property  safe  from 
labor  unrest. 

Although  these  motives  of  controlling  public  opinion  and  labor  unrest 
have  been  important,  we  must  not  overlook  a  broad  element  of  con¬ 
structive  gain  for  the  stockholding  public.  As  a  means  of  stimulating 
thrift,  encouraging  saving,  and  accumulating  capital,  democratic  owner¬ 
ship  is  of  great  benefit  to  the  public.  There  is  a  distinct  social  gain 
from  diffused  ownership.  From  the  standpoint  of  private  business,  how¬ 
ever,  this  social  gain  is  often  an  incidental  by-product.  The  main  intent 
is  to  influence  public  opinion  and  labor  attitudes,  but  if  the  incidental 
consequence  is  also  sound  and  good,  that  is  so  much  added  advan¬ 
tage. 

In  two  important  fields,  the  tendency  in  recent  years  has  been  toward 
decreasing  popular  ownership.  These  fields  are  farms  and  homes.  Her¬ 
bert  Hoover  states  that  “for  twenty  years  the  national  ratio  of  owned 
homes  has  fallen  slowly  and  slightly,  but  steadily.”4  In  1880,  farms 
operated  by  owners  or  part  owners  were  about  75  per  cent  of  the  total, 
but  in  1920  there  were  only  about  62  per  cent  of  the  total.  In  these  two 
fields,  diffusion  of  ownership,  although  of  the  greatest  social  importance, 
is  not  being  attained. 

Savings  accounts  are  a  good  index  of  popular  accumulation.  The 
increase  in  such  accounts  from  1918  to  1925  was  as  follows: 5 

a  In  1922,  the  American  Telephone  and  Telegraph  Company  offered  a  new  sub¬ 
scription  of  stock,  of  which  three-fourths  was  taken  up  by  one-third  of  the  sub¬ 
scribers,  ibid.,  p.  65.  After  fourteen  years  of  employee  ownership,  The  United 
States  Steel  Corporation  in  1922  had  94,415  employee  subscriptions  of  stock,  amount¬ 
ing  to  a  total  of  $7,930,860.  This  total  was  equal  to  only  about  .6  of  1  per  cent 
of  the  total  capitalization  of  the  company.  See  E.  E.  Lincoln,  Applied  Business 
Finance,  p.  279,  and  R.  S.  Brookings,  Industrial  Ownership,  p.  92. 

*  Proceedings  of  the  Academy  of  Polit  ical  Science,  April,  1925,  p.  49. 

s  Ibid.,  p.  37. 
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Number  of  Savings 

Aggregate  of 

Account  Depositors 

Deposits 

January  1,  1918 . 

10,631,586 

$11,115,790,000 

January  2,  1925  . 

38,867,994 

20,873,552,000 

The  number  of  depositors  nearly  quadrupled  and  the  amount  of  deposits 
nearly  doubled.  The  deposits  are  invested  in  high-grade  bonds,  and 
constitute  an  important  source  of  capital  accumulation. 

At  the  end  of  1924,  the  life  insurance  companies  of  the  United  States 
held  financial  reserves  of  $10,400,000,000.  The  total  insurance  coverage 
was  about  $64,000,000,000  and  the  number  of  people  protected  about 
50,000,000.  The  reserves  are  invested  in  mortgages  upon  farm  and 
city  real  estate  and  in  high-grade  bonds.  Through  life  insurance,  scat¬ 
tered  savings  are  taken  care  of  and  capital  accumulation  is  realized. 
Insurance  is  one  of  the  most  desirable  institutions  for  the  promotion  of 
thrift  and  for  the  diffusion  of  income  and  comfort.  The  average  policy 
holder  has  a  savings  fund  in  life  insurance  of  $208.  Although  the  in¬ 
dividual  amounts  are  relatively  small,  the  aggregate  of  these  amounts 
gives  a  very  substantial  fund  of  capital  savings.6 

In  November,  1920,  the  Brotherhood  of  Locomotive  Engineers  estab¬ 
lished  a  labor  bank  in  Cleveland,  Ohio.  Between  that  date  and  the  end 
of  1924,  twenty-eight  additional  labor  banks  were  established  in  the 
United  States,  with  resources  of  nearly  $90,000,000.  In  addition,  two 
large  independent  banks  had  been  brought  under  partial  control  of 
labor  by  purchase  of  stock.  Some  of  these  banks  are  chiefly  savings 
banks,  some  are  commercial  banks,  and  some  do  an  investment  banking 
business.  The  fact  that  such  banks  can  be  established  is  proof  that 
members  of  labor  unions  have  saved  and  accumulated  sufficient  capital 
to  launch  banking  enterprises.  It  is  also  proof  of  the  desire  of  labor  to 
assume  new  responsibilities  and  new  functions.  The  deliberate  assump¬ 
tion  of  the  risks  and  duties  of  management  is  a  new  departure  in  labor 
policy.-  Labor  unions  have  at  times  used  their  savings  for  trade  union 
benefit  plans,  unemployment  insurance  funds,  fraternal  life  insurance, 
and  similar  purposes.  In  all  such  cases,  labor  aims  to  control  the  use 
made  of  its  savings  as  well  as  merely  to  make  the  savings.  In  this 
respect,  labor  union  savings  differ  from  diffusion  of  stockholding  owner¬ 
ship,  for  in  the  latter  case,  the  management  and  control  of  the  savings 
is  left  with  the  private  business  enterprises  concerned. 

The  changing  relationship  of  the  masses  to  property  ownership  in¬ 
troduces  many  institutional  developments.  Where  corporations  solicit 
employee  purchases  of  their  stock,  they  are  under  a  heavy  responsibility 
to  make  sure  that  the  safety  of  such  purchases  is  unimpaired.  The 
protection  of  many  employee  savers  was  decidedly  weak  during  the 
hard  times  of  1921.  Moreover,  means  should  be  taken  to  reduce  the 
e  Proceedings  of  the  Academy  of  Political  Science,  April,  1925,  p.  429, 
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chances  for  stock  swindling.  It  has  been  estimated  by  some  students 
of  the  subject  that  the  annual  loss  from  stock  swindling  is  about 
$500,000,000.  Furthermore,  stability  of  the  price  level  is  essential 
to  the  safety  of  investors.  Inflation  wipes  out  the  purchasing  power 
of  invested  savings,  and  works  a  rank  injustice  to  the  worker  investor. 
Safeguards  against  hazardous  investments,  against  swindling,  and 
against  inflation  of  the  dollar  are  necessary  for  the  protection  of  the 
mass  of  small  investors.7 

Finally,  the  diffusion  of  stock  ownership  has  much  to  offer  as  a 
means  of  stimulating  independence  and  stability  of  income  for  the 
masses.  But  it  has  less  to  offer  as  a  palliative  for  various  industrial 
troubles.  As  a  means  of  escape  from  the  necessity  of  setting  up  some 
form  of  labor  representation  in  the  business,  it  is  of  doubtful  social  value. 
As  a  means  of  silencing  the  determination  of  the  public  to  regulate 
utilities,  it  is  of  doubtful  social  value.  It  is  not  a  substitute  for  equitable 
and  adequate  wage  rates,  nor  for  labor  relations  consistent  with  demo¬ 
cratic  institutions. 

After  all  is  said  in  behalf  of  widely  diffused  ownership,  it  remains 
true  that  sharp  inequality  of  fortune  prevails  in  the  United  States. 
Whether  this  inequality  is  being  lessened  or  increased  is  a  problem  we 
are  unable  to  answer  with  present  statistical  knowledge.  If  it  is  being 
lessened,  the  rate  of  progress  in  this  direction  is  very  slow.  Marked 
inequality  in  fortune  is  firmly  entrenched  in  present-day  property  in¬ 
stitutions.  Inequality  appears  to  hold  a  highly  impregnable  position. 
The  reasons  for  this  fact  will  be  discussed  in  the  balance  of  the  present 
chapter. 

Effort  versus  Ownership  in  Distribution. — The  national  income  may 
be  thought  of  as  consisting  of  two  great  divisions :  One,  that  going  as  a 
reward  for  work  performed  and  services  rendered  by  human  beings ; 
the  other,  that  going  to  the  holders  of  property  by  virtue  of  ownership. 
“Work  and  property  are  the  two  great  categories  upon  which,  in  ap¬ 
proaching  the  problem  of  distribution,  we  should  concentrate  our  atten¬ 
tion.”8  The  former  category  covers  wages,  salaries,  fees,  etc.,  reward 
for  effort  expended,  mental  or  manual  or  both.  The  latter  covers  interest, 
dividends,  and  rent, — that  is,  reward  because  the  owner  of  property  has 
loaned  or  invested  his  savings.  Generally,  the  two  classes  are  fairly 
distinct.  The  owner  of  bonds  to  the  amount  of  $1,000,000  draws  an 
interest  of  perhaps  5  per  cent,  the  interest  being  a  reward  for  owner¬ 
ship.  The  wage  worker  in  the  factory  where  the  million  dollars  is 
invested  draws  a  wage  of  perhaps  $1,200,  the  wage  being  a  reward  for 
effort  of  hand  and  brain.  The  president  of  the  company  draws  a  salary 
of  perhaps  $50,000  as  a  reward  for  his  services  as  an  executive.  He  may 
at  the  same  time  own  bonds  or  stock  in  the  company  upon  which  he 
receives  property  income  in  interest  or  dividends.  The  president  of  the 

7  For  a  valuable  discussion  of  the  relation  of  law  to  the  investor,  see  E.  Selig- 
man,  Proceedings  of  the  Academy  of  Political  Science,  April,  1925,  p.  88. 

s  H.  G.  Dalton,  The  Inequality  of  Incomes,  p.  175. 
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concern  in  that  case  receives  both  an  effort  income  and  a  property  in¬ 
come.  However,  the  two  sources  of  income  distribution  remain  distinct. 
They  are  separate  shares  of  the  income  of  the  individual,  and  in  the 
aggregate  stand  out  as  separate  shares  of  the  total  national  income. 

The  statistics  of  the  case  are  too  incomplete  to  allow  a  precise  estimate 
of  the  ratio  between  the  two  shares,  but  approximations  are  possible  and 
for  all  general  purposes  these  approximations  are  highly  useful.  Hugh 
Dalton  has  estimated  the  relative  shares  received  for  property  and  for 
effort  as  follows :  9 


Share  of  Property 
Per  Cent 

Share  of  Effort 
Per  Cent 

United  Kingdom  . 

32 

68 

United  States  . 

29 

71 

Prance  . 

39 

61 

Italy  . 

26 

74 

The  share  of  property  ranges  therefore  in  the  vicinity  of  30  per  cent 
of  the  total  income  fund.10  This  ratio,  however,  fluctuates  a  great  deal 
from  year  to  year.  During  the  years  1916  and  1917  the  share  of  the 
annual  income  which  was  distributed  in  the  form  of  wages  and  salaries 
was  comparatively  low.  It  amounted  probably  to  less  than  two-thirds 
of  the  total.  But  in  the  following  two  years,  the  share  of  wages  and 
salaries  mounted  high,  rising  to  approximately  three-fourths  of  the  total 
income.  The  variations  arise  from,  fluctuations  in  price  levels,  in  the 
system  of  taxation,  in  labor  efficiency,  and  in  wage  rates.11  The  essential 
fact  is  the  fairly  stable  ratio  between  incomes  for  doing  and  incomes  for 
owning.  The  incomes  for  doing  amount  to  more  than  double  the  incomes 
for  owning. 

Personal  Inequalities  of  Property  Ownership. — In  the  United  States 
it  has  been  estimated  that  1  per  cent  of  the  population  owns  approxi¬ 
mately  one-half  of  the  wealth.  The  richest  2  per  cent  of  the  population 
owns,  so  it  has  been  estimated,  about  60  per  cent  of  the  wealth.12  In 
the  more  advanced  industrial  countries,  a  large  majority  of  the  popu¬ 
lation  is  virtually  propertyless.  Three-fifths  of  the  population  in  such 
countries  as  the  United  States,  the  United  Kingdom,  France  and  Prussia 
are  without  ownership  of  any  considerable  property.  It  has  been  esti¬ 
mated  that  in  New  York  City,  as  much  as  two-thirds  of  the  population 

9  H.  Dalton,  The  Inequality  of  Incomes,  p.  200. 

10  National  Bureau  of  Economic  Research,  Income  in  the  United  States,  pp. 
07-108,  145. 

11  David  Friday,  Profits,  Wages  and  Prices,  pp.  124-125.  130. 

12  R.  T.  Ely,  Property  and  Contract  in  their  Relations  to  Wealth,  p.  310;  W.  I. 
King,  Wealth  and  Income  of  the  People  of  the  United  States,  p.  106;  W.  R.  Ingalls, 
Current  Economic  Affairs,  pp.  142-161,  disputes  these  estimates,  and  places  the 
maximum  per  cent  of  property  owned  by  the  richest  1.7  per  cent  of  the  population 
at  48  per  cent.  He  estimates  that  the  actual  amount  is  less  than  this  maximum 
figure,  and  in  the  neighborhood  of  30  per  cent  of  the  total  wealth. 
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are  without  any  registered  property.13  In  these  modern  industrial  com¬ 
munities,  the  richest  2  per  cent  of  the  people  own  considerably  more 
than  all  the  rest  of  the  people  taken  together.  This  extreme  inequality 
of  ownership  indicates  in  a  modern  democracy  two  classes,  side  by  side, 
the  one  possessed  of  enormous  wealth,  the  other  destitute  of  any  property 
save  the  more  immediate  necessities  of  life.  In  the  large  industrial 
centers,  probably  90  per  cent  of  the  wage  workers  are  propertyless.  Only 
a  negligible  number  of  wage  earners  in  New  York  City  own  their  own 
homes.14 

The  middle  classes,  comprising  about  one-third  of  the  population, 
own  about  one-third  of  the  property  of  the  country.  Clearly,  there  is 
excessive  concentration  in  the  hands  of  the  small  number  at  the  top  of 
the  scale,  and  only  a  pitifully  small  amount  in  the  hands  of  the  great 
mass  of  wage  earners. 

It  follows,  therefore,  that  the  great  bulk  of  the  income  for  owning 
rather  than  doing  goes  to  a  very  small  fraction  of  the  population.  The 
giant’s  share  of  property  income  goes  to  the  richest  1  or  2  per  cent  of 
the  popidation.  The  income  of  the  lower  two-thirds  of  the  population 
is  almost  exclusively  an  income  for  physical  and  mental  effort.  They 
receive  virtually  no  income  for  owning,  for  they  own  virtually  nothing. 
This  contrast  is  most  violently  marked  when  the  largest  single  fortune 
in  the  United  States  is  compared  with  the  propertyless  condition  of  the 
mass  of  the  population.  This  fortune  was  estimated  in  1915  at  about 
$1,000,000,000,  and  is  equivalent  to  the  wealth  of  2,500,000  of  those 
classed  as  in  the  lower  levels  of  society.15 

Identification  of  the  causes  of  these  inequalities  and  their  effects  upon 
society  requires  an  analysis  of  private  property  as  an  institution.  This 
institution  provides  an  organization  of  economic  forces  of  which  this 
gross  inequality  is  the  natural  outcome.  Any  other  outcome  would  in¬ 
volve  an  alteration  in  some  fundamental  characteristics  of  the  institution. 
This  institutional  analysis  will  be  undertaken  later  in  this  chapter. 

Personal  Inequalities  of  Income. — In  the  United  Kingdom,  pre-war 
estimates  allotted  one-half  of  the  total  income  of  the  nation  to  about 
12  per  cent  of  the  people,  and,  what  is  more  striking,  one-third  of  the 
total  income  to  about  3  per  cent  of  the  population.16  In  the  United 
States,  that  richest  1  per  cent  of  the  population  which  owns  about  one- 
lialf  the  wealth  receives  approximately  15  per  cent  of  the  income.  This 
illustrates  the  fact  that  the  inequalities  of  income  are  not  so  great  as  the 
inequalities  of  ownership.  The  total  income  of  the  masses  of  workers 
is  not  reckoned  upon  any  property  basis,  but  upon  a  wage  or  salary 
basis.  “The  working  man,  commonly,  receives  more  income  in  a  year 
than  the  total  value  of  his  possession  while  the  rich  man’s  income,  being 
composed  largely  of  rent,  interest,  and  dividends,  will,  ordinaifily,  con- 


!3  Ely,  ibid.,  pp.  318-19. 

i*  R.  Hunter,  Poverty,  pp.  42-43. 

Federal  Commission  on  Industrial  Relations,  Volume  I,  pp.  32-34. 
is  Sir  L.  C.  Money,  Riches  and  Poverty,  Chapter  III. 


448 


Distribution  and  Related  Problems 


stitute  but  3  to  10  per  cent  of  his  wealth.”17  But  this  is  not  to  imply 
that  the  inequalities  of  income  are  not  carried  to  startling  extremes. 
Indeed,  if  the  greater  inequalities  of  ownership  were  not  already  in  mind, 
these  inequalities  of  income  would  seem  staggering  enough  in  them¬ 
selves.  The  richest  fifth  of  the  families  in  the  United  States  claims 
about  half  the  income.18  To  put  the  facts  of  income  and  ownership 
side  by  side,  it  may  be  stated  that  one-half  of  the  income  goes  to  the 
richest  fifth  of  the  people  whereas  one-half  of  the  wealth  is  owned  by 
one-hundredth  of  the  people.19 

The  full  effect  of  the  war  period  upon  inequalities  of  income  has  not 
yet  been  measured.  One  impressive  fact  is  the  number  of  incomes  of 
$50,000  or  over.  They  were  estimated  at  about  27,000  in  1917  and 
16,086  in  1923.  In  1917  there  were  141  individuals  whose  annual  income 
was  one  million  dollars  or  over.  In  1923  there  were  seventy-four  people 
listed  in  the  same  class.  At  the  other  end  of  the  scale  were  over  85 
per  cent  of  the  population  gainfully  employed  whose  incomes  were  less 
than  $2,000  per  annum.  The  incomes  of  the  largest  property  owners 
make  up  a  huge  share  of  the  total  income  of  the  nation,  and  the  in¬ 
equalities  between  these  two  great  groups  of  the  population  are 
enormous.20 

Any  attempt  to  understand  the  problem  of  ownership,  wealth  and 
income  must  begin  with  a  vivid  conception  of  these  inequalities.  The 
extremes  of  income,  the  violent  contrasts  between  the  most  well-to-do 
and  the  least  well-to-do  are  the  center  of  the  picture  of  income  distri¬ 
bution. 

In  the  higher  income  classes,  the  ratio  between  income  for  owning 
and  income  for  doing  is  also  significant.  Approximately  one-half  of  the 
incomes  between  $3,000  and  $4,000  arises  from  personal  services,  the 
other  half  from  ownership.  When  incomes  reach  the  $10,000  figure,  the 
share  due  to  personal  service  is  reduced  to  one-fourth,  whereas  the  share 
due  to  owning  rises  to  about  three-fourths.  When  incomes  reach  the 
figures  which  rank  the  income  receivers  as  millionaires,  the  share  due  to 
personal  services  falls  to  about  14  per  cent.  When  incomes  pass  the 
$1,000,000  mark  annually,  the  share  for  personal  services  declines  to  a 
trifle  over  4  per  cent.  Obviously,  the  higher  the  income,  the  lower  the 
proportion  due  to  personal  services,  and  the  greater  the  proportion  due 
to  ownership.21 

The  statistics  of  wealth,  income  and  ownership  are  of  importance 
because  they  give  a  quantitative  conception  of  the  actual  facts.  By 
setting  the  various  shares  of  wealth  and  ownership  in  their  right  pro¬ 
portions,  the  statistics  supply  the  economic  observer  with  fairly  accurate 

17  W.  I.  King,  op.  tit.,  p.  231. 

isKing,  op.  tit.,  p.  235. 

19  On  above  data,  see  National  Bureau  of  Economic  Research,  op.  tit.,  pp.  108^ 
143,  147. 

20  See  Statistics  of  Income,  1918  and  subsequent  years,  United  States  Bureau 
of  Internal  Revenue. 

21  David  Friday,  Journal  of  Political  Economy,  Volume  20,  p.  962. 
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mental  pictures  of  the  relative  size  and  strength  of  the  several  factors 
entering  into  the  broad  problems  of  wealth. 

The  Institutional  Basis  of  Inequalities  in  Fortune. — Why  have  these 
facts  of  wealth  and  property  come  to  be  what  they  are?  Why  do  they 
tend  to  maintain  themselves?  In  the  very  nature  of  things,  are  these 
inequalities  immutable  and  inescapable? 

The  most  useful  method  of  answering  these  inquiries  is  to  study 
property  institutions.  As  C.  II.  Cooley  has  insisted,  ownership  and 
distribution  are  “essentially  a  historical  and  institutional  phenomenon, 
economic  technique  being  for  the  most  part  only  a  mechanism  through 
which  social  organization  expresses  itself,”  and  “pecuniary  valuation 
is  a  social  institution  no  less  than  the  state  or  the  church.”  22 

An  institution  is  a  group  of  human  tendencies  and  habits  working 
out  through  an  organized  structure.23  It  is  the  product  of  history.  It 
has  antecedents  reaching  back  through  generations,  and  is  always  in  a 
state  of  flux  and  change.  It  is  what  it  is  today  because  it  was  some¬ 
thing  less  satisfying  yesterday.  It  will  be  something  different  in  days 
ahead  because  it  is  not  fully  satisfying  today.  An  institution  is  on  the 
march  from  yesterday  forward  to  tomorrow.  It  is  dynamic.  It  grows, 
develops,  moves.  This  is  not  to  deny  that  there  are  always  forces  at  work 
trying  to  keep  the  institution  static,  trying  to  preserve  the  status  quo, 
trying  to  maintain  things  as  they  are.  But  this  is  only  the  conservative 
side  of  growth.  It  combines  Avith  another  side, — restless,  forward-look¬ 
ing,  dynamic.  The  two  at  their  best  balance  in  wholesome,  gradual,  safe 
advance ;  at  their  worst  they  fight  it  out. 

If  we  view  the  church  as  an  institution,  at  its  beginning,  then  during 
the  Middle  Ages,  through  the  Reformation,  through  the  development  of 
religious  liberty  in  the  American  colonies,  on  through  the  last  century 
of  development  in  America,  and  finally  in  its  present  form,  we  have  a 
fairly  clear  picture  of  the  dynamic  character  of  the  church  as  an  insti¬ 
tution.  Creeds,  dogmas,  rituals,  teachings,  theologies,  interpretations, 
beliefs,  constantly  moving  forward,  appear  simultaneously  with  organi¬ 
zation,  denominational  structure,  practice,  custom,  tradition  and  innova¬ 
tion.24  It  is  so  with  the  institution  of  property.  Every  little  while  a 
student  of  economic  life  throws  out  the  declaration  that  “We  are  living 
in  a  new  economic  world.”25  In  other  words,  economic  institutions  are 
moving. 

Obviously  .then,  the  institution  of  property  as  it  exists  today  is  not 
fixed  and  static  in  all  its  detail  and  method.  Institutions  have  much 
the  same  restless  qualities  as  life.  In  fact,  property  is  nothing  unless 
a  way  of  life.  To  view  property  as  a  static  order  is  to  miss  the  true 
dynamic  nature  of  property.  The  general  point  is  emphasized  by 
de  Tocqueville  when  he  says,  “I  am  tempted  to  believe  that  what  we 


22  Social  Process,  pp.  302,  308. 

22  W.  G.  Sumner,  Folkways,  p.  53. 

24  Ross,  Principles  of  Sociology,  p.  489. 

25  R.  T.  Ely,  Property  and  Contract,  p.  34. 
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call  necessary  institutions  are  often  no  more  than  institutions  to  which 
we  have  grown  accustomed,  and  that  in  matters  of  social  constitution  the 
field  of  possibilities  is  much  more  extensive  than  men  living  in  their 
various  societies  are  ready  to  imagine.”26 

Property  has  been  defined  as  “a.  bundle  of  rights.”  There  is  no 
more  conspicuous  feature  of  the  institution  of  property  than  this  over¬ 
whelming  emphasis  upon  the  rights  of  property.27  The  period  when  the 
American  Constitution  was  established,  and  the  foundations  of  the 
American  system  of  government  and  property  laid,  was  dominated  by 
the  philosophy  of  natural  rights.  European  countries  were  repudiating 
old  authorities,  traditions  and  customs.  The  new  freedom  was  akin  to 
the  freedom  of  the  American  Revolutionary  group,  and  it  furnished  a 
soil  in  which  flourished  an  extreme  doctrine  of  the  individualistic  rights 
of  all  men  to  life,  liberty  and  the  pursuit  of  happiness.  Accordingly 
property  became  a  set  of  exclusive  rights.  The  property  owner  had 
inalienable  rights  to  do  with  his  property  as  he  pleased,  subject  only  to 
a  minimum  of  restraint  from  excessively  anti-social  practices.  Property 
was  something  to  be  let  alone  by  society.  It  had  inalienable  rights  to 
be  let  alone.  Property  rights  were  individual  rights,  and  this  conception 
colors  deeply  the  whole  institution  of  property  down  to  the  present  day.28 

One  weakness  in  this  theory  of  property  rights  has  become  very 
prominent,  namely,  the  implication  that  “the  foundation  of  society  is 
found,  not  in  functions,  but  in  rights ;  that  rights  are  not  deducible 
from  the  discharge  of  functions,  so  that  the  acquisition  of  wealth  and 
the  enjoyment  of  property  are  contingent  upon  the  performances  of 
services,  but  that  the  individual  enters  the  world  equipped  with  rights 
to  the  free  disposal  of  his  property  and  the  pursuit  of  his  economic 
self-interest,  and  that  these  rights  are  anterior  to,  and  independent  of, 
any  service  which  he  may  render.”29  Rights  come  first  and  responsi¬ 
bilities  second.  Property  is  thought  of  primarily  as  a  bundle  of  rights, 
but  not  emphatically  as  a  bundle  of  duties.  And  the  rights  acquire  a 
certain  sacredness  and  awfulness.  They  command  a  sort  of  religious 
reverence  which  does  not  invite  analysis.  Such  rights  it  seems  sacrilege 
to  question.  In  this  atmosphere,  it  is  hard  to  make  a  clean-cut  mental 
approach  to  the  problem  of  property  and  find  just  what  it  is  all  about. 
As  a  matter  of  fact,  the  so-called  rights  are  simply  rules  of  the  institu¬ 
tion  ;  and  if  the  rules  are  capable  of  improvement,  then  a  blind  awe  of 
ancient  rights  should  not  stand  in  the  way.  The  rules  of  the  game  are 
being  tried  out.  There  is  nothing  absolute  and  unapproachable  about 
them.  They  should  be  exempted  from  superstitious  reverence  and  treated 
with  the  same  common  sense  which  men  use  in  coping  with  problems  of 
everyday  life.  A  proper  infusion  of  duties,  obligations,  and  responsi¬ 
bilities  is  indispensable,  and  an  unquestioning  reverence  for  rights  as 

26  Recollections,  p.  101. 

22  Ely,  op.  cit.,  p.  00. 

28  See  The  Independent,  April  16,  1908;  also  R.  P.  Orth,  Relation  of  Govern¬ 
ment  to  Property,  pp.  7-84. 

2t>  E.  H.  Tawney,  The  Acquisitive  Society,  p.  20. 
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rights  must  give  way  to  a  proper  spirit  of  accommodation  of  the  property 
institution  to  the  needs  of  the  present  period. 

A.  T.  Hadley  states:  “The  general  status  of  the  property  owner 
under  the  law  cannot  be  changed  by  the  action  of  the  legislature  or  the 
executive,  or  the  people  of  a  State  voting  at  the  polls,  or  all  three  put 
together.  It  cannot  be  changed  without  either  a  consensus  of  opinion 
among  the  judges,  which  would  lead  them  to  retrace  their  old  views,  or 
an  amendment  of  the  Constitution  of  the  United  States  by  the  slow  and 
cumbersome  machinery  provided  for  that  purpose.  The  voter  was 
omnipotent — within  a  limited  area.  He  could  make  what  laws  he  pleased, 
as  long  as  those  laws  did  not  entrench  upon  property  rights.  He  could 
elect  what  officers  he  pleased,  as  long  as  those  officers  did  not  try  to  do 
certain  duties  confided  by  the  Constitution  to  the  property  holders.” 

The  United  States  Supreme  Court  asserts  that,  “Wherever  the  right 
of  private  property  exists,  there  must  and  will  be  inequalities  of  for¬ 
tune.”  It  is  “impossible  to  uphold  freedom  of  contract  and  the  right 
of  private  property  without  at  the  same  time  recognizing  as  legitimate 
those  inequalities  of  fortune  that  are  the  necessary  result  of  the  exercise 
of  those  rights.”  In  other  words  the  inequalities  of  wealth  are  bound 
up  with  the  institution  of  property,  and  are  inseparable  from  it. 

The  Corporation  as  a  Property  Institution.- — The  property  owner 
under  the  corporate  regime  enjoys  limited  liability.  That  is,  he  can  be 
held  liable  for  the  debts  of  the  corporation  only  in  proportion  to  the 
shares  of  stock  which  he  holds.  Under  the  influence  of  this  protection, 
ownership  through  bonds  and  stocks  has  largely  displaced  the  old  per¬ 
sonal  direct  ownership  of  property  and  has  become  the  typical  form  of 
ownership  in  modern  organized  industry.  This  evolution  in  ownership 
was  indispensable  to  the  development  of  modern  production,  commerce 
and  finance.  Without  the  corporate  form  of  ownership  it  is  inconceivable 
that  the  modern  economic  system  could  have  been  developed.  “Although 
merely  an  immaterial  form,  it  has  nevertheless  wielded  an  economic 
and  social  influence  greater  than  any  other  purely  conceptual  entity  of 
the  last  century.  The  contribution  of  the  corporation  to  the  evolution 
of  the  form  of  modern  industry  has  been  no  less  potent  than  that  of 
machinery  to  its  technique.”  30 

Corporation  methods  allow  for  a  scattering  of  ownership  with  a  con¬ 
centration  of  control.  The  scattering  of  ownership  is  carried  to  re¬ 
markable  lengths.  In  a  typical  large  scale  enterprise,  the  owners  of 
securities  are  scattered  throughout  most  of  the  States  of  the  Union,  and 
through  a  number  of  foreign  countries.  People  in  Brazil,  Japan,  Cali¬ 
fornia  and  New  York  are  owners  of  the  securities  of  the  typical  large 
corporation  of  Pennsylvania  or  Ohio.  Men  and  women,  wage  workers 
and  farmers,  savings  banks  and  insurance  companies,  multi-millionaire 
estates  and  corporation  executives,  lawyers  and  doctors,  all  and  several 
own  a  few  or  a  great  many  shares  of  securities,  and  this  grand  miscellany 
in  its  totality  is  the  ownership  of  the  corporate  property  and  under- 

30  A.  Dewing,  The  Financial  Policy  of  Corporations,  pp.  x-xi. 
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taking.  At  the  same  time,  the  executive  control  and  direction  of  the 
corporate  property  is  highly  concentrated.  A  controlling  amount  is 
owned  by  specially  interested  parties  and  the  votes  of  the  remaining 
security  holders  are  merely  nominal  votes.  These  major  interests  manage 
to  secure  a  satisfactory  Board  of  Directors,  this  Board  in  turn  giving 
over  the  administrative  tasks  of  the  business  to  appointed  executives. 
This  highly  concentrated  control  enables  a  relatively  small  number  of 
aggressive,  domineering  persons  to  have  at  their  disposal  the  accumu¬ 
lated  savings  of  masses  of  people. 

In  1922,  there  were  382,883  corporations  listed  on  the  records  of 
the  Bureau  of  Internal  Revenue,  representing  a  total  capitalization  of 
about  one  hundred  billion  dollars,  approximately  one-third  of  which 
was  in  bonds  and  two-thirds  in  stocks.  Bonds  appear  in  a  variety  of 
forms,  but  have  one  basic  principle  in  common,  namely,  they  are  secured 
by  a  mortgage  on  definite  property  or  have  prior  claims  on  the  general 
assets  and  credit  of  the  given  corporation.  Backed  by  such  a  security, 
the  bond  is  the  corporation’s  promise  to  pay  the  investor  interest  on  a 
certain  sum  of  money  for  a  stated  period  of  time,  and  at  the  end  of  that 
time  to  pay  back  the  sum  originally  borrowed.  The  stockholders  have 
a  right  to  the  income  or  property  of  the  corporation  only  after  the  claims 
of  bondholders  are  satisfied.  As  a  rule  the  security  behind  stocks  is 
secondary  and  inferior,  but  the  rate  of  income  is  commonly  higher. 
People  who  invest  in  bonds  are  usually  more  interested  in  the  safety  of 
their  money  than  in  high  income ;  whereas  people  who  invest  in  stocks 
are  willing  to  sacrifice  something  of  safety  for  the  sake  of  securing  large 
income. 

The  corporate  form  of  ownership  facilitates  the  exercise  of  the  basic 
property  rights.  The  right  to  acquire  property  is  made  easy  of  exercise 
for  anybody  who  is  able  and  willing  to  save  money.  Bonds  run  in 
denominations  from  $50  to  $1,000  and  stocks  from  $5  to  $100  par  value. 
Partial  payment  plans  enable  the  investor  to  buy  stock,  if  he  chooses, 
in  essentially  the  same  way  that  he  may  buy  furniture, — on  the  install¬ 
ment  plan.  Savings  banks,  investment  banks,  bond  houses,  stock  ex¬ 
changes,  underwriting  syndicates,  all  provide  a  ready  opportunity  for 
investment  for  both  large  and  small  sums.  The  wool  grower  in  Aus¬ 
tralia  can  acquire  the  property  of  the  Pennsylvania  Railroad  and  the 
wage  worker  of  Pittsburgh  can  acquire  the  property  of  English  iron 
works.  The  farmer  in  Kansas  can  acquire  the  property  of  Pennsylvania 
coal  mines,  and  the  bank  president  of  New  York  City  can  acquire  the 
property  of  Brazilian  coffee  companies.  If  the  Avould-be  investor  has 
the  money  wherewith  to  buy,  he  can  have  bonds  or  stocks,  and  no  ques¬ 
tions  asked.  The  investment  market  is  organized  to  attract  investors, 
and  corporations  vie  with  each  other  in  drawing  the  funds  of  investors 
toward  their  securities. 

The  real  object  of  investment  is  not  the  possession  of  physical  goods 
but  of  pecuniary  rights.  Investors  buy  a  claim  upon  the  earning  power 
of  the  corporation.  This  phase  of  investment  is  especially  apparent  in 
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the  purchase  of  those  securities  which  represent  intangible  assets.  Good 
will,  intangible  assets,  earning  capacity,  etc.,  are  common  factors  in  stock 
issues,  and  mean  simply  that  the  man  who  buys  them  buys  the  right  to 
an  income  in  the  future.  If  the  buyer  went  to  the  plant  of  the  cor¬ 
poration  and  asked  to  see  his  property,  no  one  could  show  it  to  him.  He 
would  not  own  machines,  or  buildings,  or  raw  or  finished  material.  He 
would  own  earning  capacity,  an  intangible  concept,  but  nevertheless  a 
reality  on  dividend  day.  But  as  a  matter  of  fact  the  average  owner 
of  stock  would  never  think  of  going  to  the  corporation’s  plant  and 
asking  to  see  his  property.  He  bought  the  right  to  an  income  and  cares 
little  or  nothing  where  it  comes  from.  He  bought  dividends,  not  tangible 
property.  So  long  as  dividends  are  forthcoming,  his  purchase  of  the 
earning  power  justifies  itself.  The  stock  purchaser  may  anticipate,  at 
the  same  time,  that  a  rise  will  occur  in  the  market  value  of  his  stock. 
If  he  can,  by  holding  it,  sell  for  more  than  he  paid,  the  difference  rep¬ 
resents  gain. 

Inequalities  of  Fortune  Due  to  Unequal  Privileges. — Under  prop¬ 
erty  institutions,  various  inequalities  of  opportunity  develop  and  estab¬ 
lish  themselves.  Special  privilege  aids  one  individual  at  the  expense 
of  another.  It  puts  into  the  hands  of  the  more  fortunate  superior 
acquisitive  opportunity. 

The  chief  inequalities  of  privileges  are  those  arising  from  inheritance, 
monopoly  powers,  and  unforeseen  chance. 

Inheritance  is  a  primary  cause  of  the  more  extreme  inequalities  of 
income  and  ownership.  Some  people  at  birth  are  heirs  to  fortunes; 
others  are  heirs  to  nothing  at  all.  Enormous  estates  are  handed  down 
from  generation  to  generation  and  perpetuate  the  chasm  between  the 
extremes  of  possessors  and  non-possessors.31  It  has  been  estimated  that 
“four-fifths  of  the  one  hundred  and  fifty  or  more  fortunes  in  the  United 
States  having  incomes  of  over  $1,000,000  a  year  have  been  accumulating 
for  two  generations  or  more.”32  In  England,  where  the  influence  of 
inheritance  has  had  a  longer  time  to  work  itself  out,  “The  number  of 
wealthy  men  at  the  top  is  two  and  a  quarter  times  as  great,  in  propor¬ 
tion  to  population,  ...  as  in  the  United  States.” 

At  the  other  end  of  the  scale  stands  the  common  worker,  with  prac¬ 
tically  no  belongings  except  a  few  articles  of  furniture  and  clothing. 
Probably  three  out  of  five  of  the  children  of  the  country  are  born  into 
propertyless  families.  Children  of  these  classes  inherit  only  bodies  and 
brains  to  work  with  capital  owned  by  others.  Nothing  is  handed  down 
to  them  in  the  form  of  a  competence  to  begin  life  on.  They  have  no 
assured  means  of  livelihood.  They  are  dependent  upon  the  real  property 
owners  of  the  community.33 

This  contrast  of  inheritance  has  come  to  have  some  very  serious 
results.  The  man  who  inherits  property  inherits  not  merely  an  assured 

31  See  Caiman's  Wealth,  pp.  182-184,  and  Taussig’s  Economics,  pp.  248-250. 

32  Irving  Fisher,  American  Economic  Review,  March,  1919,  p.  12. 

33  Hobhouse,  Property,  Its  Rights  and  Duties,  p.  21. 
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income ;  lie  receives  the  power  of  control  over  the  lives  of  a  group  of 
workers.  The  worker  has  come  to  feel  a  stinging  sense  of  discourage¬ 
ment  and  injustice  in  the  arrangement.  He  sees  many  people  living  on 
inherited  fortunes  without  doing  any  genuinely  useful  work  and  he 
sees  his  own  group  working  hard  for  a  living  which  in  comparison  is 
rude  and  insecure.  From  the  viewpoint  of  an  outsider,  the  sense  of 
injustice  appears  well  founded.  This  outside  viewpoint  is  admirably 
stated  by  Bishop  Charles  Gore  of  Oxford,  as  follows: 

“The  success  of  civilization  for  us  must  be  measured  not  by  the 
amount  and  character  of  its  products  or  material  wealth,  nor  by  the 
degree  of  well-being  which  it  renders  possible  for  a  privileged  class,  but 
by  the  degree  in  which  it  enables  all  its  members  to  feel  that  they  have 
the  chance  of  making  the  best  of  themselves,  to  feel  that  an  adequate 
measure  of  free  self-realization  is  granted  them.  On  this  ground  then 
our  civilization  is  open  to  the  most  serious  indictment.  ...  In  our  own 
civilization  we  find  vast  masses  of  men  and  women  who  cannot  be  reason¬ 
ably  described  as  having  any  adequate  measure  of  property  for  use. 
They  cannot  go  into  life  with  the  security  of  free  men.  They  cannot, 
within  reasonable  limits,  control  their  own  destiny.  They  cannot  realize 
themselves.  ” 

Out  of  this  situation  arises  in  large  measure  the  discontent  of  the 
common  man.  Gross  inequalities  of  fortune  are  behind  unrest.  And 
the  labor  movement,  the  reform  movement,  the  progressive  movement, 
all  social  movements,  are  in  the  nature  of  an  attack  upon  the  extreme 
inequalities  which  are  perpetuated  by  the  established  system  of  inheri¬ 
tance.  Persons  who  acquire  fortunes  by  inheritance  cannot  offer  the 
claim  that  their  fortunes  are  due  to  their  own  superb  abilities.  These 
fortunes  were  earned  by  the  abilities  of  a  generation  now  dead.  The 
democratic  challenge  in  industry  directly  relates  to  these  unearned  and 
undemocratic  inequalities  of  property.  Inheritance  as  a  part  of  the 
institution  of  property  is  on  the  defensive  and  has  to  seek  grounds  to 
justify  itself.  The  principles  of  inheritance  are  in  a  stage  of  drastic 
transformation  because  of  the  social  forces  of  the  times. 

This  transformation  is  the  more  possible  because  inheritance  is  not 
established  as  an  inherent  and  inalienable  right  of  property.  The  pre¬ 
ponderant  judicial  opinion  makes  inheritance  a  custom  or  tradition  of 
economic  society  which  can  be  modified  and  altered  whenever  social  needs 
make  new  customs  and  traditions  desirable.34 

The  war  made  so  many  new  large  property  owners  that  the  im¬ 
portance  of  the  situation  is  greatly  accentuated.  It  is  estimated  from 
income  tax  returns  that  the  war  added  twelve  to  fifteen  thousand  new 
members  to  the  millionaire  class.  Some  of  these  accessions  to  the  mil¬ 
lionaire  group  were  due  to  the  rise  of  price  levels  which  automatically 
enhanced  the  price  measure  of  property  without  actually  changing  the 
amount  of  the  property  itself.  The  large  fortunes,  moreover,  do  not 
stand  still.  Through  dividends,  interest  and  rent  they  are  steadily  on 

s*  Fisher,  American  Economic  Revieic,  March,  1919,  p.  12. 
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the  increase.  The  largest  amount  of  saving  is  done  by  the  largest  prop¬ 
erty  holders,  and  these  savings  mean  more  investments  and  more  income. 
Their  savings  are  large,  not  because  their  consumption  is  small,  but 
because  their  income  is  extraordinary.  The  inequality  thereby  mounts 
higher  and  higher. 

Whatever  may  be  thought  of  the  ability  of  the  recipients  of  the 
largest  fortunes,  at  least  that  ability  is  great  enough  to  retain  the  for¬ 
tunes.  A  recent  estimate  places  the  number  of  fortunes  between 
$5,000,000  and  $10,000,000  handed  down  during  the  present  generation 
at  five  hundred.35  In  the  original  building  of  the  great  fortune,  a  high 
degree  of  genius  and  unswerving  energy  is  ordinarily  the  telling  factor. 
Only  the  man  of  force  of  character  and  considerable  shrewdness  can 
start  with  little  or  no  means  and  pull  himself  up  to  a  position  of  wealth. 
But  once  the  fortune  is  amassed,  and  handed  down  to  a  succeeding 
generation,  it  requires  only  an  indifferent  ability  to  hang  onto  it.  As 
G.  P.  Watkins  remarks,  “Keeping  riches  once  gained  is  easier  than  ever 
before.  .  .  .  The  rich  by  inheritance  have  a  position  which  they  can 
lose  only  by  a  destructive  tendency  amounting  almost  to  madness.”36 
The  inheritor  of  a  fortune  who  lacks  the  ability  to  manage  the  fortune, 
or  who  desires  not  to  be  bothered  with  the  responsibility,  can  hire  a  trust 
company  to  give  expert  management  of  the  property.  So  inequality 
begets  greater  inequality,  and  inheritance  without  severe  restriction  lies 
at  the  root  of  the  situation.37 

All  of  this  is  not  to  deny  that  a  substantial  amount  of  inheritance  is 
desirable.  It  is  beneficial  to  the  recipient  because  it  gives  him  a  superior 
opportunity  at  the  start  of  his  career.  It  makes  for  the  security  of 
himself  and  his  family.  It  is  good  for  society  that  inheritance  within 
limits  should  be  preserved.  The  entire  difficulty  springs  from  im¬ 
moderate  bequests  and  the  consequent  excessive  and  dangerous  inequali¬ 
ties.  The  social  attack  upon  inheritance  is  not  upon  inheritance  itself, 
but  upon  the  undue  concentration  of  it.  The  social  movement  seeks  a 
wider  distribution  of  inheritance, — more  inheritance  by  the  mass  of 
people  and  less  inheritance  by  the  concentrated  handful.  As  Taussig  is 
careful  to  remind  his  readers,  “Inheritance,  in  sum,  is  an  indispensable 
part  of  the  institution  of  property.”  38 

The  principles  by  which  inheritance  is  to  be  placed  under  social 
control  are  chiefly  psychological.  First  of  all,  the  limitations  on  in¬ 
heritance  must  be  high  enough  to  affect  favorably  the  motives  of  the 
various  parties  concerned.  The  inheritance  tax  must  be  rigid  enough 
so  that  the  people  receiving  a  bequest  are  not  thrown  on  easy  street 
nor  given  the  feeling  that  they  are  freed  from  the  necessity  of  making 
good  in  individual  conomic  service.  As  Ross  warns,  “Not  that  a  son 
may  not  inherit  enough  of  his  father’s  wealth  to  live  on,  but  that  no  one 


35  H.  H.  Klein,  Dynastic  America  and  Those  Who  Own  It. 

36  Growth  of  Large  Fortunes,  p.  159. 

37  Dalton,  The  Inequality  of  Incomes,  p.  329. 

38  Taussig,  Economics,  p.  251.  See  also  Ely,  Property  and  Contract,  pp.  425-426. 
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may  inherit  a  fortune  so  large  as  to  kill  in  him  all  incentive  to  work 
and  to  tempt  him  into  an  extravagance  of  expenditure  and  conduct 
which  discourages  or  corrupts  the  useful  members  of  society.”39  In¬ 
heritance  taxation  must  then  be  severe  enough  to  reduce  those  glaring 
inequalities  Avhich  give  the  ordinary  man  a  bitter  sense  of  the  hope¬ 
lessness  of  trying  to  get  ahead.  This  psychological  necessity  is  clearly 
stated  in  one  of  Theodore  Eoosevelt’s  messages  to  Congress.  He  de¬ 
clared  that  the  reduction  of  the  gross  contrasts  of  inherited  wealth 
would  “help  to  promote  a  measurable  equality  of  opportunity  for  the 
people  of  the  generations  growing  to  manhood.”  Inheritance  taxation 
should  also  be  measured  by  its  effects  on  the  men  who  have  the  ability 
to  earn  great  fortunes  by  strenuous  business  endeavor.  The  man  who 
makes  a  large  fortune  has  the  opportunity  to  use  it  in  the  form  of 
public  gifts  and  benefactions  which  enhance  the  prestige  and  public 
esteem  of  the  donor.  If  the  rich  man  realizes  that  unless  he  does  make 
large  public  benefactions,  his  property  will  in  large  measure  be  taken 
by  the  State  at  his  death,  he  is  likely  to  prefer  to  make  the  benefactions. 
With  the  knowledge  that  the  State  will  take  a  large  share  of  the  property 
which  he  does  not  give  away  before  his  death,  the  ordinary  man  of 
wealth  would  be  induced  to  take  to  heart  the  claim  of  Andrew  Carnegie 
that  it  is  a  crime  for  a  man  to  die  rich,  and  that  the  only  human  and 
decent  procedure  is  to  bestow  one’s  fortune  for  useful  social  purposes 
during  the  owner’s  life.  Millionaires  might  thus  be  inspired  to  give 
parks  to  cities,  build  art  galleries  or  libraries,  endow  universities,  estab¬ 
lish  foundations  for  scientific  and  medical  research,  provide  hospitals, 
subsidize  deserving  philanthropic  causes,  etc.40  Inheritance  taxation 
should  be  so  regulated  as  to  stimulate  fortune  owners  to  give  wisely  and 
generously  for  social  purposes ;  encourage  the  recipients  of  inherited  for¬ 
tunes  to  render  useful  service  to  society ;  and  keep  alive  the  hope  of 
economic  success  among  the  masses. 

Secondly,  the  converse  of  this  proposition  is  that  the  taxation  should 
not  be  so  great  as  to  cause  evil  psychological  effects.  If  too  much  of  a 
fortune  is  taken  by  the  State,  men  will  be  discouraged  from  wanting  to 
make  money.  A  certain  amount  of  inheritance  is  useful  as  an  induce¬ 
ment  or  reward  for  men  to  throw  themselves  strenuously  into  business 
endeavor.  The  prospect  of  handing  property  down  to  their  children 
stimulates  men  to  create  a  competence  for  themselves  and  their  families. 
But  beyond  a  certain  point  the  family  motive  is  displaced  by  other 
motives.  Irving  Fisher  found  that  the  business  man’s  accumulating 
motives  beyond  a  certain  point  “were  rather  those  of  power,  of  self- 
expression,  of  hunting  big  game.”  Inheritance  taxation  which  stifled 
the  basic  impulses  of  men  of  great  ability  in  business  would  defeat  its 
own  purposes. 

The  exact  tax  rates  which  strike  this  psychological  balance  are  still 
a  matter  of  political  experiment.  In  forty-six  States,  inheritance  taxes 

as  Principles  of  Sociology,  p.  385. 

40  See  Carnegie’s,  The  Gospel  of  Wealth. 
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of  some  sort  existed  in  1924,  with  rates  ranging  for  direct  heirs  from 
1  to  15  per  cent  and  for  collateral  heirs  from  3  to  40  per  cent.  The 
Federal  Government  in  1924  had  an  inheritance  tax  on  estates  running 
from  1  to  40  per  cent.  Most  European  countries  have  established  sub¬ 
stantial  inheritance  tax  rates.  The  principle  is  accepted  by  most  ad¬ 
vanced  nations,  and  may  be  looked  upon  as  established  in  its  funda¬ 
mental  implications. 

Monopoly  Privileges  a  Cause  of  Inequalities.- — Special  privileges 
and  monopoly  advantages  are  abundant  in  the  economic  system.  Illus¬ 
trations  would  include  avenues  for  inside  information  in  stock  specula¬ 
tion,  secret  knowledge  of  the  sections  of  future  city  development  as  a 
clue  to  real  estate  investment,  patent  rights,  franchises  to  railways  and 
other  public  utilities,  power  to  fix  monopoly  prices,  favoritism  in  the 
granting  of  contracts,  devices  of  unfair  competition,  superior  possession 
or  monopoly  of  raw  materials  and  other  resources,  superior  bargaining 
power  with  lesser  companies  or  with  labor,  tax  exemptions,  trade-union 
influences,  etc.41  Monopoly  privileges  may  exist  among  labor  groups 
as  well  as  among  property  groups,  and  often  it  occurs  that  a  labor 
monopoly  is  matched  in  an  economic  struggle,  quietly  or  openly,  with 
property  monopolies.  In  the  general  run  of  cases,  these  monopoly  ad¬ 
vantages  tend  to  further  the  inequalities  of  ownership  and  income. 

This  analysis  does  not  imply  that  monopoly  advantages  are  in¬ 
defensible.  Most  monopoly  advantages  contain  elements  of  real  service 
to  society.  In  many  cases,  they  are  the  creation  of  men  of  great  genius 
and  ability.  A  patent  monopoly,  for  instance,  often  arises  in  this 
way.  A  monopoly  advantage  is  not  a  sign  that  a  man  has  fallen  without 
effort  into  easy  street.  The  men  of  towering  ability  create  special  privi¬ 
leges  for  their  business  undertakings  where  such  privileges  are  necessary. 
There  are  good  and  bad  monopoly  advantages,  and  those  which  are  the 
result  of  ability  and  those  which  are  not.  The  had  privileges  are  almost 
invariably  strong  causes  of  inequalities  of  fortune,  and  the  good  privi¬ 
leges  in  no  small  measure  work  to  the  same  end,  although  in  the  latter 
cases  the  inequalities  are  apt  to  be  a  reflection  of  ability  that  brought 
substantial  public  good. 

John  R.  Commons  gives  evidence  to  indicate  that  about  four-fifths 
of  the  millionaire  fortunes  have  been  derived  from  permanent  monopoly 
privileges.  The  largest  of  these  fortunes  are  thought  to  have  benefited 
most  by  special  privileges,  for  it  is  estimated  that  “perhaps  95  per  cent 
of  the  total  values  represented  by  these  millionaire  fortunes  is  due  to 
those  investments  classed  as  land  values  and  natural  monopolies  and  to 
competitive  industries  aided  by  such  monopolies.”  42  In  the  building  of 
these  fortunes,  personal  ability  counted  primarily,  but  personal  ability 
consisted  of  the  power  to  create  and  the  genius  to  use  monopoly  advan¬ 
tages.  It  is  in  this  way  that  monopoly  advantages  foster  inequalities  of 
possessions. 

See  G.  Myers’s  History  of  the  Great  American  Fortunes. 

The  Distribution  of  Wealth,  p.  252. 
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A  careful  authority,  J.  W.  Jenks,  concludes  a  study  of  the  winning 
of  great  fortunes  by  a  summary  which  is  substantially  in  line  with  these 
opinions.  He  says,  “Let  me  emphasize  again  what  I  said  before,  that 
it  is  probably  in  and  through  the  exercise  of  the  principle  of  plunder 
or  the  undue  exercise  of  advantage,  of  gambling  or  of  its  allied  principle 
of  monopoly,  or  of  special  privilege  or  favor  of  some  kind  that  many, 
very  many,  if  not  most  of  the  greatest  fortunes  have  been  won.  ’  ’ 43 

Unforeseen  Chance  as  a  Cause  of  Inequalities. — Luck,  circumstance, 
an  unexpected  turn  of  events,  accident,  and  fortuitous  change  all  play 
an  important  part  in  the  winning  of  large  fortunes.  “Two  men  earn 
equal  amounts  because  they  are  of  about  equal  ability  and  industry  and 
work  at  the  same  trade ;  they  save  equal  amounts,  and  invest  with  what 
good  authorities  would  consider  equal  judgment,  but  the  investment  of 
the  one  turns  out  fortunate  and  that  of  the  other  unfortunate.  The 
one  becomes  rich  and  the  other  remains  poor.”44  Likewise,  the  varia¬ 
tions  in  the  price  level  affect  deeply  the  value  of  investments  and  the 
purchasing  power  of  fixed  incomes.  A  dollar  of  permanent  investment 
before  the  war  would  in  post-war  prices  have  a  purchasing  power  of 
about  sixty  cents.  With  a  shrinkage  of  the  dollar  in  a  period  of  in¬ 
flation  there  goes  a  violent  fluctuation  in  the  value  of  all  fagnns  of 
property.  A  new  railroad  built  through  one  section  of  a  city  increases 
the  real  estate  values  of  the  neighborhood,  a  new  law  passed  by  the 
legislature  curbs  or  releases  profit-making  power,  a  costly  strike  or  a 
poor  wheat  crop  swings  fortunes  up  or  down  as  the  case  may  be.  Perhaps 
the  greatest  factor  of  chance  is  the  profit  system  itself.  Profit  is  paid 
as  a  reward  for  risk.  The  business  man  takes  his  chances  and  in  recom¬ 
pense  receives  a  profit.  The  more  risky  the  business  presumably  the 
higher  the  profit  deserves  to  be.  The  element  of  chance  is  in  this  way 
definitely  incorporated  in  the  property  institution  as  an  indispensable 
element,  and  one  deserving  of  large  rewards. 

The  greater  the  risk,  the  greater  the  rightful  profit,  and  in  conse¬ 
quence,  the  greater  the  inequality  of  wealth.  Obviously  if  the  risks  and 
chances  in  business  could  be  reasonably  and  substantially  reduced,  the 
inequalities  of  wealth  might  be  reduced  accordingly.  It  has  been  pro¬ 
posed  that  in  important  business  undertakings  the  government  might 
underwrite  the  venture,  and  by  a  form  of  public  insurance,  reduce  un¬ 
necessary  risks  and  chances.  The  government  in  certain  ways  has 
already  taken  steps  in  this  direction.  The  Federal  Reserve  System  has 
in  a  very  far-reaching  way  reduced  risks  in  the  field  of  banking  and 
credit.  The  Interstate  Commerce  Commission  and  federal  legislation 
guaranteeing  minimum  returns  to  railroads  have  fundamentally  modi¬ 
fied  the  nature  of  risks  in  that  branch  of  economic  enterprise.  Outside 
of  government  support,  the  principle  of  insurance  has  been  extended 
over  one  risk  after  another  in  business  undertakings.  Fire,  accident, 
health,  and  executive  or  managerial  insurance, — these  represent  a  steady 

43  Great  Fortunes ,  The  Winning  and  Using,  p.  41. 

44  Cannan’a  Wealth,  p.  187. 
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expansion  of  the  insurance  principle.  "Cannot  a  similar  principle  be 
applied  to  the  risk  of  industrial  loss?  If  it  were  possible  to  guarantee 
every  entrepreneur  at  least  his  operating  expenses,  including  deprecia¬ 
tion,  the  loss  would  be  minimized.”  45  The  proposal  is  only  in  the  stage 
of  discussion,  but  its  fundamental  principle  appears  to  be  essentially 
sound  from  an  economic  point  of  view.  If  it  is  worked  out  practically 
in  the  course  of  time,  the  effect  upon  the  inequalities  of  wealth  would 
be  of  importance. 

The  three  main  groups  of  causes  of  inequalities  of  privilege,  namely, 
inheritance,  monopoly,  chance,  are  not  static,  fixed  causes.  They  are 
elements  in  the  whole  institution  of  property  and  under  the  pressure 
of  the  dynamic  social  and  economic  movement  of  the  times,  they  are  open 
to  constructive  modification. 

Inequalities  of  Fortune  Due  to  Unequal  Abilities. — The  psychology 
of  individual  differences  has  demonstrated  marked  inequalities  in  native 
intelligence  and  native  ability.  The  technique  of  mental  tests  has  been 
abused  by  many  pseudo-psychologists,  and  such  abuses  have  threatened 
to  bring  the  whole  principle  of  mental  measurements  into  disrepute. 
However,  to  the  cautious  student,  such  abuses  should  not  cause  a  neglect 
of  the  underlying  elements  of  fact.  From  a  conservative  standpoint, 
mental  measurement  may  be  accepted  as  a  useful  scientific  instrument. 

The  technique  of  mental  measurement  made  its  greatest  advances 
during  the  war,  in  the  army  mental  tests  of  the  drafted  personnel.  Over 
1,700,000  men  in  the  army  were  put  through  these  tests,  and  their  mental 
abilities  were  recorded  and  classified.  The  draft  troops  were  repre¬ 
sentative  of  all  classes  and  strata  of  people  and  it  may  be  assumed  there¬ 
fore  that  the  findings  for  this  group  represent  with  approximate  accuracy 
the  findings  that  would  be  arrived  at  if  it  were  possible  to  apply  the  test 
to  every  individual  in  the  country.  It  should  be  borne  in  mind,  too, 
that  intelligence  tests  are  not  tests  of  memory,  or  of  knowledge,  or  of 
feeling,  but  of  the  power  of  the  mind  to  think. 

The  plain  facts  revealed  by  these  comprehensive  tests  are  briefly 
as  follows:  About  10  per  cent  of  the  population  of  the  country  are  of 
very  inferior  intelligence.  The  best  of  this  group  are  unable  to  get 
beyond  the  third  or  fourth  grade  in  school,  no  matter  how  long  they 
attend,  and  the  others  are  either  on  the  border  line  of  mental  deficiency 
or  are  feeble-minded.  Their  mental  level  is  comparable  to  that  of  a 
child  of  ten  years  or  less.  More  striking  than  these  facts  are  the  numbers 
of  those  individuals  in  the  country  whose  mental  level  is  comparable 
to  that  of  a  child  twelve  years  of  age  or  less.  Forty-five  per  cent  of  the 
population  are  limited  in  intelligence  to  that  level.  Seventy  per  cent  of 
the  population  register  an  intelligence  equivalent  only  to  an  age  of 
fourteen  years  or  less.  At  the  top  of  the  rating  scale  are  a  group  of 
people  of  very  superior  intelligence  amounting  to  four  and  one-half  per 
cent  of  the  total  population.  And  just  below  this  grade  of  intelligence 
are  a  group  whose  mental  level  makes  them  average  college  material, 

«  David  Friday,  Profits,  Wages  and  Prices,  Chapter  XIV. 
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amounting  to  9  per  cent  of  the  population.  The  sharp  contrast  between 
the  two  extremes  of  very  superior  and  very  inferior  intelligence,  and  the 
enormous  proportion,  nearly  one-half,  of  the  total  population,  showing 
only  a  very  moderate  intelligence,  give  a  fairly  definite  basis  for  a  con¬ 
ception  of  the  great  inequalities  of  intelligence. 

The  upper  grades  of  intelligence  furnish  the  leadership  of  society. 
From  these  grades  come  the  great  statesmen,  educators,  lawyers,  doctors 
and  business  executives.  To  the  extent  that  these  groups  of  high  men¬ 
tality  are  elevated  to  positions  of  power  and  responsibility,  there  is 
some  assurance  of  efficiency  in  economic  and  social  organizations.  The 
grossest  incompetencies  occur,  however,  when  individuals  of  low  mental 
ability  have  power  and  responsibility  thrust  upon  them.  Democracy 
requires  that  the  influence  of  these  men  in  the  highest  levels  of  intelli¬ 
gence  shall  be  paramount,  for  the  influence  of  the  lower  levels  is  pre¬ 
dominantly  non-rational  in  character.  The  lowest  10  per  cent  in  the 
army  were  deemed  unfit  to  send  overseas.  They  are  scarcely  able  to 
behave  with  the  minimum  of  self-guidance  necessary  to  get  along  in 
industry  under  favorable  circumstances;  and  under  unfavorable  cir¬ 
cumstances,  they  become  the  glaring  misfits  and  frequent  tragedies  of 
the  industrial  system.  Just  above  this  lowest  10  per  cent  is  a  group  of 
15  per  cent  of  the  population  slightly  but  not  much  better  off.  This 
group  includes  many  foreigners  and  many  who  are  illiterate.  They  are 
weak  in  initiative  and  show  very  little  resourcefulness.  To  get  along 
in  their  jobs  successfully  they  require  close  supervision  by  men  who 
understand  sympathetically  their  limitations.  The  grades  just  above 
this  level  suffer  from  similar  limitations  and  handicaps  in  diminishing 
degrees.  Industry  abounds  with  individuals  who  cannot  restrain  them¬ 
selves  from  outbursts  of  temper  or  from  irrational  obstinacies ;  with 
individuals  who  repeatedly  make  mistakes  and  who  require  an  unusual 
amount  of  training  before  they  can  perform  their  work  habitually  and 
well ;  with  individuals  who  are  unable  to  think  their  way  out  of  diffi¬ 
culties,  but  who  blunder  and  fumble  through,  at  great  distress  to  them¬ 
selves  and  their  families  and  at  great  waste  to  society.  The  science  of 
personnel  administration  is  a  serious  attempt  to  understand  and  control 
the  great  inequalities  of  intelligence  for  the  greater  satisfaction  of  the 
individual  and  the  greater  efficiency  of  economic  society.46 

These  facts  indicate  how  misleading  it  is  to  make  sweeping  refer¬ 
ences  to  “the  people”  or  the  “masses”  as  if  they  were  all  on  a  dead 
level  and  all  alike.  Difference,  not  uniformity,  is  the  cardinal  feature 
of  the  human  equipment,  and  the  inequalities  of  intelligence  between 
various  mental  levels  give  the  real  character  of  the  human  nature  which 
is  of  interest  to  economics.  The  inequalities  of  intelligence  are  matched 

46  The  psychologists  are  not  agreed  as  to  the  significance  of  mental  tests.  Many 
competent  authorities  deny  that  such  tests  really  measure  intelligence.  Undoubtedly 
the  supporters  of  the  tests  did  for  a  time  greatly  over-rate  their  value.  Many 
absurd  claims  have  been  made  for  the  tests.  The  author  here  accepts  only  a  mod¬ 
erate  and  conservative  version  of  intelligence  tests,  such  as  he  believes  to  be  sup¬ 
ported  by  the  more  careful  students  of  the  subject. 
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by  the  inequalities  of  all  the  phases  of  human  capacity.  The  entire 
human  equipment  of  each  individual  qualifies  that  individual  to  assume 
a  certain  amount  of  responsibility  and  no  more,  and  the  prime  task  of 
economic  democracy  is  to  adapt  the  distribution  of  power  and  responsi¬ 
bility  in  economic  life  to  the  unequal  distribution  of  human  equipment. 

It  takes  brains  to  earn  a  million  dollars.  The  wage-earner  at  the 
other  end  of  the  scale  has  limited  imagination,  ability,  initiative,  and 
sagacity.  He  is  poorly  educated,  and  in  the  day’s  work  has  ambition 
ground  out  of  him.  Only  in  exceptional  instances  do  there  appear  the 
men  of  indomitable  energy  who  by  their  own  merit  force  their  way  from 
poverty  to  riches.  But  it  is  this  exceptional  man  whose  ability  is 
urgently  needed  for  the  smooth  working  of  the  economic  organization 
and  whose  genius  should  be  encouraged  and  evoked  by  the  property 
institution.  It  is  natural  that  when  men  of  strikingly  unequal  native 
ability  struggle  for  the  same  prize,  the  man  of  superior  ability  should 
win  out.  The  freedom  and  rights  of  property  encourage  many  men  of 
superior  gifts  to  exert  their  strength  to  the  utmost.  The  rewards  are 
high  and  success  is  a  sure  claim  to  social  distinction. 

A  feature  of  this  situation  which  is  not  often  contemplated  is  the 
universally  accepted  conviction  that  the  ability  of  a  wage  worker  can 
never  be  great  enough  to  deserve  more  than  three  or  four  thousand 
dollars  a  year.  Superior  endowment  as  a  machinist,  splendid  gifts  as 
a  worker,  the  finest  eye  and  most  skilled  hand  all  reach  their  limit  of 
deserved  reward,  usually  before  a  $2,500  wage  is  reached,  certainly 
before  a  $5,000  figure  is  reached.  No  matter  how  great  his  ability  as  a 
laborer,  he  cannot  actually  earn  beyond  certain  very  narrow  limits.  It 
is  only  ability  as  a  manager  or  director  or  property  owner  which  earns 
the  largest  returns.  This  social  maxim  has  become  so  axiomatic  that 
it  seems  as  natural  as  the  air  we  breathe.  We  think  nothing  of  it.  The 
financial  reward  of  a  million  dollar  investment  is  not  infrequently 
greater  than  the  financial  reward  of  a  score  of  the  most  competent 
skilled  laborers.  The  property  investment  of  that  amount  is  entitled 
to  earn  anywhere  from  4  per  cent  to  4,000  per  cent,  but  the  finest  ability 
of  a  score  of  laborers  commands  no  such  unlimited  right  of  return.  This 
idea  is  simply  a  matter-of-fact  principle  which  every  one  takes  for 
granted,  and  it  obviously  plays  a  part  in  the  inequalities  of  wealth 
which  prevail  everywhere.  Even  a  second-rate  managerial  ability  is 
usually  conceived  as  deserving  a  higher  reward  than  the  best  type  of 
manual  dexterity  or  workmanship. 

Income  from  investment  need  not  be  accompanied  by  any  substantial 
exercise  of  ability  or  effort  on  the  part  of  the  owner.  Clever  manage¬ 
ment  of  property  will  make  it  accumulate  more  rapidly.  But  such 
managers  can  be  hired  at  a  salary,  and  their  salaries  are  a  truer  measure 
of  ability  than  is  the  property  income  which  goes  to  the  owner. 

It  should  be  noted  too  that  these  inequalities  of  ability  tend  to 
perpetuate  themselves.  The  children  of  the  unskilled  laborer  inherit  a 
family  and  social  environment  which  tends  to  hold  them  to  that  level. 
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“There  are  no  absolutely  insurmountable  barriers  preventing  those  who 
are  born  into  poor  surroundings  from  forcing  their  way  into  the  best 
paid  professions  if  they  have  exceptional  ability  and  grit,  and  there 
is  nothing  to  prevent  exceptionally  incapable  persons  born  in  good  sur¬ 
roundings  from  falling  into  the  lowest  class  of  workers.  But  all  the 
same,  it  is,  as  every  one  knows,  a  great  advantage  to  the  ordinary  person 
in  the  matter  of  earning  his  living,  to  be  the  child  of  fairly  well-to-do 
parents,  and  an  enormous  disadvantage  to  be  the  child  of  parents  be¬ 
longing  to  the  poorest  class.”47 

There  is  a  great  reserve  fund  of  ability  in  the  lower-paid  classes 
which  is  never  developed.  Lack  of  encouragement,  of  education,  of 
opportunity,  leaves  enormous  resources  of  ability  untapped.  The  inertia 
of  class  habits,  the  barriers  of  tradition  and  custom,  the  difficulties  of 
the  struggle  upward, — all  such  factors  prevent  great  dormant  capacities 
from  ever  being  kindled  into  irresistible  ambitions  to  win  the  highest 
rewards  of  economic  activity.  The  degree  of  success  achieved  by  the 
present  economic  system  is  largely  due  to  the  fact  that  in  spite  of  all 
such  barriers  and  obstructions  the  business  world  does  arouse  the  energies 
and  ambitions  of  enough  men  of  great  ability  to  win  their  way  from 
the  bottom  to  the  top  so  that  it  constantly  recruits  a  reasonable  amount 
of  able  leadership. 

A  caution  should  be  observed  in  usage  of  the  term  “ability.”  What 
people  ordinarily  refer  to  as  “the  reward  for  ability”  is  in  reality  “the 
reward  for  scarcity.”  It  is  the  scarcity  of  certain  forms  of  ability  which 
enables  them  to  gain  a  high  money  return.  If  managerial  ability  were 
as  commonplace  as  unskilled  labor,  it  would  be  paid  on  the  same  level. 
Inequalities  of  fortune  are  traceable  to  unequal  scarcities  of  different 
kinds  of  ability.  In  economic  usage,  diverse  abilities  as  such  are  in¬ 
commensurable.  No  one  can  measure  by  any  common  standard  the 
relative  abilities  of  an  artist  and  a  captain  of  industry,  of  a  dean  and 
a  football  coach,  of  a  lawyer  and  a  preacher.  But  owing  to  the  various 
scarcities  of  these  various  forms  of  ability,  different  degrees  of  reward 
are  gained.  The  concept  of  ability  must  be  closely  linked  with  the 
concept  of  scarcity,  if  we  are  to  understand  the  relationship  between 
inequalities  of  fortune  and  inequalities  of  ability. 

Conclusion. — The  inequalities  in  the  distribution  of  wealth  are  due 
to  institutional  factors  and  to  differences  in  native  ability.  Institutional 
factors  enter  into  all  phases  of  the  modern  private  property  regime.  A 
more  democratic  distribution  of  wealth  is  possible  through  modification 
of  property  institutions.  Whether  or  not  the  ideal  of  such  a  distribu¬ 
tion  is  desirable  is  largely  an  ethical  question.  But  whether  or  not  the 
ideal  can  be  accomplished  is  an  economic  question.  The  answer  to  the 

47  Carman,  Wealth,  Chapter  XII.  Space  does  not  permit  a  fuller  analysis  of 
this  very  important  factor  in  income  inequalities.  Special  discussions  of  much 
value  will  be  found  in  Dalton’s  The  Inequalities  of  Income,  pp.  239-270;  Taussig’s 
Principles  of  Economics,  Chapter  54;  Pigou’s  Wealth  and  Welfare,  and  Watkin’s 
Growth  of  Large  Fortunes. 
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economic  question  would  seem  to  be  that  a  more  democratic  distribution 
is  possible. 
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CHAPTER  XXIV 


PRINCIPLES  AND  PROBLEMS  OF  MANAGEMENT 

The  economics  of  a  previous  period  classified  the  factors  of  produc¬ 
tion  under  three  headings, — land,  labor,  and  capital.  The  economic 
developments  of  recent  years  have  brought  to  the  front  a  fourth  factor, 
management.  Management  is  in  one  sense  a  subdivision  of  labor.  It 
is  labor  of  a  primarily  intellectual  kind,  concerned  with  the  direction, 
supervision  and  control  of  ordinary  skilled  and  unskilled  workmen.  The 
remuneration  of  management  is  a  salary,  but  in  all  essential  respects,  the 
salary  is  determined  in  exactly  the  same  manner  as  wages.  In  fact,  the 
remuneration  may  be  included  in  the  economic  phrase,  “  wages-of-man- 
agement.  ”  Different  grades  of  management  exist  and  marginal  pro¬ 
ductivity  determines  the  different  rates  of  salaries  for  the  respective 
grades.  Since  these  problems  have  already  been  discussed  in  chapters 
dealing  with  wages  as  a  share  in  distribution,  there  is  no  need  to  discuss 
at  this  point  the  forces  governing  the  distribution  of  salaries. 

Although  for  purposes  of  distribution  theory,  management  is  merely 
a  subdivision  of  labor,  nevertheless  for  other  purposes  management  is  to 
be  viewed  as  an  independent  factor  in  production.  The  task  of  manage¬ 
ment  is  intimately  related  to  land,  labor,  and  capital,  yet  is  something 
apart  from  any  of  them.  Management  exists  primarily  for  the  purpose 
of  bringing  into  balance  all  of  the  multitudinous  forces  which  play  a 
part  in  the  success  or  failure  of  the  modern  business  concern.  Manage¬ 
ment  is  responsible  for  bringing  order  out  of  a  chaos  of  scattered 
elements.  Management  functions  by  unifying,  correlating,  organizing 
and  administering  the  sum  total  of  economic  factors  which  comprise 
a  modern  business  establishment.  Land,  labor,  and  capital  are,  none  of 
them,  taken  singly,  capable  of  complete  self-management,  but  they  de¬ 
pend  upon  a  body  of  administrators  and  governors  who  are  especially 
qualified  for  the  managerial  supervision  of  all  the  activities  of  the  busi¬ 
ness  concern.  The  significance  of  the  modern  function  of  management 
is  comprehensively  appraised  in  the  following  statement  by  Louis 
Brandeis :  ‘  ‘  The  coming  of  the  science  of  management,  in  this  century, 
marks  an  advance  comparable  only  to  that  made  by  the  coming  of  the 
machine  in  the  last.  ’  ’ 1 

In  some  cases,  large  property  owners  have  proved  competent  to 
direct  and  manage  their  own  properties ;  in  most  cases,  groups  of  prop¬ 
erty  owners  have  hired  salaried  managers,  whose  ability,  character  and 

1  Business  a  Profession,  pp.  xlvii,  2-3. 
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experience  especially  fitted  them  to  perform  the  functions  of  manage¬ 
ment. 

The  Size  of  Management. — The  problems  of  management  are  in 
great  measure  a  reflection  of  the  size  of  modern  business  establishments. 
Everybody  knows  that  business  combinations  and  large  establishments 
are  typical  of  the  present  economic  system.  This  popular  impression 
overlooks,  however,  the  important  fact  that  small  business  establishments 
are  not  by  any  means  a  thing  of  the  past.  Statistics  for  1919  show  that 
in  the  United  States  there  were  in  that  year  no  less  than  141,742  manu¬ 
facturing  establishments  which  employed  less  than  six  wage  earners 
each.  A  manufacturing  establishment  employing  not  to  exceed  one 
hundred  wage  earners  would  not  appeal  to  the  average  imagination  as 
a  large  enterprise ;  but  it  needs  to  be  remembered  that  in  1919  there  were 
235,464  establishments  no  larger  than  that.  The  small  establishment  is 
not  dead  and  gone.  These  smaller  establishments  comprise  95  per  cent 
of  all  manufacturing  concerns  in  America.  On  the  other  hand,  the  rela¬ 
tively  few  large  establishments  represent  such  vast  fields  of  manufac¬ 
turing  enterprise  that  they  employ  the  great  bulk  of  the  wage  earners 
of  the  country.  The  remaining  5  per  cent  of  establishments  employ 
fully  70  per  cent  of  the  wage  earners.  Another  comparison  of  figures 
indicates  more  strikingly  the  scope  of  the  large  business  units.  The 
2  per  cent  of  the  establishments  of  the  country  which  are  the  largest 
employ  more  wage  earners  than  the  95  per  cent  of  smallest  establish¬ 
ments.  Moreover,  over  nine-tenths  of  the  annual  product  comes  from 
plants  which  individually  turn  out  each  year  goods  valued  at  more 
than  $100,000.  Nearly  three-fifths  of  the  annual  product  comes  from 
plants  whose  individual  output  each  year  exceeds  a  value  of  $1,000,000. 
In  1919,  3.6  per  cent  of  the  establishments  employed  56.9  per  cent  of 
the  wage  earners  and  turned  out  68.7  per  cent  of  the  product.  Hence, 
the  great  bulk  of  wage  earners  are  employed  in  establishments  which 
hire  hundreds  or  thousands  of  workers,  and  the  main  portion  of  the 
national  product  is  made  in  establishments  whose  annual  output  has  to 
be  figured  in  hundreds  of  thousands  or  millions  of  dollars.  The  little 
establishments  flourish,  and  in  total  numbers  of  individual  plants  show 
impressive  figures ;  but  when  they  are  measured  by  the  work  which 
they  do,  by  the  workers  they  employ,  by  the  value  of  their  output,  they 
are  seen  to  be  a  minor  part  of  the  productive  equipment  of  the  nation. 
The  major  industrial  activity  of  the  country  is  the  activity  of  big  busi¬ 
ness,  and  for  a  clear  conception  of  the  true  state  of  the  economic  organi¬ 
zation,  it  is  imperative  that  the  facts  about  the  relative  size  of  business 
establishments  should  be  kept  well  in  mind.2 

The  main  trends  toward  business  concentration  have  been  com¬ 
paratively  recent.  Industry  during  the  Civil  War  period  was  conducted 
by  small  establishments  for  the  most  part.  Since  that  time,  in  thirteen 
leading  lines  of  industry,  the  number  of  wage  earners  in  the  average 
plant  has  increased  seven  times  over,  the  value  of  the  output  of  each 

2  See  Statistical  Abstract  of  the  United  States,  Annual. 
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plant  nineteen  times,  and  the  amount  of  capital  thirty-nine  times.  This 
industrial  evolution  in  the  direction  of  concentration  began  to  attract 
attention  during  the  eighties  of  the  last  century.  The  trust  movement 
came  into  notoriety  during  the  next  decade,  and  as  the  trust  fell  under 
the  ban  of  the  law,  the  late  nineties  and  the  first  years  of  the  new  cen¬ 
tury  witnessed  the  development  of  holding  companies  and  consolidations 
of  one  sort  and  another.  Combinations  came  swiftly  during  periods  of 
prosperity,  but  were  rarely  formed  during  years  of  panic  or  depression. 
The  great  era  of  consolidation  in  this  country  was  the  fifteen  years 
preceding  the  depression  of  1903.  That  depression  slowed  up  the  com¬ 
bination  movement,  and  from  1903  down  to  the  opening  of  the  European 
War,  the  business  consolidations  were  less  extensive.  The  war  period 
gave  new  impetus  to  combination  in  many  lines.  It  is  essential  to 
remember  that  the  business  combinations  of  the  present  day  are  the 
creation  of  the  last  thirty  years  of  economic  history,  and  that  most  of 
the  fundamental  consolidations  were  pretty  definitely  determined  during 
the  first  half  of  that  thirty-year  period.3 

Caution  is  necessary  in  making  sweeping  references  to  industry  ‘‘as 
a  whole.”  Part  of  industry  may  be  moving  in  one  direction  while  the 
rest  is  moving  in  another  direction.  The  Bureau  of  the  Census,  from 
a  study  of  developments  in  eighteen  industries  between  1899  and  1919, 
reaches  the  following  conclusion:  “The  records  of  these  eighteen  indus¬ 
tries  have  indicated  wide  differences  in  the  nature  of  industrial  develop¬ 
ment.  Certain  industries — those  manufacturing  salt,  beet  sugar,  leather, 
woolen  goods,  automobiles,  iron  and  steel,  and  coke — have  shown  notable 
increases  in  average  size  of  establishments.  Other  industries,  such  as 
slaughtering  and  meat  packing,  artificial  ice,  cotton  goods,  and  boot  and 
shoe  manufacture,  have  maintained  a  more  nearly  constant  level  in  size 
of  establishments,  and  the  silk,  lumber,  carriage  and  wagon,  and  ship¬ 
building  industries  have  recorded  tendencies  to  decrease  in  average  size 
of  establishments.  ’  ’ 4 

A  large  number  of  industries  show  a  definite  tendency  to  small  scale 
production.  The  Census  Bureau  records  in  this  list  the  following 
branches  of  production : 5 

Artificial  flowers 
Belting  leather 

Canning  and  preserving  oysters 
Clothing,  women’s 
Copper,  tin,  sheet-iron  work 
Corsets 
Cotton  lace 
Fire  works 

Gold  and  silver,  leaf  and  foil 

s  See  A.  Dewing’s  Financial  Policy  of  Corporations,  IV,  33-41 ;  Ripley’s  Trusts, 
Pools  and  Corporations,  Introduction;  I.  Lippincott’s  Economic  Development  of 
the  United  States,  Chapter  XXI;  C.  E.  Van  Hise’s  Concentration  and  Control,  pp. 
35-59;  J.  W.  Jenks,  The  Trust.  Problem,  Chapter  I. 

*  The  Integration  of  Industrial  Operation,  1920,  Census  Monograph,  III,  p.  74. 

6  Ibid.,  p.  84. 


Grindstones 

Lard,  not  in  meat  packing 
Mirrors 

Nets  and  seines 
Paving  materials 
Rules,  ivory  and  wood 
Smelting  and  refining,  lead 
Wall  paper,  not  in  mills 
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The  actual  amount  of  industrial  concentration  in  the  United  States 
has  been  estimated  by  the  Census  Bureau.  The  method  of  making  the 
estimate  involves  the  use  of  “central  office  groups”  as  the  unit  of  calcu¬ 
lation.  A  central  office  group  exists  where  two  or  more  industrial 
establishments  are  operated  from  a  single  central  office.  The  degree  of 
concentration  of  such  groups  in  the  field  of  manufacturing  is  indicated 
by  the  following  table : 


Industry 

Per  Cent  of  All 
Manufacturing 
Establishments  in 
Each  Group  Found 
in  Central 

Office  Groups 

Average 
Number  of 
Establishments 
per  Central 
Office 

All  manufacturing . 

7.4 

3.68 

Food  and  kindred  products . 

7.4 

4.15 

Textiles  and  their  products . 

9.9 

3.07 

Iron  and  steel,  and  products . 

8.0 

3.44 

Paper  and  printing . 

2.5 

3.36 

Chemicals  and  allied  products . 

19.7 

3.83 

Railroad  repair  shops . 

78.1 

9.89 

Metals,  and  products,  other  than  iron 
and  steel  . 

4.2 

3.74 

The  extremes  of  concentration  are  found  in  chemical  manufactures 
and  railroad  repair  shops.  The  extremes  of  decentralization  are  found 
in  paper  and  printing.  The  degree  of  concentration  clearly  varies  widely 
from  industry  to  industry.6 

Over  two-thirds,  or  68.8  per  cent,  of  the  central  office  establishments, 
are  limited  to  one  single  line  of  industry.  For  the  most  part,  this  means 
that  these  establishments  are  horizontal  combinations.  Nearly  one-third, 
or  31.2  per  cent,  of  the  central  office  establishments  operated  two  or 
more  lines  of  production.  In  general,  this  group  of  concerns  represent 
integration,  or  vertical  combination.  Of  the  ten  most  complex  groups, 
one  has  establishments  in  thirteen  different  industries,  three  have  estab¬ 
lishments  in  twelve  different  industries,  two  have  establishments  in  eleven 
different  industries,  and  four  have  establishments  in  ten  different  in¬ 
dustries.  The  most  complex  integrated  industries  are  lumber  and  its 
manufactures,  iron  and  steel  and  their  products,  and  vehicles  of  land 
transportation.  Seventy  per  cent  of  the  raw  material  used  in  saw  mills 


6  The  deviations  from  average  are  shown  by  the  following  table : 


Number  of  Establishments 
Operated 


Per  Cent  of  All  Cen¬ 
tral  Offices 


I  to  2 .  61.3 

3  to  5 .  26.9 

6  to  10  .  7.3 

II  to  15 .  2.0 

16  to  25  .  1.4 

26  to  50 .  0.8 

Over  50  .  0.3 
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is  produced  by  the  owners  of  the  mills ;  23  per  cent  of  the  raw  material 
used  in  paper  mills  is  produced  by  the  owners  of  the  mills;  46.8  per 
cent  of  the  cane  sugar  used  in  refineries  is  grown  on  plantations  con¬ 
trolled  by  the  refiners. 

The  central  office  groups  contain  7.8  per  cent  of  all  establishments, 
employ  one-third  the  wage  earners,  and  turn  out  one-third  the  product. 

The  estimates  here  given  afford  a  picture  of  the  degree  of  concen¬ 
tration  in  modern  American  business.  On  the  one  hand,  we  find  hordes 
of  small  individual  enterprises  turning  out  in  the  aggregate  a  relatively 
small  product ;  on  the  other  hand,  we  find  a  relatively  few  large  enter¬ 
prises  turning  out  the  bulk  of  the  product.  But  differences  appear 
between  industries,  and  care  must  therefore  be  observed  in  making  gen¬ 
eralizations  about  “industry  as  a  whole.”  Individual  differences  as 
well  as  mass  tendencies  must  be  recognized. 

Classification  of  Types  of  Management. — The  various  sizes  and 
kinds  of  business  concerns  have  brought  into  operation  widely  varying 
types  of  management.  On  broad  lines  of  classification,  the  three  out¬ 
standing  types  are  the  individual,  the  partnership,  and  the  corporation. 

In  the  individual  type,  the  owner  and  the  manager  are  usually  one 
and  the  same  person.  The  individual  carries  on  the  business  with  his 
own  brains,  largely  with  his  own  money,  and  upon  his  own  responsibility. 
For  the  most  part,  this  type  of  management  is  suited  to  relatively  small 
enterprises.  Agriculture  is  largely  under  the  individual  type  of  man¬ 
agement,  and  a  substantial  portion  of  retail  trade  is  conducted  by  in¬ 
dividual  merchants.  But  in  manufacturing,  less  than  6  per  cent  of  the 
total  national  product  is  made  under  the  individual  type  of  manage¬ 
ment.  The  individual  managers  usually  have  small  plants,  and  the 
lines  of  manufacture  where  the  small  individual  management  survives 
in  largest  numbers  are  such  as  baking,  clothing,  printing,  dairy  products, 
blacksmithing,  and  the  like.  Individual  management  normally  has  the 
advantage  of  the  direct,  personal,  immediate  attention  of  the  man  whose 
whole  fortune  is  at  stake.  It  rests  upon  highly  commendable  qualities 
of  character  such  as  thrift,  initiative,  honesty,  x’esponsibility,  and  by 
providing  an  opportunity  for  men  to  make  good  in  business  in  a  small 
way,  it  often  brings  men  of  ability  to  the  attention  of  larger  establish¬ 
ments.  Small  business  is  in  many  ways  a  training  ground  for  and  a 
stepping  stone  toward  promotions  into  the  more  difficult  managerial  posi¬ 
tions  of  larger  business  units.  From  an  economic  point  of  view,  it  is 
of  the  utmost  importance  that  the  big  business  concern  should  not  develop 
in  such  a  fashion  as  to  block  the  way  for  men  who  desire  to  set  up 
businesses  of  their  own.  The  hundreds  of  thousands  of  small  individual 
managers  deserve  as  much  freedom  of  opportunity  to  make  good  as  can 
possibly  be  given  them,  and  the  practices  of  big  concerns  cannot  be 
allowed  to  choke  out  reasonable  opportunities  for  small  ones  to  get  ahead 
by  efficiency,  foresight,  and  good  judgment.7  The  small  business  man 
in  his  individual  plant  has  a  part  to  play  in  economic  life  which,  in 

7  See  Woodrow  Wilson,  The  New  Freedom. 
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its  own  way,  is  just  as  important  as  the  part  played  by  larger  types  of 
management. 

In  the  partnership  type,  two  or  more  individuals  unite  their  capital 
or  their  ability,  or  both,  and  overcome  some  of  the  fundamental  limita¬ 
tions  of  individual  management.  As  business  becomes  complicated,  the 
single  individual  is  apt  to  find  the  problems  too  great  to  be  solved  effec¬ 
tively  by  one  mind,  and  management  may  often  be  made  more  efficient 
by  combining  the  ability  and  judgment  of  different  men.  At  the  same 
time,  the  single  individual  is  likely  to  reach  a  point  where  his  individual 
capital  is  inadequate  to  finance  the  business,  and  the  associated  capital  of 
partners  aids  in  solving  the  problem.  The  ordinary  partnership  stands 
in  the  eyes  of  the  common  law  as  a  financial  unit.  A  contract  by  one  of 
the  partners  binds  all,  and  in  case  of  insolvency  each  partner  is  liable, 
not  merely  to  the  amount  which  he  invested  in  the  business,  but  to  the 
full  amount  of  his  total  property.  Partnerships  appear  to  be  diminishing 
in  importance  relative  to  other  types  of  management.  Their  chief  field 
is  moderate  sized  mercantile  and  manufacturing  enterprises,  and  the 
legal  and  other  professions.  In  1900,  partnerships  produced  19  per  cent 
of  the  total  value  of  all  manufactured  products,  but  in  1914  the  share  of 
the  total  produced  by  partnerships  had  shrunk  to  6.6  per  cent.  As  in 
the  case  of  individual  management,  the  function  of  partnerships  is  im¬ 
portant,  even  though  overshadowed  by  other  types  of  management,  and 
a  fair  and  open  field  for  the  partnership,  wherever  it  represents  economic 
efficiency,  is  thoroughly  desirable. 

The  paramount  type  of  economic  management  is  the  corporation. 
By  the  statistics  of  1919,  corporations  produce  87.7  per  cent  of  the  total 
factory  product.  A  corporation  comes  into  being  by  a  special  charter 
granted  by  a  state.  Some  of  the  chief  characteristics  of  the  corporation 
are  as  follows:  (1)  the  joint  stock  principle  of  ownership,  under  which 
a  scattered  number  of  individuals  may  invest  their  money  in  a  unit 
business  undertaking ;  (2)  centralized  management  of  the  capital  owned 
by  the  numerous  investors,  under  conditions  which  tend  to  bring  about 
reasonable  efficiency  and  proper  security;  (3)  continuity  of  existence, 
since  if  one  corporation  official  resigns  or  dies,  a  successor  is  promptly 
chosen,  while  the  life  of  the  corporation  goes  on  unbroken;  (4)  limited 
liability  of  the  owners  of  the  corporation  capital,  in  that  each  investor 
is  liable,  in  case  of  insolvency  of  the  corporation,  only  to  the  amount 
of  his  individual  investment;  (5)  a  distinctly  corporate  identity,  in  that 
the  corporation  acts  as  a  legal  person,  as  a  business  unit,  as  an  entity 
separate  from  its  constituent  investors  and  directors. 

The  Evolution  of  Forms  of  Combination. — The  corporate  type  of 
management  represents  the  effort  of  business  judgment  to  cope  with  the 
problems  of  directing  and  controlling  an  economic  system  constructed 
upon  a  foundation  of  machinery,  natural  power,  and  applied  science. 
Individual  financing  and  management  of  the  large-scale  establishments 
necessary  to  the  most  efficient  production  was  clearly  impracticable.  It 
became  necessary  to  assemble  the  savings  of  many  individuals  for  con- 
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centrated  investment.  The  savings  of  armies  of  small  investors  could  be 
heaped  together,  and  used  to  supply  the  capital  for  large  business  under¬ 
takings.  The  corporation  supplied  a  large  scale  system  of  management 
simultaneously  with  the  large  scale  production  of  wealth  under  the 
regime  of  machinery  and  science. 

As  business  combinations  became  greater  and  greater,  several  adapta¬ 
tions  of  the  corporation  principle  seemed  necessary  to  business  men. 
One  of  the  earliest  of  these  was  the  pooling  agreement.  Pools  are 
agreements  between  business  concerns,  whether  corporations  or  otherwise, 
to  follow  some  concerted  policy  of  price  fixation,  or  of  limitation  of  out¬ 
put,  or  of  consolidation  and  pro  rata  sharing  of  profits,  or  of  division 
of  territory  between  companies.  The  agreements  could  not  be  enforced 
by  law,  and  hence  were  very  unstable  since  any  member  of  the  pool  could 
withdraw  whenever  he  considered  it  for  his  best  interests  to  do  so.  Pools 
were  of  questionable  legality,  and  usually  had  to  be  operated  secretly. 
During  the  eighties,  corporations  adopted  the  principle  of  the  trust  as  a 
more  stable  and  solid  means  of  combination.  Under  the  trust,  the  stock¬ 
holders  of  each  company  turned  their  stock  over  to  a  small  board  of 
trustees,  who  were  empowered  to  direct  the  affairs  of  the  group  of  com¬ 
panies.  Stockholders  received  in  exchange  for  their  shares  of  stock, 
trustees’  certificates,  on  which  they  drew  dividends  virtually  equivalent 
to  the  dividends  on  the  former  shares  of  stock.  This  centralized  the 
management  of  the  constituent  corporations  effectively,  but  when  the 
trust  method  came  up  for  the  consideration  of  the  courts,  it  was  declared 
illegal,  and  gradually  had  to  be  abandoned  by  the  bulk  of  corporations. 

Business  men  then  looked  around  for  some  method  of  combination 
among  corporations  which  would  stand  the  scrutiny  of  the  courts  and 
be  within  the  law,  but  which  would  secure  the  advantages  of  combination 
of  management.  In  some  cases,  communities  of  interest  were  formed, 
under  which  business  men  bought  up  controlling  interests  in  the  cor¬ 
porations  which  they  desired  to  direct,  and  without  any  formal  organiza¬ 
tion  worked  in  unison  in  the  management  of  the  various  companies. 
This  form  of  centralization  was  at  best  somewhat  loose  and  intangible, 
and  many  corporations  found  it  more  desirable  to  combine  by  creating 
holding  companies.  A  holding  company  was  a  new  and  distinct  cor¬ 
poration,  whose  purpose  was  to  own  at  least  a  majority  interest  in  a 
group  of  corporations  which  it  desired  to  control.  The  holding  company, 
by  its  controlling  stock  ownership,  could  elect  the  boards  of  directors 
of  the  constituent  companies,  and  definitely,  tangibly  and  decisively 
centralize  the  management  of  the  entire  organization.  Each  member 
corporation  could  retain  its  identity,  and  have  its  separate  board  of 
directors,  and  its  own  executive  staff,  but  they  in  turn  would  be  elected, 
and  governed  in  their  general  policies,  by  the  official  powers  of  the 
central  holding  corporation.  The  United  States  Steel  Company  is  the 
largest  example  in  American  industry  of  the  holding  company,  and  by 
the  decision  of  the  United  States  Supreme  Court  on  March  1,  1920,  this 
company  was  declared  legal,  on  the  ground  that  “the  law  does  not  make 
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mere  size  an  offense.”  If  a  holding  company  used  its  size  and  power 
to  restrain  trade  unreasonably  or  to  exert  undue  monopoly  influences, 
it  would  then  become  illegal.  Some  business  men  have  preferred,  in 
place  of  such  a  form  of  combination,  a  form  by  which  outright  amalga¬ 
mation  could  take  place.  By  amalgamation,  a  new  corporation  is  formed 
to  buy  openly  and  fully  a  group  of  companies.  The  old  corporations 
lose  their  separate  identities,  and  are  completely  consolidated,  in  owner¬ 
ship  and  management,  in  the  new  corporation.  Closely  similar  to  the 
amalgamation  is  the  merger.  Under  the  merger,  one  corporation  already 
in  existence  buys  up  one  or  more  other  corporations  and  assimilates  the 
outsiders  into  its  own  organization.  The  corporation  which  undertakes 
the  merger  simply  stows  away  inside  itself  some  separate  corporations, 
and  all  are  merged  into  a  consolidated  ownership  and  management. 

The  cardinal  economic  significance  of  the  variety  of  forms  of  cor¬ 
porate  combination  is  that  the  modern  production  process  has  set  up 
forces  which  demand  a  high  degree  of  concentration  in  the  control  of 
economic  activity.  The  men  of  business  genius  who  built  the  great 
corporations  found  themselves  face  to  face  with  the  need  for  an  adapta¬ 
tion  of  the  corporation  principle  on  a  yet  larger  scale  to  the  demands 
of  modern  industry.  They  experimented  with  various  devices  of  com¬ 
bination,  and  by  methods  of  trial  and  error,  adjusting  themselves  to 
restrictive  legislation  and  court  decisions,  they  endeavored  to  solve  the 
economic  problems  which  confronted  them.  The  forces  of  economic 
evolution  moved  in  the  direction  of  concentration  of  ownership  and 
management,  and  the  various  types  of  corporate  combination  were  illus¬ 
trations  of  the  efforts  of  the  creative  imagination  of  business  leaders  to 
cope  with  the  economic  conditions  of  their  generation. 

The  Mechanism  of  Corporate  Management.— The  corporation  has 
developed  a  mechanism  of  management  which  in  its  fundamentals  is 
fairly  uniform  throughout  corporate  industry.  In  its  simplest  elements, 
this  mechanism  involves  a  mass  of  stock  owners,  who  elect  a  board  of 
directors,  who  in  turn  give  some  attention  to  the  broad  policies  of  the 
corporation,  particularly  the  financial  policies,  and  who  delegate  the 
active  management  of  the  corporation  to  a  group  of  appointed  executive 
officials.  These  executive  officials,  in  their  turn,  choose  departmental 
and  bureau  chiefs,  superintendents,  bosses,  foremen,  and  laborers,  and 
have  charge  of  the  opei-ation  of  the  business.  This  general  scheme  of 
management  is  subject  to  diverse  adaptations  in  the  actual  conduct  of 
corporate  affairs,  and  it  is  necessary  to  study  the  strategies  and  peculiari¬ 
ties  of  corporate  management  in  actual  practice  in  order  to  have  a 
realistic  understanding  of  the  situation. 

The  body  of  stockholders  exert  very  little  authority  in  choosing  the 
board  of  directors.  They  have  the  right  to  vote,  but  as  the  day  for 
voting  approaches,  the  stockholders  receive  a  legal  form  to  be  signed 
and  returned  to  some  one  actively  interested  in  guiding  the  election. 
This  legal  form  is  a  proxy,  giving  to  the  actively  interested  party  the 
right  to  cast  the  votes  belonging  to  the  individual  shareholder  in  any 
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way  that  may  be  desired.  The  full  bearing  of  this  practice  is  well 
indicated  in  an  examination  made  by  the  Federal  Commission  on  Indus¬ 
trial  Relations  of  a  corporation  lawyer  of  wide  experience,  Samuel  Unter- 
myer.  Mr.  Untermyer  stated  that  “stockholders  do  not  get  a  ‘look 
in’ — the  scattered  stockholders — as  a  result  of  the  system.  What  is  the 
system?  The  management  send  out  proxies  every  year,  and  the  proxy 
is  a  power  of  attorney  to  some  one  they  name.  If  you  are  a  stockholder, 
you  do  not  know  to  whom  you  are  giving  your  proxy.  It  does  not  usually 
run  to  the  man  in  control,  but  to  some  one  nominated  by  him.  You 
do  not  know  for  whom  he  is  going  to  vote  as  a  director.  You  send 
a  power  of  attorney  for  him  to  vote  for  whomever  he  pleases.”  Question  : 
“Is  it  not  a  fact  that  the  proxy  system  has  become  so  universal  that 
every  country  bank  or  every  country  corporation  almost,  large  and  small, 
when  giving  a  notice  of  stockholders’  meeting,  sends  attached,  and 
usually  a  part  of  the  sheet  as  a  notice  of  that  meeting,  a  proxy?” 

Mr.  Untermyer:  “That  is  the  custom  now  with  notices  of  meeting, 
the  proxy  generally  goes  out.”  8 

This  system  of  proxies  gives  the  real  authority  in  management  to 
inside  parties  who  desire  to  maintain  control  of  the  policies  of  the  cor¬ 
poration.  If  the  inside  parties  are  men  of  fine  integrity  and  a  high 
sense  of  responsibility,  all  goes  well,  but  if  they  are  not,  the  corporation 
is  open  to  speculative  interests,  and  all  kinds  of  abusive  policies.  This 
situation  is  due  originally  to  the  natural  inertia  of  the  mass  of  stock¬ 
holders.  As  was  explained  by  a  prominent  banker  and  director  of  a 
number  of  large  corporations,  Mr.  Jacob  IT.  Schiff :  “I  believe  that  the 
weakness  of  the  whole  system  is  the  human  weakness,  that  stockholders, 
as  long  as  things  go  right,  do  not  pay  any  attention  to  the  management 
of  their  property,  and  that  only  when  things  go  wrong  they  come  to 
realize  that  they  are  stockholders,  and  that  they  should  not  have  per¬ 
mitted  their  property  to  be  controlled  by  those  who  have  wrongly  or 
badly  managed  it.” 

It  is  because  of  this  inertia  of  the  stockholders  that  it  is  possible  for 
small  minority  holdings  of  stock  to  dominate  the  policy  of  the  whole 
corporation.  This  fact  is  expressed  by  Mr.  Brandeis,  now  Justice  of 
the  Supreme  Court,  as  follows:  “As  a  matter  of  fact,  most  stockholders 
do  have  very  little  to  do  with  the  management,  and  in  these  great  cor¬ 
porations  they  have  practically  nothing  to  do.  ...  I  think  it  is  true  not 
only  of  these  very  large  corporations,  but  of  very  much  smaller  corpora¬ 
tions  in  which  the  stock  is  listed  and  widely  distributed,  that  not  only  a 
small  percentage  of  the  stock  may  give  control,  but  that  for  a  long  series 
of  years  control  is  held  sometimes  without  the  ownership  of  any  stock 
whatsoever,  or  of  practically  no  more  stock  than  is  necessary  to  qualify 
directors.  Such  a  wide  distribution  of  the  stock  dissipates  altogether 
the  responsibility  of  stockholders,  particularly  of  those  with  five  shares, 
ten  shares,  fifteen  shares,  or  fifty  shares.  They  recognize  that  they  have 

8  Report  of  Federal  Commission  on  Industrial  Relations,  1915,  Volume  8,  pp. 
7438,  7466. 


Principles  and  Problems  of  Management  473 

no  influence  in  a  corporation  of  hundreds  of  milions  of  dollars  capital. 
By  the  distribution  of  nominal  control  among  ten  thousand  or  a  thou¬ 
sand  or  a  hundred  thousand  stockholders,  there  is  developed  a  sense  of 
absolute  irresponsibility  on  the  part  of  the  person  who  holds  that  stock.”  9 
And  Mr.  Untermyer  said,  in  discussing  the  same  subject,  that  “nearly 
every  railroad  corporation  in  this  country  is  controlled  with  less  than 
10  per  cent  of  the  stock  in  the  hands  of  all  the  officers  and  the  board 
of  directors  put  together.”10 

What,  then,  is  the  background,  experience,  and  outlook  of  men  who 
commonly  hold  positions  on  the  boards  of  directors  of  large  corporations  ? 
Broadly  speaking,  they  are  men  who  are  intensively  acquainted  with 
questions  of  finance,  of  investment,  of  credit,  of  banking  and  the  like, 
but  not  men  who  are  familiar  with  the  technology  of  production,  or  with 
the  deep  problems  of  labor  administration.  The  board  of  directors  meets 
as  a  whole  only  a  few  times  during  the  year,  but  it  appoints  an  executive 
committee  to  meet  oftener,  and  to  decide  questions  which  do  not  demand 
the  attention  of  the  whole  board.  This  executive  committee  is  apt  to  be 
primarily  a  finance  committee.  As  John  D.  Rockefeller,  Jr.,  stated :  “The 
directors  attend  principally  to  the  financial  affairs  of  the  corporation, 
leaving  the  actual  conduct  of  operations  to  the  officers.  ...  It  is  not 
customary  to  submit  labor  policies  to  a  board  of  directors  for  action. 
Conference  regarding  them  is  often  had  with  the  directors  or  executive 
committee  at  the  instance  of  the  officers,  and  suggestions  are  made  to 
the  latter  by  both  these  bodies.”11  Roger  W.  Babson  states  that  “the 
financial  interests  have  nothing  against  labor.  .  .  .  But  it  is  indifference 
with  them.  Their  job  is  to  get  dividends  .  .  .  when  they  have  earned 
dividends,  they  consider  their  wrork  is  done.”12  Mr.  August  Belmont, 
from  active  experience  on  many  boards  of  directors,  declares  that  “a 
director  rarely  has  to  do  with  labor  matters  in  a  corporation  unless  by 
chance  they  are  brought  to  his  attention  for  the  purpose  of  a  decision  as 
to  the  merits  of  something  that  may  bring  about  a  strike  or  something 
as  serious  as  that.”  And  questioned  in  regard  to  making  inquiries  in  a 
given  corporation  about  wages,  hours,  unions,  and  working  conditions, 
he  replied  that  “as  chairman  of  the  board,  that  is  not  part  of  my 
duty.”  13 

Likewise,  the  technology  of  production,  problems  of  transportation, 
or  processes  of  manufacture  are  foreign  to  the  interests  of  the  average 
director.  This  separation  of  functions  is  candidly  admitted  by  Daniel 
Guggenheim,  a  corporation  magnate  acquainted  with  the  practices  of 
typical  corporations  from  experience  and  first-hand  observation:  “Our 
business  as  regards  directors  is  somewhat  different  from  almost  all  other 
industrial  corporations  in  this  regard :  Of  the  many  directors — we  have 
over  twenty — with  the  exception  of  two  or  three  they  are  all  men 

9  Federal  Commission  on  Industrial  Relations,  Volume  8,  pp.  7660-7661. 

10  Ibid.,  p.  7438. 

11  Ibid.,  p.  7764. 

12  Ibid.,  p.  7455. 

1 3  Ibid.,  pp.  7547-7551. 
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familiar  with  the  business,  having  been  brought  up  in  the  business,  and 
are  technical  and  practical  smelting  men.”  14  This  distribution  of  duties 
and  functions  is  fundamental  in  an  understanding  of  corporation  man¬ 
agement.  It  was  the  testimony  of  experienced  directors  of  corporations 
before  the  Industrial  Commission  that  most  directors  confine  their 
attention  to  questions  of  dividends,  credit,  and  finance,  and  this  can  be 
done  from  offices  in  the  big  financial  centers  of  the  country.  It  is  for 
this  reason  that  they  are  so  often  termed  “absentee  directors.”15  This 
division  of  functions  has  the  advantage  of  keeping  production  and  labor 
matters  in  the  hands  of  the  officers  on  the  ground,  but  this  very  practice 
may,  and  often  does,  prove  a  disadvantage,  when  the  officers  in  charge 
at  any  plant  hold  reactionary  views  about  labor,  and  are  stolidly  ultra¬ 
conservative  in  treating  fundamental  production  problems. 

The  real  center  of  control  is  often  hard  to  identify.  Control  is  not 
in  the  hands  of  the  scattered  majority  of  stockholders;  nor  is  it  evenly 
distributed  among  the  several  directors.  Usually  there  is  some  domi¬ 
nating  interest  which  openly  or  quietly  exerts  the  controlling  influence 
in  the  affairs  of  the  corporation.  But  in  not  a  few  cases,  a  search  for 
the  real  power  in  the  affairs  of  the  corporation  would  lead  the  inquirer 
to  conclude  that  the  real  governors  of  the  corporation  are  undiscoverable. 
Some  of  the  difficulties  of  finding  the  real  locus  of  power  will  become 
apparent  from  a  review  of  certain  basic  factors  connected  with  the 
organization  of  corporation  finance.  The  bondholders  of  the  corporation 
have  no  right  to  vote  for  directors.  They  are  looked  upon  as  having 
made  a  loan  to  the  corporation,  and  in  their  status  as  creditors,  they 
have  no  right  to  a  voice  in  managing  its  affairs.  With  railroads,  and 
some  of  the  more  conservative  industrial  corporations,  bond  issues  may 
make  up  a  large  part,  in  many  cases,  the  greater  part  of  the  total 
financial  resources.  During  recent  years,  corporations  have  frequently 
denied  voting  powers  to  the  preferred  stockholders,  thus  putting  them 
on  essentially  the  same  footing  as  the  bond  creditors.  Voting  power  is 
reserved  for  the  holders  of  common  stock,  and  when  it  is  remembered 
that  this  represents  usually  good  will,  patents,  and  intangible  assets 
generally,  it  will  be  obvious  that  the  power  centers  in  the  holders  of  a 
controlling  fraction  of  the  common  stock.  The  owners  of  the  factory, 
of  the  machinery,  of  the  equipment,  of  the  raw  material,  and  of  tangible 
property  generally  are  the  bondholders  and  the  preferred  shareholders, 
but  these  owners  of  the  real  property  of  the  corporation,  in  an  increasing 
number  of  cases,  have  no  voting  powers.  Voting  powers  are  reserved 
for  those  who  own  that  part  of  the  capital  securities  which  represent 
the  estimated  value  of  trade  marks,  of  patents,  of  monopoly  advantages, 
and  of  good  will  generally.  To  realize  the  full  effect  of  this  device,  it  is 
necessary  to  observe  that  at  the  time  of  the  promotion  and  formation  of 
the  corporation,  it  is  usual  for  the  banker  and  promoter  to  award  them- 

14  Federal  Commission  on  Industrial  Relations,  Volume  8,  p.  7501. 

is  See  testimony  of  Jacob  Schilf,  ibid..  Volume  8,  p.  7523. 
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selves  a  substantial  block  of  common  stock  as  a  bonus  or  remuneration 
for  their  services  in  setting  up  the  corporation  as  a  going  concern.  By 
retaining  this  common  stock,  and  confining  the  voting  power  to  the 
common  stock  only,  they  can  readily  retain  control  of  the  business  in¬ 
definitely.  In  many  instances,  the  voting  power  is  given  to  both  the 
preferred  and  common  share  holders,  but  the  amount  of  common  stock 
issued  by  the  corporation  is  so  large  in  proportion  to  the  preferred  issue 
that  the  common  retains  control  of  the  business.10 

Another  factor  in  the  control  of  corporate  policy  is  found  in  the 
system  of  reorganizing  companies  which  go  through  receivership  and 
insolvency.  It  is  estimated  that  more  than  one-half  of  the  railroads  of 
this  country  have  at  one  time  and  another  passed  through  the  hands  of 
receivers,  and  a  remarkably  large  number  of  industrial  corporations  have 
travelled  the  same  course.  Under  a  receivership,  a  bank  is  called  in  to 
rehabilitate  the  finances  of  the  corporation,  and  commonly  a  voting  trust 
is  established.  Under  the  voting  trust,  the  stockholders  of  the  insolvent 
corporation  assign  to  a  committee  of  trustees  the  power  to  direct  the 
affairs  of  the  corporation,  at  least  until  such  time  as  it  shall  again  be 
on  an  efficient  basis.  This  committee  of  trustees  is  under  the  control  of 
the  bankers  who  are  reconstructing  the  finances  of  the  corporation. 
When  the  voting  trust  expires,  it  is  natural  for  the  bankers  to  desire  to 
assure  continued  solvency  of  the  corporation  and  to  make  certain  that 
its  affairs  are  not  conducted  in  such  a  way  as  to  fall  again  into  bank¬ 
ruptcy.  The  only  way  of  accomplishing  this  is  to  hold  an  influence 
over  the  board  of  directors  of  the  revived  corporation.  It  will  be  clear, 
therefore,  that  both  as  a  result  of  the  influence  of  bankers  in  starting 
a  corporation  when  it  is  first  promoted,  and  as  a  result  of  their  interest 
in  perpetuating  their  influence  following  receivership  and  reorganiza¬ 
tion,  the  bankers  tend  to  acquire  a  large  control  in  the  affairs  of  the 
average  corporation.17 

More  than  this,  corporations  deliberately  seek  the  appointment  of 
prominent  bankers  to  their  boards  of  directors.  The  board  needs  the 
prestige  which  the  names  of  the  distinguished  bankers  can  quickly  give, 
and  many  of  the  directorate  positions  of  bankers  exist  primarily  for  the 
publicity  value  which  they  carry.  Again,  it  is  important  that  a  corpora¬ 
tion  should  be  in  a  position  to  secure  at  all  times  adequate  credit  to  carry 
on  its  business,  and  banks  which  have  representation  on  the  board  of 
directors  are  supposedly  more  ready  to  extend  credit  to  the  corporation. 
Moreover,  in  the  very  nature  of  corporation  finance,  the  stocks  or  bonds 
of  the  corporation  are  frequently  needed  as  a  collateral  security  for 
loans  made  from  the  banks.  The  stocks  lose  their  value  for  security  pur¬ 
poses  unless  dividends  are  kept  up.  The  stock  market  insists  that 
dividends  be  forthcoming,  and  the  bankers  who  are  in  charge  of  finances 

10  See  A.  Dewing’s  Financial  Policy  of  Corporations,  Volume  II,  p.  47. 

11  On  this  matter,  see  the  testimony  of  Samuel  Untermyer  and  of  Jacob  II. 
Schiff,  Federal  Commission  on  Industrial  Relations,  Volume  8. 
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are  responsible  for  the  maintenance  of  dividends.  For  all  these  reasons, 
hankers  attain  to  a  preeminent  position  of  control  or  influence  in  great 
numbers  of  corporations. 

The  board  of  directors  is  likely,  therefore,  to  contain  people  who  are 
there  simply  for  good  looks’  sake  as  well  as  those  who  are  there  to 
assert  power.  Boards  of  directors  contain  figureheads,  dummies,  puppets, 
and  fashion  plates,  and  they  know  their  bosses,  their  inside  interests, 
their  lines  of  pull.  Here  and  there  is  a  dominating  personality.  The 
government  of  a  corporation  is  not  essentially  different  from  the  govern¬ 
ment  of  a  political  state.  There  is  what  Elihu  Root  has  called  “the 
invisible  government”  in  politics,  and  the  same  thing  exists  in  business. 
What  part  of  the  government  of  the  corporation  is  visible  and  what  part 
invisible  will  vary  from  company  to  company,  and  the  invisible  govern¬ 
ment  may  be  just  as  efficient  and  as  honorable  as  the  visible.  It  is  true 
as  a  general  rule,  however,  that  human  nature  runs  to  questionable 
policies  more  easily  under  conditions  of  secrecy  than  under  conditions 
of  publicity,  and  this  human  tendency  underlies  much  of  the  speculative 
abuses  and  corporation  wrongs  which  have  been  exposed  in  recent  years. 
All  of  these  considerations  serve  to  explain  why  so  many  corporations 
achieve  a  high  reputation  for  safety  of  invested  capital  and  for  financial 
efficiency,  and  why  certain  other  corporations  find  it  possible  to  abuse 
their  opportunities. 

The  mechanism  of  management  below  the  board  of  directors  presents 
new  aspects.  The  board  appoints  a  president  and  certain  major  execu¬ 
tive  officials,  who  in  turn  choose  the  requisite  subordinates  and  assistants. 
The  president  is  the  great  coordinator  of  the  component  elements  of  the 
business  organization,  and  the  main  point  of  contact  between  the  busi¬ 
ness  plant  and  the  board  of  directors.  There  are  certain  basic  managerial 
functions  which  have  to  be  systematized  and  organized  in  any  business, 
but  the  methods  of  organization  are  by  no  means  uniform.  The  basic 
functions  of  any  active  business  center  around  production,  finance,  ac¬ 
counting  and  sales,  and  these  functions  require  on  the  executive  staff  a 
production  manager,  a  treasurer,  a  comptroller,  and  a  sales-manager. 

The  methods  of  delegating  responsibility,  of  dividing  and  subdividing 
functions,  and  of  fixing  authority  present  many  variations  and  adapta¬ 
tions.  Until  recently,  the  prevailing  method  was  the  “line”  or  “mili¬ 
tary”  system  of  organization.  Under  this  system,  business  was  organized 
on  the  basis  formerly  characteristic  of  armies.  Each  official  was  in  charge 
of  every  detail  within  a  certain  jurisdiction,  and  he  had  to  be  familiar 
with  all  details,  and  to  settle  all  problems.  The  foremen  and  the  man¬ 
agers  had  to  be  all-around  men.  But  when  business  grew,  and  the  tech¬ 
nology  of  production,  sales,  finance  and  accounting  became  so  intricate, 
no  one  man  was  capable  of  mastering  all  of  the  details  and  settling  all 
the  problems  in  his  branch  of  the  plant.  Feeling  a  need  for  expert  aid, 
managers  developed  a  line  and  staff  organization,  under  which  the  super¬ 
intendents  and  foremen  drew  advice  and  guidance  from  special  staffs 
of  engineers,  chemists,  accountants,  and  experts  of  every  description. 


477 


Principles  and  Problems  of  Management 

Authority,  responsibility  and  function  were  still,  however,  generalized 
and  broad.  A  further  development  has  been  the  departmental  type  of 
organization,  under  which  specialized  functions  are  grouped  and  separate 
foremen  placed  in  charge  of  each  type  of  function.  This  is  a  step  in  the 
direction  of  outright  functional  management  under  which  specialization 
is  carried  to  an  extreme.  For  example,  a  repair  boss  has  charge  of  all 
repair  work,  a  route  clerk  has  charge  of  all  planning,  a  speed  boss  is 
responsible  for  getting  the  work  completed  on  schedule  time,  and  so  on. 
Most  modern  businesses  conducted  on  a  large  scale  combine  features  of 
different  types  of  organization  in  an  attempt  to  adapt  the  desirable 
features  of  each  to  their  peculiar  problems.  Large  scale  production  with 
its  increase  of  technical  complications  has  led  to  greater  specialization  of 
workmen,  foremen  and  higher  officials,  and  this  intensive  specialization 
of  functions  is  one  of  the  most  important  developments  in  the  methods 
of  the  internal  organization  and  administration  of  modern  business. 

Reasons  for  the  Combination  Movement.— The  paramount  force  in 
driving  business  organization  out  upon  the  untried  and  adventuresome 
paths  of  combination  was  the  menace  of  cut-throat  competition.  Toward 
the  latter  part  of  the  nineteenth  century,  the  adage  that  competition  is 
the  life  of  trade  lost  its  meaning  in  a  great  many  branches  of  business, 
and  it  was  discovered  that  competition  carried  to  an  extreme  was  the 
death  of  trade.  Corporations  engaged  in  desperate  price  wars  in  the 
determination  to  take  trade  away  from  each  other,  with  the  result  that 
an  appalling  number  of  failures  occurred.  In  the  sugar  industry,  out  of 
a  total  of  forty  large  competing  refineries,  eighteen  went  into  bank¬ 
ruptcy  in  the  three-year  period  from  1885  to  1887.  The  investigation  of 
the  general  movement  toward  combination  in  American  industry  by  a 
Federal  Industrial  Commission  in  1900  led  to  the  conclusion  that  “among 
the  causes  which  have  led  to  the  formation  of  industrial  combinations, 

.  .  .  competition,  so  common,  so  vigorous,  that  nearly  all  competing 
establishments  were  destroyed,  was  to  be  given  first  place."  Even  where 
competition  did  not  have  so  destructive  a  consequence,  it  usually  forced 
drastic  reductions  in  profits,  and  raised  the  hazards  of  business  to  the 
maximum.  The  compelling,  dynamic  force  behind  the  combination  move¬ 
ment  was  the  menace  of  a  competition  which  threatened  ruin  to  hun¬ 
dreds  of  business  corporations.  Combination  was  a  life-saving  endeavor. 
It  was  not  entered  into  to  satisfy  the  ambitions  of  idle  dreamers,  nor 
would  it  have  been  undertaken  on  so  vast  a  scale  merely  in  the  hope  of 
realizing  superior  gains.  The  “driving  forces"  which  budged  things 
and  put  the  original  vitality  into  the  combination  movement  were  the 
dangers  of  destructive,  cut-throat  competition.  Combination  was  the 
only  available  means  of  self-preservation  on  a  safe  and  profitable  footing. 

When  the  leading  business  organizers  began  to  take  account  of  the 
details  of  the  situation,  it  appeared  to  them  that  combination  would  not 
merely  perform  the  life-saving  function,  but  would  in  addition  yield 
distinct  advantages  in  production  and  trade  which  would  be  measured 
by  an  imposing  increase  in  profits  and  dividends.  The  suppression  of 
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damaging  competition  and  the  prospective  economies  and  advantages 
of  large  scale  management  were  the  two  prime  influences  behind  the 
combination  movement.  Combination  was  looked  upon  as  a  course  of 
action  which  would  not  only  save  the  lives  of  competitors,  but  would 
also  bring  in  rich  profits  for  the  combiners. 

The  Advantages  of  Big  Business. — There  is  no  one  best  size  for 
all  business  enterprises.  The  most  advantageous  size  varies  widely  from 
industry  to  industry  and  from  time  to  time.  The  best  size  of  a  steel 
plant  may  be  several  times  as  large  as  the  best  size  of  a  garment  factory. 
The  best  size  of  a  railroad  may  be  many  times  greater  than  that  of  a 
retail  store.  Moreover,  in  a  single  branch  of  industry,  there  may  be 
a  wide  range  of  sizes  within  which  advantage  is  about  equal.  An  ex¬ 
tremely  large  or  an  extremely  small  enterprise  may  be  at  a  disadvantage, 
but  for  the  mass  of  concerns  in  between  small  differences  in  size  may 
be  inconsequential. 

It  does  not  necessarily  hold  true  in  industry  that  the  largest  size  is  the 
best  size.  Various  statistical  studies  that  have  been  made  of  the  rates 
of  return  on  large  and  on  small  concerns  indicate  that  the  largest  con¬ 
cerns  probably  earn  a  lower  per  cent  on  invested  capital  than  do  small 
or  moderately  sized  concerns.  Studies  made  by  the  United  States  Com¬ 
missioner  of  Internal  Revenue  show  a  declining  rate  of  profit  on  the 
investment  as  concerns  grow  to  great  size.  Similar  studies  in  retail 
trade  point  to  a  like  conclusion.18  The  law  of  diminishing  returns  applies 
to  the  size  of  management.  Excessive  size  is  penalized  by  diminishing 
gain.  The  law  of  diminishing  returns  operates  to  impose  a  drastic  limit 
upon  the  most  advantageous  size  of  business  units. 

An  analysis  of  the  gains  accruing  to  big  business  up  to  a  certain  point 
must  be  based  on  two  distinctions.  First,  a  distinction  must  be  drawn 
between  productive  economies  and  acquisitive  gains.  The  former  have 
to  do  with  the  making  of  better  product  at  lower  unit  cost.  The  latter 
have  to  do  with  the  making  of  more  money  by  price  strategy  and 
pecuniary  artifice.  Some  gains  of  big  business  are  due  to  cheapened 
production  and  better  product;  other  gains  refer  to  greater  money  profit 
without  improvement  of  production.  The  former  are  a  social  gain,  the 
latter  are  merely  a  differential  gain  by  one  party  at  the  expense  of 
another. 

Second,  a  distinction  must  be  drawn  between  the  advantages  of  large 
scale  production  and  the  advantages  of  business  combination.  The 
former  refer  to  economies  in  engineering,  the  use  of  machinery,  the 
organization  of  production,  when  a  large  plant  is  used  instead  of  a 
small  one.  The  latter  refer  to  economies  in  pricing,  purchasing,  selling, 
advertising,  when  competition  of  small  units  is  superseded  by  the  unified 
operation  of  large  units  and  when  centralized  management  supersedes 
decentralized  management.  In  most  cases,  an  admixture  of  both  kinds 

18  See  R.  C.  Epstein,  Quarterly  Journal  of  Economics,  Volume  39,  pp.  263-4; 
Statistics  of  Income,  U.  S.  Commissioner  of  Internal  Revenue;  Retail  Studies  by 
the  Harvard  Bureau  of  Business  Research,  and  by  the  Northwestern  University 
Bureau  of  Business  Research;  E.  A.  Lincoln,  Applied  Business  Finance,  pp.  589-619. 
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of  economies  is  found.  It  is  often  difficult  to  distinguish  the  economies 
of  combination  from  those  of  large  scale  production.  It  is  difficult  to 
define  the  boundary  between  productive  economies  and  acquisitive  econo¬ 
mies.  Nevertheless,  these  distinctions  in  the  broad  are  clear  and  signifi¬ 
cant.  They  must  be  borne  in  mind  in  the  following  discussion  of  specific 
economies  of  big  business. 

(1)  Control  of  Haw  Materials.  In  lines  of  production  where  the 
cost  of  raw  materials  is  a  crucial  factor  in  determining  profit  or  loss,  it 
is  an  advantage  for  large  units  to  control  sources  of  raw  material.  This 
advantage  is  best  obtained  through  vertical  combination,  or  business 
integration.  The  International  Harvester  Company  has  plants  not  only 
for  the  manufacture  of  farm  implements  but  also  for  the  mining  of  its 
own  coal  and  its  own  iron  ore.  The  United  States  Steel  Corporation 
owns  mines,  mills,  railroads,  and  ships.  Sugar  companies  have  some¬ 
times  bought  up  sugar  plantations.  The  integrated  industry  frees  itself 
somewhat  from  price  fluctuations  in  raw  materials,  eliminates  many  of 
the  costs  of  selling,  and  saves  at  least  part  of  the  profit  which  would 
otherwise  be  paid  to  related  lines  of  business. 

(2)  TJse  of  Automatic  Machinery .  By  organizing  for  quantity  out¬ 
put,  a  concern  may  be  able  to  substitute  automatic  machinery  for  expen¬ 
sive  labor.  Standardization  of  processes,  routine  methods,  mass  output, 
lend  themselves  to  large  scale  operation. 

(3)  Substituting  Capital  for  Labor.  Trades  which  require  a  heavy 
labor  cost  in  proportion  to  capital  are  difficult  to  operate  on  a  large 
scale.  In  order  to  expand  the  size  of  business  units,  it  is  necessary  to 
minimize  the  labor  factor  in  industry.  Great  aggregates  of  labor  cannot 
be  given  the  personal  attention  requisite  to  efficiency.  Where  capital  can 
be  made  the  main  factor  in  production,  large  scale  enterprise  is  likely  to 
be  effective. 

(4)  Continuous  Use  of  Expensive  Machinery.  Expensive  machinery 
may  pay  only  when  it  can  be  operated  continuously.  A  small  enterprise 
is  often  unable  to  avail  itself  of  the  economies  of  such  machinery,  because 
of  the  large  scale  upon  which  the  correlative  processes  of  production 
would  have  to  be  organized.  The  large  plant  does  not  operate  under 
this  limitation.  Big  business  thus  permits  the  more  profitable  use  of 
expensive  machinery. 

(5)  Business  Control  of  Labor.  Since  labor  is  organized  in  large 
units,  business  may  find  it  necessary  to  organize  on  a  like  scale  in  order 
to  maintain  a  balance  of  power.  The  warfare  on  unionism  has  at  times 
been  a  strong  incentive  to  business  combination.  The  power  of  the  large 
business  to  cope  with  labor  unions  is  often  a  most  attractive  advantage. 

(6)  Exploitation  of  By-products.  Meat  packing,  gas  manufacture, 
petroleum  industries,  may  be  cited  as  illustrations  of  the  ability  of  large 
business  combinations  to  profit  from  the  utilization  of  by-products. 
Large  scale  production  permits  the  full  time  use  of  the  equipment  neces¬ 
sary  for  the  manufacture  of  by-products.  Waste  is  prevented,  and 
economical  output  of  the  by -product  is  achieved. 
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(7)  Purchasing.  Big  business  can  often  obtain  discounts  on  the 
materials  bought  by  making  contracts  for  huge  quantities.  Quantity 
buying  is  often  cheap  buying.  Moreover,  in  some  lines,  the  expert 
purchasing  agent  is  able  to  survey  the  whole  range  of  the  market, 
locality  by  locality,  and  to  make  important  savings  by  buying  where 
prices  are  lowest.  This  advantage  is  commonly  cited  as  being  one  of 
the  main  sources  of  profit  to  chain  stores,  department  stores,  and  mail 
order  houses. 

(8)  Selling.  When  a  number  of  concerns  in  the  same  line  of  busi¬ 
ness  compete  with  each  other,  each  maintains  a  sales  department  and 
keeps  salesmen  on  the  road.  The  time  and  effort  of  each  sales  unit  is 
directed  toward  keeping  trade  away  from  its  rivals.  A  combination  of 
units  in  the  same  line  of  business  is  called  horizontal  combination.  Hori¬ 
zontal  expansion  eliminates  the  duplication  of%salesmen  and  sales  effort. 

(9)  Advertising.  Competing  units  spend  much  money  in  advertising 
in  order  to  attract  trade  away  from  their  rivals.  After  horizontal  com¬ 
bination,  competitive  advertising  is  superseded  by  centi’alized  advertising 
to  boost  the  total  sales  of  the  whole  business. 

(10)  Financing.  Big  business  can  often  take  better  advantage  of 
trade  discounts  for  cash  payment  than  can  small  business.  Big  business 
can  secure  capital  more  cheaply  by  virtue  of  the  fact  that  it  has  a 
wider  market  for  its  security  issues.  Banks  will  underwrite  their  security 
issues  and  give  them  financial  backing.  The  public  will  pay  a  higher 
price  for  the  securities  of  a  big  nationally  known  concern  than  for  those 
of  a  small,  obscure  one.  Often,  the  directors  of  industrial  corporations 
interlock  with  those  of  banks.  Such  alliances  establish  firm  financial 
backing  for  big  business. 

(11)  Freights.  In  an  earlier  period,  trusts  counted  as  one  of  their 
greatest  advantages  the  rebates  which  they  could  secure  from  railroads. 
That  discrimination  has  been  eliminated.  A  combination  can  save  cross¬ 
freights  by  filling  each  order  at  the  plant  nearest  to  the  buyer.  It  can 
occasionally  save  by  taking  advantage  of  lowered  rates  on  carload  lot 
shipments.  But  an  offset  to  these  mild  gains  is  found  in  the  fact 
that  the  more  an  industry  concentrates  in  a  given  area,  the  greater  the 
distances  from  factory  to  consumer,  and  the  greater  the  amount  of  trans¬ 
portation  necessary  for  the  conduct  of  business. 

(12)  Insurance.  A  concern  having  a  large  number  of  plants  well 
scattered  may  take  advantage  of  the  law  of  averages  by  setting  aside 
a  moderate  reserve  to  provide  for  self-insurance  on  its  properties.  The 
larger  chain  store  systems  and  steel  manufacturers  exemplify  the  possi¬ 
bilities  of  this  principle. 

(13)  Experts.  Although  the  large  concern  cannot  utilize  the  type  of 
personal  attention  and  interest  that  the  proprietor  of  the  small  concern 
gives  to  his  business,  nevertheless  it  substitutes  therefor  the  services  of 
specialists  and  highly  trained  experts.  The  corps  of  expert  engineers, 
accountants,  lawyers,  sales  managers,  purchasing  agents,  and  other 
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specialists  insure  the  highest  types  of  ability  in  the  management  of  the 
business. 

(14)  Diversified  Markets.  Combination  may  be  necessary  to  enable 
an  industry  to  survey  the  international  market  and  to  take  account  of 
the  sectional  differences  in  buying  power  at  home.  The  broader  the 
market,  the  more  diversified  the  purchasing  power  upon  which  the  busi¬ 
ness  relies,  and  the  more  steady  its  volume  of  sales. 

(15)  General  Use  of  Patents.  When  numerous  independent  plants 
consolidate,  the  patents  and  secret  processes  of  each  become  the  common 
property  of  all.  This  enables  all  concerns  in  the  consolidation  to  use 
the  most  efficient  processes  of  the  whole  group  thus  made  available. 

(16)  Laboratory  Research.  The  large  corporations  commonly  em¬ 
ploy  high  paid  scientists  in  expensive  laboratories  to  carry  on  research. 
The  overhead  of  laboratory  expense  is  too  great  for  the  small  concern. 
Progress  in  many  lines  of  industrial  research  has  been  traceable  to  the 
support  given  by  large  corporations. 

(17)  Control  of  Customers.  Large  concerns  can  often  force  cus¬ 
tomers  to  accept  more  favorable  terms  of  sale.  Customers  can  be  forced 
to  pay  cash  without  the  concession  of  drastic  cash  discounts.  Moreover, 
pressure  can  be  brought  to  bear  more  fearlessly  to  make  creditors  pay 
up.  The  large  corporation  can  often  place  middlemen  in  a  subservient 
position,  and  require  exclusive  contracts,  and  other  specially  favorable 
treatment. 

(18)  Price  Control.  The  desire  to  control  prices  by  controlling 
supply  doubtless  has  been  a  dominant  motive  in  a  great  many  business 
consolidations.  If  business  combinations  had  always  been  forced  to  rely 
solely  upon  the  economies  of  production  as  a  soui’ce  of  gain,  many  of 
them  would  never  have  survived.  Their  ability  to  succeed  and  endure 
has  with  surprising  frequency  not  been  their  superior  efficiency,  but 
their  superior  ability  to  sustain  prices  above  the  point  that  would  have 
prevailed  under  free  competition.19  The  element  of  monopoly  which 
inheres  in  much  of  business  combination  leads  to  arbitrary  price  in¬ 
creases.  This  is  not  necessarily  the  general  practice,  but  there  is  strong 
indication  that  it  is  not  by  any  means  infrequent. 

The  Part  Played  by  Promoters. — The  expected  advantages  of  com¬ 
bination  would  probably  never  have  made  the  strong  appeal  to  the 
minds  of  business  men  which  was  necessary  to  launch  the  great  com¬ 
bination  movement  had  it  not  been  for  the  fact  that  certain  interested 
parties,  promoters,  took  it  upon  themselves  to  “sell'’  the  combination 
idea  to  the  bankers,  the  investing  public,  the  boards  of  directors,  the 
owners,  and  all  parties  concerned.  It  has  been  repeatedly  stated  by 
economic  students  that  business  combinations  owe  their  existence  in 
every  case  to  the  constructive  imagination  and  irresistible  initiative  of 
some  one  man,  or  some  very  small  group  of  men.  Business  combinations 

is  An  interesting  attempt  to  substantiate  this  observation  is  contained  in  Eliot 
Jones,  The  Trust  Problem  in  the  United  States,  Chapters  19-20. 
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do  not  come  into  being  without  creative  effort  on  the  part  of  somebody, 
and  in  the  business  world  there  are  certain  individuals  who  specialize 
in  the  promotion  of  corporate  combinations.  Often  they  are  professional 
promoters  whose  special  life  work  is  conceiving  and  executing  first  one 
business  venture  and  then  another.  The  promoter  may  be  a  man  of 
successful  manufacturing  experience,  or  an  engineer,  or  a  railroad  execu¬ 
tive.  He  may  be  actively  engaged  in  a  part  of  the  business  which  he 
hopes  to  make  a  part  of  the  prospective  combination,  or  he  may  be  a 
total  outsider.  Whatever  his  origin,  he  performs  certain  vital  and  in¬ 
dispensable  functions.  His  mind  originates  and  grasps  the  idea  of  the 
possibilities  of  the  new  business  organization.  The  promoter  is  an 
inventor  of  a  new  business  plan,  of  a  new  corporation  project.  The  pro¬ 
moter  has  the  love  of  creative,  original  achievement.  He  has  unbounded 
originality,  a  power  of  vision,  a  prophetic  judgment  of  the  future,  and  a 
delight  in  setting  out  upon  new  and  momentous  adventures.  Were  it 
not  for  this  type  of  personality,  many  of  the  most  significant  combina¬ 
tions  would  never  be  born. 

But  this  is  only  the  first  stage  of  the  promoter’s  task.  He  must 
collate  a  mass  of  statistical  data,  of  financial  evidence,  of  technical  facts 
about  production  and  marketing,  and  must  fully  acquaint  himself  with 
the  basic  policies  of  the  branch  of  industry  in  which  the  combination  is 
projected.  From  these  facts,  the  promoter  is  able  to  explain  convinc¬ 
ingly  the  economies  and  advantages  that  will  accrue  from  the  new  com¬ 
bination.  It  is  necessary,  also,  to  interest  bankers  in  the  project,  and  to 
evolve  a  financial  plan  for  the  capitalization  of  the  company,  and  for 
the  sale  of  security  issues.  The  bankers  undertake  the  execution  of  the 
financial  part  of  the  venture,  usually  through  the  formation  of  a  syn¬ 
dicate  of  bankers  to  underwrite  the  stock  issues  of  the  new  corporation. 
The  syndicate  of  bankers  thus  accepts  the  responsibility  of  marketing 
the  securities  of  the  undertaking.  The  promoter  has  to  persuade  the 
owners  and  controlling  powers  in  the  separate  companies  to  sell  their 
properties,  and  this  step  is  attempted  through  the  securing  of  options 
giving  the  promoting  interests  the  right  to  buy  the  properties  at  stated 
prices  within  stated  periods  of  time.  The  promoter  must  have  available 
satisfactory  estimates  of  the  probable  earnings  of  the  new  company,  and 
must  be  able  to  point  out  how  and  why  these  will  almost  surely  exceed 
the  combined  earnings  of  the  separate  independent  companies.  To  the 
owners  of  companies  which  have  been  suffering  already  from  cut-throat 
competition,  the  opportunity  to  sell  and  to  save  their  fortunes  is  most 
welcome.  In  other  cases,  intensive  urging  and  much  persuasive  power 
has  been  necessary,  and  even  coercion  must  at  times  be  resorted  to. 

In  order  to  carry  through  these  difficult  achievements,  the  promoter 
must  be  a  person  who  commands  the  confidence  of  the  people  whom  he 
is  trying  to  combine.  The  promoter’s  task  is  “one  that  requires  the 
very  highest  intelligence,  and,  as  a  rule,  neutral  parties — parties  not 
interested,  men  of  the  intelligence  and  reputations  to  inspire  unlimited 
confidence  on  the  part  of  manufacturers,  are  needed  to  bring  manufac- 
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turers  together.”20  The  promoter  performs  a  specialized  function  of 
the  utmost  importance,  because  any  number  of  the  most  effective  business 
combinations  could  not  come  about,  merely  as  a  result  of  the  natural 
forces  of  economic  life,  or  of  the  menace  of  sharp  competition.  Some 
one  has  to  take  the  initiative  in  overcoming  the  jealousies  of  men  who 
have  been  desperate  rivals  for  years ;  some  one  has  to  allay  the  skepticism 
which  springs  up  at  the  suggestion  of  a  new  adventure,  and  to  lift  men 
out  of  the  inertia  and  lethargy  which  exists  everywhere.  For  this  service 
to  the  economic  community,  the  promoter  exacts  a  profit,  commonly  in 
the  form  of  a  bonus  of  the  common  stock.  His  work  is  extremely  pre¬ 
carious,  and  he  is  as  likely  to  fail  as  to  succeed.  In  the  successful 
promotions,  the  promoter  usually  charges  all  that  the  traffic  will  bear, 
and  secures  an  appropriation  of  common  stock  which  is  generous  to  say 
the  least.21 

Successes  and  Failures  in  Combination. — It  is  difficult  to  measure 
with  exactness  the  extent  to  which  the  combinations  formed  under  these 
conditions  have  realized  the  economies  and  advantages  which  were 
claimed  for  them.  In  so  far  as  they  aimed  at  the  suppression  of  com¬ 
petition,  they  of  course  put  an  end  to  competition  between  the  companies 
which  came  into  the  consolidations.  However,  they  often  found  them¬ 
selves  face  to  face  with  a  new  competition  in  which  the  competing  units 
were  bigger.  Even  at  the  time  of  formation,  it  appears  that  the  majority 
of  the  combinations  controlled  less  than  50  per  cent  of  the  production 
in  their  respective  lines  of  industry.  It  was  comparatively  rare  for  a 
combination  to  control  more  than  75  per  cent  of  the  product.  The  hopes 
of  optimistic  promoters  and  the  dreams  of  corporation  executives  for  a 
domination  of  the  market  and  a  control  of  a  given  branch  of  industry 
were  scarcely  ever  fully  realized.  Many  of  the  combinations  which 
started  out  with  the  largest  measure  of  control  have  experienced  a 
marked  shrinkage  thereof  in  recent  years.  For  instance,  during  its  first 
years,  the  output  of  the  American  Sugar  Refining  Company  was  from 
80  to  90  per  cent  of  the  sugar  refined  in  the  United  States,  but  by  1921 
its  percentage  of  the  total  output  had  fallen  to  about  24  per  cent.  And 
the  United  States  Steel  Corporation,  from  making  50.1  per  cent  of  the 
nation’s  iron  and  steel  products  in  1901,  declined  to  45.7  per  cent  in 
1911.  And  yet,  although  competition  was  not  suppressed  by  the  large 
combinations,  the  more  dangerous  and  destructive  phases  of  competition 
were  brought  under  restraint  in  large  measure ;  and  in  the  new  era,  large 
combinations  were  decidedly  better  able  to  protect  themselves  from  the 
worst  features  of  cut-throat  competition.  The  inefficiencies  of  many  over¬ 
sized  consolidations,  the  anti-trust  decisions  of  state  and  federal  courts, 
and  the  governmental  prohibitions  of  unfair  competitive  methods  have 
been  causes  behind  the  failure  of  so  many  combinations  to  realize  in  full 
their  original  hopes  for  the  suppression  of  competition. 

20  Meade,  Corporation  Finance,  Testimony  of  Mr.  Flint,  p.  30. 

21  Ibid.,  pp.  21,  38,  39.  See,  also,  Dewing’s  Corporate  Promotions  and  Reorgani¬ 
zations,  Chapter  XX. 
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The  success  of  large  combinations  in  realizing  largely  increased  earn¬ 
ings  has  likewise  failed  to  come  up  to  expectations.  Individual  com¬ 
binations  here  and  there  did  earn  impressive  dividends.  The  oil,  sugar, 
tobacco  and  steel  consolidations  were  famous  for  their  large  earnings. 
The  sensational  earnings  of  certain  combinations  received  much  publicity, 
and  so  gave  rise  to  the  popular  belief  that  practically  all  combinations 
were  making  excessive  gains.  The  true  facts  of  the  case  are  carefully 
summarized  by  H.  R.  Seager:  “Of  the  183  industrial  combinations  in¬ 
vestigated  by  the  Census  Bureau  in  1900,  but  121  had  paid  dividends. 

.  .  .  One-third  of  the  total  number  paid  no  dividends  at  all  and  another 
one-third  paid  no  dividends  to  common  stockholders.  Nor  has  this 
showing  been  greatly  improved  in  the  years  that  have  elapsed  since  1900. 
An  intensive  study  of  the  thirty  largest  trusts  which  were  organized 
prior  to  January  1,  1904,  shows  that,  while  eight  have  been  phenomenally 
successful,  and  seven  moderately  successful,  ten  have  proved  unsuccessful 
and  five  have  been  disastrous  failures.  ’  ’ 22  The  combination  movement 
thus  fell  far  short  of  its  hopes  and  promises.  The  anticipated  economies 
too  often  proved  to  be  illusory,  and  the  advantages  of  large  scale  pro¬ 
duction  which  had  loomed  so  attractively  in  the  arguments  of  promoters 
proved  to  be  offset  time  and  again  by  even  greater  handicaps  and  dis¬ 
advantages  arising  from  unwieldiness  and  overgrowth.  The  history  of 
the  combination  movement,  in  all  its  ups  and  downs,  teaches  preeminently 
one  economic  lesson  of  the  greatest  significance,  namely,  that  the  econo¬ 
mies  and  advantages  of  large  scale  business  tend  to  disappear  after  the 
business  unit  gets  beyond  a  certain  size.  A  point  is  reached  beyond 
which  the  economies  and  advantages  are  offset  by  wastes,  inefficiencies 
and  disadvantages  of  the  severest  sort.  The  size  of  maximum  advantage 
and  economy  varies  from  industry  to  industry  and  from  decade  to 
decade,  owing  to  changes  in  the  state  of  the  industrial  arts  and  sciences. 

In  a  broad  way,  those  industries  will  accommodate  the  largest  size 
of  business  unit  which  can  most  thoroughly  substitute  mechanical 
processes  for  the  workmanship  of  human  beings.  Industries  whose 
processes  can  be  standardized,  in  which  automatic  and  semi-automatic 
machinery  can  be  utilized,  in  which  mechanical  conveying  and  trans¬ 
porting  and  hoisting  can  be  taken  advantage  of,  and  in  which  the  human 
element  can  be  reduced  to  a  subordinate  importance,  realize  most  fully 
the  economies  of  large  scale  production.  As  the  mechanical  technology 
advances  in  a  branch  of  industry,  and  methods  of  standardization  are 
improved,  the  way  is  paved  for  large  units  of  business  organization.  To 
the  extent  that  labor  is  involved  in  such  highly  developed  mechanical 
processes,  its  efficiency  is  guaranteed  by  the  necessity  for  keeping  up 
with  the  machine.  In  the  meat  packing  plants,  for  example,  the  animal 
is  conveyed  by  machinery  past  the  worker,  and  it  is  necessary  for  him  to 
perform  a  single  specialized  operation  completely,  while  the  animal  is 
traveling  in  front  of  him.  The  speed  of  the  carrying  machinery  thus 

22  Principles  of  Economics,  1917,  pp.  455-456.  See,  also,  A.  S.  Dewing,  Quar¬ 
terly  Journal  of  Economics,  Volume  36,  pp,  84-102. 
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regulates  the  speed  of  the  worker.  The  same  is  true  in  standardized 
automobile  manufacture,  and  in  any  number  of  other  mechanized  in¬ 
dustries.  In  lines  of  production  where  definite  regulation  of  the  worker’s 
speed  by  the  mechanical  processes  is  not  so  fully  possible,  his  labor  is 
still  a  minor  part  of  production  cost  even  if  he  is  inefficient. 

However,  the  possibility  of  large  scale  economies  is  sharply  reduced 
where  skill,  workmanship,  personal  interest,  and  individual  devotion 
to  duty  are  major  factors  of  the  business  process.  The  large  company 
loses  the  human  touch  with  the  workers.  Workers  come  to  think  of  the 
executive  officials  often  as  remote  and  mysterious  powers,  interested 
solely  in  grinding  out  maximum  profits,  and  the  psychological  reaction 
is  sulkiness,  indifference  to  work,  disloyalty  to  the  company,  and  personal 
inefficiency.  Combinations  in  industry  have  found  it  exceedingly  difficult 
to  avoid  diminishing  labor  efficiency  with  increasing  size.  The  human 
factor  has  stubbornly  resisted  efforts  at  standardization,  and  the  failure 
of  the  original  promoters  of  the  great  combinations  to  take  into  account 
this  basic  psychological  element  explains  in  large  measure  the  repeated 
disappointments  in  the  efficiency  of  these  combinations.  Primarily  for 
the  reason  that  human  factors  play  a  dominant  part  in  their  processes 
of  production,  the  cotton  manufacturing  industry  and  the  men’s  and 
women’s  clothing  industry  have  not  been  brought  under  the  regime  of 
large  scale  production. 

It  is  also  true  that  in  those  branches  of  industry  where  standardized 
mechanical  processes  can  be  drawn  upon,  the  independent  corporation 
may  secure  substantially  as  great  efficiency  as  the  enormous  combina¬ 
tion.  In  such  industries  there  is  no  insurmountable  difficulty  to  the 
attainment  of  efficiency  under  the  large  organization,  but,  on  the  other 
hand,  the  gigantic  organization  is  not  necessary  for  the  attainment  of 
maximum  efficiency.  Reasonably  strong  independent  companies  can 
install  the  mechanical  equipment  as  well  as  the  huge  companies,  and 
can  realize  in  good  measure  similar  economies.  Gigantic  combination 
in  such  lines  of  industry  is  not  an  essential  condition  of  the  greatest 
efficiency. 

The  greatest  single  obstacle  in  the  way  of  large  scale  enterprise  is  a 
psychological  one.  For  one  thing,  it  is  next,  to  impossible  to  find  leaders 
with  the  instinctive  and  intellectual  equipment  requisite  to  the  direction 
of  the  large  undertakings.  Business  organizations  suffer  from  a  dearth 
of  the  very  best  managerial  ability.  The  salaries  offered  range  from 
$15,000  to  more  than  $100,000  a  year,  and  the  positions  carry  such  power 
and  prestige  that  they  are  coveted  intensely  by  the  leading  men  of  the 
country.  But  there  is  a  limit  to  the  tasks  which  even  the  best  brains 
can  master,  and  there  is  a  very  narrow  limit,  very  commonly  lamented 
by  boards  of  directors  in  search  of  executives,  to  the  supply  of  the  best 
brains.23  A  billion  dollar  corporation  entails  problems  of  administration 
and  control  which  only  the  rarest  executives  can  solve  effectively. 

23  See  A.  Marshall’s  Industry  and  Trade,  pp.  360-3G4;  Stevens’s  Industrial 
Combinations  and  Trusts,  pp.  574-575. 
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The  large  combinations  embrace  a  dozen,  or  a  score,  or  a  hundred 
or  more  separate  plants,  scattered  across  the  country.  Each  subsidiary 
plant  must  have  executive  officials  of  high  ability,  and  it  is  no  small 
task  to  find  a  sufficient  number  of  this  sort  and  for  the  president  of  the 
combination,  who  is  seldom  in  personal  contact  with  them,  to  inspire 
them  with  his  ideals  for  the  business.  The  various  subordinates  have  to 
be  infused  with  the  spirit  of  the  head  of  the  combination,  understand 
the  application  of  the  broad  policies  and  basic  ideas  which  he  desires 
to  have  worked  out  in  the  several  plants,  made  to  feel  a  keen  sense  of 
responsibility  and  loyalty  to  the  combination.  When  the  managers  of 
the  various  plants  do  not  have  their  own  money  tied  up  in  the  property, 
there  is  a  double  difficulty  in  leading  them  to  devote  their  best  energy 
and  ability  to  their  position.  They  do  not  plunge  into  the  task  with  all 
their  strength  as  they  might  if  the  business  were  their  own.  Especially 
are  they  apt  to  assign  the  burdensome,  tedious,  aggravating  pai'ts  of  the 
position  to  others,  and  to  neglect  the  drudgeries  which  might  not  seem 
so  onerous  if  the  plant  actually  belonged  to  the  manager,  and  all  the 
pride  of  personal  fortune  were  at  stake.  In  cases  of  independent  cor¬ 
porations,  of  the  small  or  moderate  sized  variety,  no  amount  of  plugging, 
no  amount  of  indefatigable,  painstaking  effort  is  too  great  for  the  taste 
of  the  men  whose  all  is  at  stake  in  success  or  failure.  The  modern 
corporation  president  must  be  able  to  create  morale  among  his  subordi¬ 
nate  executives,  and  in  the  largest  business  organizations,  this  is  a  most 
difficult  task.  Big  business  is  largely  a  question  of  the  best  motives 
of  the  biggest  men  in  the  country.  And  the  problem  of  bringing  forth 
the  best  psychological  powers  of  executives,  yet  not  overstraining  the 
human  equipment ;  of  securing  maximum  efficiency  from  the  best  minds, 
yet  not  subjecting  them  to  a  business  unit  so  great  in  its  scope  as  to 
baffle  their  judgment  and  thwart  their  personality,  is  one  which  largely 
limits  the  size  to  which  modern  business  enterprises  can  successfully 
grow. 

The  psychological  difficulty  extends  down  the  line  from  the  topmost 
executive  to  the  common  laborer.  Foremen  are  men  subject  to  strong 
bonds  of  habit  and  tradition,  and  all  attempts  made  by  superiors  to 
better  their  contact  with  laborers  come  up  against  the  recalcitrance  and 
fixity  of  the  foreman’s  psychology.  In  the  mind  and  experience  of  the 
laborer,  the  foreman  represents  the  company,  and  is  the  symbol  of  what 
the  company  stands  for.  In  most  companies,  workers  are  at  the  mercy 
of  foremen,  bossed  by  them,  paid  by  them,  chosen  by  them,  fired  by 
them,  promoted  by  them,  and  in  the  eyes  of  workers,  modern  industrial 
autocracy  very  widely  means  simply  the  petty  tyranny  and  capricious 
domination  of  foremen.24  The  personal  touch  between  the  owner  and 
worker  in  the  small  plant  is  gone,  and  the  large  corporation  is  a  great 
impersonality,  interpreted  to  the  workers  through  the  medium  of  petty 
bosses  and  foremen. 

24  S.  Webb,  The  Works  Manager  Today,  p.  27.  See,  also,  Whiting  Williams, 
What’s  On  the  Worker’s  Mind?,  Chapters  11-14. 
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The  imperfect  human  relations  of  large  corporations  have  been 
prominent  factors  in  the  disappointments  and  failures  of  large  businesses 
in  the  past.  It  is  most  significant,  however,  that  in  recent  years,  and 
particularly  as  an  outgrowth  of  the  World  War,  pioneer  leaders  of  great 
corporations  have  demonstrated  the  practicability  of  a  new  science  of 
human  relations.  Many  leading  corporations  have  created  Departments 
of  Industrial  Relations,  the  basic  purpose  of  which  is  to  organize  the 
human  factor  in  industry.  Practical  experience  has  already  resulted  in 
a  body  of  scientific  principles  of  labor  management  applicable  in  the 
effective  treatment  of  the  human  industrial  problem.  This  body  of 
principles  calls  for  such  policies  as  the  inauguration  of  employees’  repre¬ 
sentation  in  the  form  of  works  councils  or  shop  committees,  the  adjust¬ 
ment  of  questions  of  hours  and  wages  in  frank  consultation  with  workers, 
the  systematic  stimulation  of  right  incentives  and  motives  in  the  worker, 
the  improvement  of  lighting,  heating,  ventilating  and  other  working  con¬ 
ditions,  the  development  of  confidence  in  company  policy  by  suggestion 
systems,  collective  bargaining,  medical  care,  vacations,  and  insurance  aid. 
This  new  science  of  human  administration  goes  far  toward  overcoming 
the  original  handicaps  of  large  business  organizations  in  dealing  with 
the  labor  factor.  Once  labor  has  been  brought  under  adequate  control, 
psychologically  speaking,  the  economies  of  large  scale  production  need 
not  be  confined  primarily  to  industries  operating  under  mechanical  and 
standardized  processes,  but  will  be  possible  to  an  increasing  degree  for 
industries  in  which  human  skill  and  personal  interest  are  major  factors. 
The  very  recent  developments  in  the  science  of  industrial  relations  have 
a.  direct  bearing,  therefore,  upon  the  most  efficient  size  of  business  units, 
and  upon  the  possible  economies  of  large  consolidations. 

The  trials  and  difficulties  of  large  business  lead,  moreover,  to  an 
analysis  of  some  of  their  fundamental  relations  to  banking  and  financial 
interests.  The  intimate  relations  established  between  new  corporation 
promotions  and  the  investment  bankers  and  syndicate  of  underwriters 
which  float  the  corporation  securities ;  the  banking  connections  of  boards 
of  directors  which  are  of  aid  in  the  maintenance  of  adequate  credit  for 
working  capital  purposes ;  the  ties  formed  between  I’ailroads  and  other 
corporations  and  their  bankers  during  periods  of  receivership  and  re¬ 
organization  ;  and  the  confinement  of  the  attention  of  boards  of  directors 
very  largely  to  questions  of  finance,  all  serve  to  subordinate  nearly  all 
other  corporation  problems  to  the  uppermost  problem  of  corporation 
finance.  The  history  of  the  financial  relations  of  the  great  American 
trusts  certainly  bears  out  the  broad  conclusion  of  the  English  economist, 
Alfred  Marshall,  that  “a  great  part  of  the  railways  and  the  chief 
manufacturing  and  mining  businesses  of  America  are  largely  under 
the  control,  for  good  and  evil,  of  a  comparatively  small  number  of  power¬ 
ful  financiers.”25 

This  control  is  widely  exercised  by  means  of  interlocking  directorates. 
All  the  members  of  a  bank’s  board  of  directors,  and  its  major  executive 

25  Industry  and  Trade,  p.  540. 
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officials  may  be  members  of  the  boards  of  anywhere  from  half  a  dozen  to 
half  a  hundred  corporations.  The  Clayton  Act  of  1914  prohibits  inter¬ 
locking  directors  between  corporations  which,  by  the  nature  of  their 
business,  are  actual  or  potential  competitors,  where  interlocking  direc¬ 
torates  might  tend  to  restrain  competition  unduly.  The  act  is  not  a 
sweeping  prohibition  of  all  interlocking  directorates,  but  only  such  as 
would  involve  the  building  of  monopoly  advantages  or  the  unreasonable 
restraint  of  competition.  Interlocking  directorates  are  still  permissible 
where  they  do  not  violate  this  prohibition,  and  hence  they  exist  at  present 
on  a  broad  scale,  and  are  important  financial  connecting  links  between 
corporations  and  financial  houses.  There  is  nothing  in  this  relationship 
which  indicates  a  “money  trust,”  or  a  conspiracy  of  bankers  to  domi¬ 
nate  the  business  of  the  country,  a  charge  which  is  often  loosely  made. 
The  true  significance  of  the  relationship  is  simply  that  “the  structure 
of  modern  capitalism  tends  to  throw  an  ever-increasing  power  into  the 
hands  of  the  men  who  operate  the  monetary  machinery  of  industrial 
communities,  the  financial  class.  ’  ’ 26 

The  financial  needs  of  the  large  consolidation  for  working  capital  are 
largely  accommodated  by  commercial  borrowing  from  banks ;  and  the 
greatest  vigilance  is  necessary  on  the  part  of  the  corporation’s  overseers 
to  have  ample  funds  available  to  pay  off  such  loans  when  due,  or  to  have 
the  state  of  the  business  strong  enough  to  make  bankers  feel  safe  in 
extending  loans  instead  of  exacting  prompt  payment.  In  times  of 
business  depression  or  crisis,  with  the  assets  of  a  corporation  depreciating 
in  value,  and  general  anxiety  throughout  the  banking  community,  the 
corporation  must  be  able  to  meet  promptly  its  commercial  credit  obliga¬ 
tions  in  case  the  banks  feel  it  necessary  to  liquidate  the  obligations. 
Failure  to  meet  the  obligations  when  demanded  means  a  state  of  in¬ 
solvency.  The  constructive  aid  of  affiliated  financiers  is  of  life-saving 
value  at  such  critical  periods,  and  in  numberless  instances,  a  lenient  and 
cooperative  attitude  on  the  part  of  the  financial  institutions  is  the  only 
factor  which  makes  it  possible  for  the  large  corporation  to  “round  the 
corner”  of  the  critical  period.  Moreover,  the  borrowings  of  the  cor¬ 
poration  for  purposes  of  fixed  capital,  such  as  buildings,  or  machinery, 
entail  certain  interest  charges  which  have  to  be  met  regularly.  Failure 
to  meet  the  interest  charges  means  a  state  of  insolvency.  The  ultimate 
source  of  payments  of  all  credit  obligations  is  the  earnings  of  the  cor¬ 
poration.  If  these  earnings  are  not  large  enough  to  meet  the  payments 
when  due,  no  matter  whose  the  fault,  the  corporation  is  ready  for  bank¬ 
ruptcy.  But  it  happens  with  any  number  of  corporations  and  their 
financial  backers  that  during  a  period  of  prosperity,  with  profits  running 
high  and  business  booming,  the  optimism  of  the  times  grips  the  imagi¬ 
nation  of  the  corporate  overseers,  and  impels  them  to  over-expansion, 
over-capitalization,  over-borrowing.  Time  and  again,  bankers  and  cor¬ 
poration  directors  prove  victims  of  their  own  psychology,  and  in  the 
great  tide  of  money  making  and  expanding  and  building  of  a  period  of 
26  J.  A.  Hobson,  The  Evolution  of  Modern  Capitalism,  pp.  235-257. 
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prosperity,  they  forget  the  law  of  business  cycles,  forget  that  a  little 
later  on  will  come  the  return  swing  of  the  pendulum,  with  depression, 
low  earnings  or  actual  losses,  hard  times,  tight  money,  and  general 
liquidation.  AVhen  the  turn  does  come,  the  financial  overseers  of  the 
corporation  try  often  to  keep  up  appearances  by  paying  dividends 
whether  they  have  been  earned  or  not,  and  this  effort  is  the  paramount 
immediate  cause  of  the  bulk  of  industrial  bankruptcies.27 

The  financial  interests  unfailingly  endeavor  to  keep  the  price  of 
securities  on  the  investment  market  at  desired  levels,  and  of  course  face 
the  problem  of  maintaining  ample  value  in  the  stocks  and  bonds  serving 
as  collateral  security  for  much  of  the  corporation’s  commercial  credit. 
Even  at  best,  with  all  financial  interests  unselfish,  and  devoting  intelli¬ 
gent  attention  to  the  welfare  of  the  consolidation,  the  financial  status 
of  the  corporation  must  be  painstakingly  safeguarded.  Under  less  favor¬ 
able  motives,  with  occasional  recklessness  or  selfishness  on  the  part  of 
dominant  financial  interests,  or  witli  excessive  greed  for  immediate  power 
or  profit,  the  financial  status  of  the  business  combination  has  in  numerous 
instances  been  deplorable.  In  certain  cases,  large  scale  fraud  in  the 
manipulation  of  securities,  and  speculation  where  conservatism  was 
sorely  needed  have  ruined  corporations,  and  brought  untold  loss  to 
innocent  and  helpless  investors.  New  England  people  will  not  soon 
forget  the  manipulations,  which  the  Interstate  Commerce  Commission  so 
vigorously  condemned,  in  the  affairs  of  the  New  York,  New  Haven  and 
Hartford  Railroad.28 

All  of  these  financial  complications  continually  present  grave  prob¬ 
lems  for  the  large  combinations  to  solve.  Their  relations  with  the  finan¬ 
cial  institutions  must  in  the  very  nature  of  the  case  be  fairly  intimate. 
The  large  consolidations  in  almost  every  line  of  industry  are  constantly 
drawn  into  close  contact  with  the  investment  and  commercial  bankers. 
The  influence  of  the  financiers  upon  the  directorates  of  modern  large 
corporations  is  a  natural  outcome  of  the  structure  of  corporate  insti¬ 
tutions.29 

From  all  the  foregoing  facts  and  considerations,  it  is  obvious  that 
many  of  the  large  consolidations  have  by  no  means  had  easy  sledding. 
Disappointments  from  unrealized  efficiencies  and  economies  have  been 
frequent,  and  illusions  about  rich  earnings  have  been  repeatedly  ex¬ 
ploded.  The  consolidation  movement  had  its  greatest  innings  at  a  period 
when  the  American  people  were  swept  off  their  feet  by  a  temporary  awe 
of  and  credulous  trust  in  bigness.  The  grandeur  of  size  caught  the 
imagination  of  bankers,  of  business  men,  and  of  the  people.  It  was 
accepted  without  proof  that  if  a  business  could  but  become  big  enough, 
its  economies  would  be  almost  unlimited  and  its  earnings  would  be  well- 
nigh  fabulous.  The  psychological  bubble  was  pricked  by  the  hardships 
of  costly  experience  and  the  disappointments  of  corporation  history. 

27  A.  Dewing,  Corporate  Promotions  and  Reorganisations,  pp.  546-557. 

2s  See,  also,  W.  Z.  Ripley’s  Trust  Pools  and  Corporations,  pp.  23-30. 

2»  H.  G.  Moulton,  Money  and  Hanking,  Chapter  XI. 
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Throug'li  all  the  period  of  consolidation  and  concentration,  those  trusts 
which  had  to  rely  for  their  success  mainly  upon  the  economies  and 
efficiencies  of  large  scale  operation  have  either  met  with  indifferent  suc¬ 
cess  or  have  failed  outright.  The  trusts  with  glowing  records  of  high 
dividends  and  huge  profits  are  usually  those  which  attained  a  substantial 
power  of  monopoly  over  prices,  and  which  held  a  position  from  which 
they  could  take  unfair  advantage  of  the  surviving  small  competitors. 
Either  this,  or  they  had  for  a  time  the  leadership  of  an  executive  of 
the  rarest  ability,  one  of  the  towering  captains  of  industry  of  the 
last  generation  in  America  who  had  the  genius  to  make  a  go  during  their 
lifetimes  of  an  otherwise  scarcely  profitable  consolidation.80 

The  part  which  management  plays  in  the  whole  economic  organization 
is  obviously  a  leading  one.  Management  is  today  divorced  from  owner¬ 
ship.  Owners  are  holders  of  corporate  securities,  and  need  have  no  direct 
interest  in  the  properties  nor  give  any  personal  attention  to  their  care 
and  government.  Managers  work  for  a  salary  primarily,  although  in 
places  they  also  are  interested  as  part  owners  in  the  business.  Directors 
of  banks  and  corporations  concern  themselves  mainly  with  financial 
matters,  leaving  questions  of  labor,  production  and  technique  to  the 
presidents,  vice-presidents  and  engineers  of  the  plants.  Profits  go,  not 
to  the  men  who  manage  the  business,  but  mainly  to  those  who  own  the 
business.  The  psychology  of  management  shows  that  bankers  and  cor¬ 
poration  executives  are  men  usually  of  great  intellectual  equipment,  but 
that  a  large  proportion  of  them,  or  all  of  them,  will  be  found  subject  to 
the  sway  of  customs,  traditions,  and  habits.  Optimism  gets  the  better 
of  them  during  periods  of  prosperity,  and  miscalculation  leads  their 
businesses  into  precarious  positions  repeatedly.  Inertia  and  prejudice 
keep  thousands  of  them  from  taking  up  with  the  latest  improvements  in 
machinery  and  technology  of  production,  and  their  frequent  inability  or 
unwillingness  to  master  the  technique  of  the  modern  science  of  manage¬ 
ment  causes  appalling  wastes  throughout  the  economic  system.  On  the 
other  hand,  modern  corporate  management  has  increased  the  produc¬ 
tivity  of  the  individual  worker  by  making  possible  the  large  scale  use  of 
machinery.  Modern  management  directs  the  economic  energies  of  society 
with  a  degree  of  efficiency  which  surpasses  any  other  form  of  economic 
government  that  men  have  yet  contrived. 

The  shortcomings  of  management  indicate  primarily  the  lines  of 
evolution  for  the  future.  The  recent  determination  of  management  to 
organize  human  relations  in  industry  is  an  admirable  example  of  the 
ability  of  management  to  adapt  itself  to  the  challenging  difficulties  of 
a  particular  period.  The  extremes  and  excesses  of  managerial  policy 
appear  to  be  coming  under  control.  The  tests  of  business  success  are  now 
more  than  ever  before  seen  in  the  growing  attitude  that  exploitation  of 
labor  as  a  means  of  reaping  profits  must  be  a  thing  of  the  past;  that 
abuse  of  investors’  money  deserves  criminal  prosecution;  and  that  mod- 

30  See  A.  Dewing’s  Corporate  Promotions  and  Reorganizations,  pp.  563-568. 
Also  W.  S.  Stevens’s  Industrial  Combinations  and  Trusts,  pp.  574-580: 
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eration  in  the  use  of  monopoly  advantages,  and  stability  rather  than 
exorbitance  of  prices,  is  desirable. 

In  days  gone  by,  capital  was  a  term  which  covered  both  management 
and  ownership.  Recent  economic  evolution  has  differentiated  managerial 
functions  as  a  distinct  and  separate  factor.  The  prime  requisite  of  suc¬ 
cessful  management  is  a  threefold  responsibility:  to  the  public,  courteous 
service,  standard  quality  of  goods,  reasonable  prices ;  to  the  owners,  safe¬ 
keeping  of  investments  and  moderate  profits;  to  the  laborers,  living 
wages,  democratic  treatment,  healthful  working  conditions,  a  creative 
interest  in  work.  The  day  when  the  responsibility  of  business  was 
selfishly  looked  upon  as  almost  an  exclusive  responsibility  to  owners, — 
a  responsibility  to  harvest  the  maximum  profits,  without  fear  or  favor, — 
is  beginning  to  pass.  The  modern  manager  of  the  best  type  recognizes 
a  threefold  responsibility  for  the  positive  benefit  of  laborers,  owners,  and 
consumers.  The  test  of  successful  management  is  the  discharge  of  this 
balanced  threefold  responsibility. 

The  characteristics  of  the  present  economic  period  reflect  again  and 
again  the  problem  of  the  size  of  the  business  organization.  The  question 
of  big  business  or  little  business  is  one  calling  for  incessant  attention. 
It  may  safely  be  declared  that  the  question  has  not  yet  been  fully  de¬ 
cided.  And  yet,  out  of  the  tendencies  and  developments  of  the  last 
decade,  certain  fundamental  lessons  stand  out  very  clearly.  The  large 
business  unit  has  come  to  stay.  A  return  to  the  old  days  of  laissez-faire 
competition  between  little  business  establishments  is  unthinkable.  A  new 
competition  has  come  into  activity, — a  competition  between  bigger  units. 
In  the  branches  of  industry  where  consolidation  has  gone  far,  the  biggest 
combinations  operate  in  the  same  field  with  a  dozen,  or  a  score,  or  a 
hundred  independents.  But  the  independents  themselves  are  larger, 
and  the  competition  which  now  exists  is  none  the  less  competition  because 
it  prevails  between  larger  business  units. 

For  a  time,  the  public  and  the  courts  seemed  inclined  to  destroy  big 
business  merely  because  of  its  size.  That  inclination  is  on  the  wane,  and 
in  its  place  has  come  the  more  matured  inclination  to  define  the  new 
rules  of  the  game  in  such  a  fashion  as  to  give  businesses  both  large  and 
small  a  chance  for  a  trial  of  strength  on  issues  of  efficiency  and  economy. 
The  Supreme  Court  has  declared  emphatically  that  under  the  Sherman 
Anti-Trust  Law  of  1890,  it  will  not  condemn  business  merely  because 
it  has  grown  large.  If  it  is  not  guilty  of  unfair  and  destructive  com¬ 
petition,  if  it  is  not  holding  its  position  because  of  unreasonable  restraint 
of  trade  or  undue  monopoly  power,  if  it  can  remain  large  or  grow  larger 
while  still  playing  the  game  under  the  new  rules ;  if  it  can  carry  on  its 
large  scale  enterprise  with  efficiency  under  those  rules,  it  may  continue 
in  existence,  no  matter  what  its  size.  The  size  of  maximum  efficiency 
will  vary  with  each  branch  of  economic  activity,  and  trial  and  experi¬ 
ment  alone  will  decide  in  each  case  where  the  point  will  lie.  Where 
modern  business  management  is  recalcitrant,  and  dodges  persistently 
the  rules  of  fair  dealing  with  competitors,  with  labor,  with  owners,  with 
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the  public,  the  instruments  of  public  control  are  not  wanting.  Regu¬ 
lating  commissions,  price  fixing  commissions,  public  service  commissions, 
publicity  and  investigating  commissions,  are  available  already,  and  others 
can  be  easily  created  by  a  public  acquainted  with  the  means  of  control 
set  up  to  meet  the  needs  of  the  country  during  the  period  of  the  World 
War.  The  blind  fear  of  monopoly  and  the  blind  trust  in  competition  are 
both  giving  way  to  a  discovery  that  there  is  something  useful  to  the 
economic  community  in  that  degree  of  monopoly  which  accompanies  large 
scale  business  or  which  takes  the  form  of  open  cooperation  between  con¬ 
cerns  in  a  given  line  of  trade ;  and  that  there  is  something  dangerous  in 
the  form  of  unbridled  competition  which  is  ruinous  and  deadly  for  the 
competitors. 

More  and  more,  the  modern  type  of  business  government  makes  room 
for  cooperation  in  economic  activity.  Business  can  still  compete,  yet  in 
many  matters  serve  the  community  and  itself  better  by  taking  counsel 
and  by  cooperation  which  will  bear  the  light  of  publicity.  Destructive 
competition  gives  way  to  constructive  competition ;  and  monopoly  in 
restraint  of  trade  gives  way  to  cooperation  in  the  aid  of  trade.  The 
new  standards  of  competition  and  the  new  standards  of  cooperation  are 
still  in  the  process  of  development  and  evolution,  but  their  features  ai*e 
now  distinct  enough  to  make  clear  that  a  change  in  the  units  and  types 
of  business  management  has  been  taking  place  in  recent  years.  The 
reconstruction  of  business  management  along  the  lines  of  responsibility 
to  consumers,  owners  and  workers  is  a  cardinal  feature  of  the  economic 
developments  of  the  last  generation. 
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CHAPTER  XXY 

MONEY  AND  CREDIT 

Money  is  anything  which  is  generally  acceptable  in  a  community  in 
exchange  for  all  other  goods  and  services.  The  one  distinguishing  char¬ 
acteristic  of  money  is  its  universal  exchangeability.  Whatever  has  this 
characteristic  is  money,  no  matter  whether  it  is  made  out  of  pure  gold 
or  merely  out  of  a  strip  of  yellow  and  green  paper.  If  an  article  passes 
freely  from  hand  to  hand  as  a  medium  of  exchange,  if  it  is  accepted 
readily  and  as  a  matter  of  course  in  payment  of  all  debts  and  obligations, 
then  that  article  is  money,  no  matter  what  its  color,  shape,  size,  or 
composition.  So  long  as  the  article  is  a  means  of  payment  that  cus¬ 
tomarily  is  transferable  without  question,  and  between  complete  strangers 
as  well  as  between  intimate  friends  has  the  power  to  buy  goods  under 
any  and  all  circumstances  of  ordinary  occurrence,  the  article  has  the 
money  characteristic.  A  paper  mark  or  ruble  worth  the  merest  fraction 
of  a  cent  is  money,  and  a  gold  dollar  or  a  silver  rupee  is  money.  It 
may  be  good  money,  it  may  be  bad  money,  it  may  be  disastrous  money, 
but  it  is  money  none  the  less. 

Four  main  forms  of  modern  money  may  be  noted.  (1)  The  precious 
metals  commonly  used  as  modern  money  are  silver  and  gold.  Such 
metallic  money  is  often  referred  to  as  specie.  Some  of  it  is  in  the  form 
of  coin,  but  most  of  it  is  not.  It  is  chiefly  bullion,  and  serves  its  money 
purpose  by  acting  as  a  reserve  for  the  various  forms  of  paper  money  or 
bank  credit.  A  relatively  small  proportion  of  our  total  gold  money 
reserves  is  coined,  and  a  still  smaller  proportion  is  in  actual  circulation. 
(2)  Government  paper  money  is  issued  in  most  countries,  and  is  a 
promise  by  the  Government  to  pay  specie  on  demand.  In  the  United 
States,  such  money  is  illustrated  by  United  States  Notes  or  the  so-called 
“Greenbacks,”  Treasury  Notes  of  1890, .or  silver  certificates.  Since  these 
forms  of  paper  money  are  Government  promises  to  pay  specie  money  on 
demand,  it  is  of  the  utmost  importance  that  this  promise  be  adhered 
to.  If  redemption  or  convertibility  is  not  maintained,  the  paper  certifi¬ 
cates  may  still  circulate  as  money,  but  usually  will  do  so  at  a  depreciated 
purchasing  power.  Depreciated  paper  money  is  none  the  less  money, 
no  matter  how  much  the  depreciation  may  be.  (3)  Banks  issue  paper 
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notes,  in  the  form  of  their  promises  to  pay  specie  money  on  demand.  A 
bank’s  promise  to  pay  circulates  in  ordinary  times  as  freely  as  a  Govern¬ 
ment’s  promise.  In  ease  of  panic,  any  kind  of  promise  to  pay  is  likely 
to  lose  the  public  confidence.  If  it  does,  there  occurs  a  run  on  the  banks 
and  on  the  Treasury  in  the  effort  to  get  specie.  At  such  a  time,  the 
general  acceptability  of  the  paper  promises  disappears  and  for  the  time 
being,  the  money  characteristic  of  the  paper  disappears.  That  situation 
is  chiefly  a  thing  of  the  past  in  the  United  States,  owing  to  progress  in 
banking  regulation  and  control.  Under  all  normal  circumstances,  bank 
notes  meet  the  test  of  money.  (4)  Fiat  money  is  any  money  whose 
supply  is  regulated  artificially  by  government  decree.  In  some  cases, 
fiat  money  may  be  simply  a  piece  of  paper  stating,  “This  is  so  much 
money.”  It  is  then  simply  a  printed  certificate,  without  any  pretense  at 
having  a  backing  in  any  commodity  such  as  gold  or  silver.  More  often, 
as  a  matter  of  historical  occurrence,  fiat  money  has  been  in  the  form  of 
a  promise  to  pay  money,  which  could  not  be  made  good.  It  has  been 
a  promise  in  name  but  not  in  fact.  Inconvertible  promises  to  pay  are 
money,  and  even  though  the  experience  of  history  has  not  found  them 
satisfactory  forms  of  money,  they  are  money  nevertheless.  If  Govern¬ 
ment  notes  or  bank  notes  become  inconvertible,  they  are  then  to  be 
considered  fiat  money  until  such  time  as  convertibility  may  be  resumed. 

Having  defined  what  money  is,  we  need  further  to  clarify  our  notion 
of  the  subject  by  observing  what  money  is  not.  It  is  not  personal  checks, 
promissory  notes,  drafts,  bills  of  exchange,  trade  or  bankers’  acceptances, 
book  credits,  or  bank  deposits  subject  to  check.  The  reason  why  these 
are  not  considered  as  money  is  the  fact  that  they  have  only  limited  ac¬ 
ceptability  in  exchange.  A  check  will  be  accepted  only  by  those  people 
who  have  reason  to  believe  that  the  drawer  of  the  check  is  good  for  the 
amount.  These  credit  instruments  have  circulation  only  within  those 
limited  circles  where  there  is  some  personal  knowledge  of  the  drawers 
of  the  instruments.  They  are  a  substitute  for  money  within  those  limited 
circles,  but  lacking  universal  acceptability  they  lack  the  distinguishing 
characteristic  of  money  itself. 

Although  for  purposes  of  economic  analysis  this  technical  distinction 
between  money  and  credit  is  essential,  nevertheless  we  must  recognize 
that  in  common  business  parlance  money  is  used  loosely  and  broadly  to 
include  all  kinds  of  credit.  When  business  refers  to  the  “money 
market,”  and  explains  that  “money  is  easy”  or  “money  is  tight,”  what 
is  really  meant  is  that  credit  is  “easy”  or  “tight”  as  the  case  may  be. 
Nine-tenths,  roughly  speaking,  of  all  trade  is  carried  on  with  credit,  and 
without  the  direct  intervention*  of  money  itself.  But  in  the  financial 
columns  of  the  newspapers  and  in  the  reports  of  banks,  “money”  is 
used  often  to  refer  to  all  forms  of  borrowing.  According  to  this  vocabu¬ 
lary,  money  includes  any  kind  of  borrowed  purchasing  power.  There 
is  no  objection  to  this  use  of  the  term,  even  from  the  standpoint  of  eco¬ 
nomics,  provided  the  distinction  is  clearly  made  between  universal  ac¬ 
ceptability  of  some  kinds  of  purchasing  power  and  limited  acceptability 
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of  others.  Business  men  often  make  this  distinction  by  referring  to 
specie  money  and  to  Government  and  bank  notes  as  “currency.”  These 
forms  of  payment  have  universal  acceptability.  We  have  no  quarrel  with 
business  usage,  but  for  purposes  of  economic  analysis  believe  it  is  clearer 
and  more  useful  to  limit  the  use  of  the  word  money  to  media  of  exchange 
of  universal  acceptability.  When  we  have  occasion  to  refer  to  all  forms 
of  media  of  exchange,  we  can  best  use  the  combined  phrase,  “money  and 
credit.”  Money,  technically  speaking,  is  that  which  has  universal 
acceptability;  credit  is  that  which  has  limited  acceptability.  The  two 
combined  give  the  total  medium  of  exchange. 

Evolution  of  the  Acceptability  of  Money. — General  acceptability 
is  a  product  of  growth  and  evolution.  Man  in  the  stone  ages  had  no 
medium  of  exchange.  His  trade  was  barter.  Money  was  a  gradual 
invention,  aimed  at  overcoming  the  difficulties  of  barter.  The  first 
articles  that  were  discovered  as  usable  for  medium  of  exchange  purposes 
were  commodities  of  beauty  or  of  physical  necessity.  Shells  were  an 
early  form  of  money.  They  were  used  as  ornaments  because  of  their 
beauty,  and  they  were  used  as  money  because  their  beauty  gave  them 
general  acceptability  as  a  means  of  payment.  Salt  and  skins  were  at 
times  used  as  money.  Their  necessity  for  purposes  of  food  or  clothing 
created  for  them  general  acceptability  as  a  means  of  payment.  Ridge¬ 
way  has  shown  that  for  some  thousands  of  years,  the  money  unit  of 
chief  importance  in  the  whole  Mediterranean  region  was  the  ox.  Even 
after  gold  came  into  active  circulation,  the  gold  unit  was  simply  that 
weight  of  gold  which  was  considered  to  have  a  value  equal  to  one  ox. 
Before  gold  and  silver  came  into  common  use  as  money,  other  metals, 
as  iron  and  copper,  had  been  used.  In  the  American  colonies,  many 
different  articles  served  the  purpose  of  money.  Wampum  in  trade  with 
the  Indians,  rice  in  South  Carolina,  tobacco  in  Virginia,  beaver  skins 
and  corn  in  Massachusetts  and  New  York,  are  examples  of  the  colonial 
currency.  When  gold  came  into  common  use  as  money  in  the  United 
States,  the  unit  of  measurement  was  at  first  a  pinch  of  gold  dust,  and 
later  a  slug  or  nugget  of  gold.  Gold  coin  of  standard  weight  and  fine¬ 
ness  was  the  result  of  government  authorization,  and  today  the  bulk  of 
the  gold  money  supply  is  in  the  form  of  bullion  reserves  which  are  back¬ 
ing  for  paper  money  and  bank  credit. 

In  the  leading  industrial  countries,  gold  has  come  to  be  the  preferred 
form  of  specie  money.  The  I’eason  is  that  gold  combines  in  the  best  pro¬ 
portion  the  various  qualities  required  of  a  good  money.  But  at  the  same 
time  that  gold  is  the  best  money,  it  serves  its  money  purpose  indirectly. 
Gold  itself  is  in  actual  circulation  to  only  a  trivial  amount.  It  is  backing 
for  silver,  nickel,  and  copper  coin;  for  paper  money;  and  for  bank 
credit.  Gold  for  the  most  part  supports  the  active  circulation  of  these 
forms  of  medium  of  exchange,  but  is  not  itself  in  active  circulation. 

The  Qualities  of  a  Good  Money. — The  requisite  qualities  of  a  good 
money  may  be  listed  as  follows: 

(1)  Utility.  A  money  commodity  has  value  for  its  own  inherent 
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qualities.  Gold  lias  the  quality  of  beauty,  which  makes  the  metal  uni¬ 
versally  desirable  for  ornament.  It  also  has  qualities  which  make  it 
useful  in  the  industrial  arts. 

(2)  Portability.  A  money  commodity  should  be  easy  to  handle  and 
to  carry  from  place  to  place.  In  this  respect,  gold  is  much  superior  to 
iron,  oxen,  and  other  commodities  which  preceded  it.  In  proportion  to 
its  value  in  exchange,  an  ounce  of  gold  is  lighter  than  almost  any  other 
metal.  Gold  has  great  value  in  small  bulk.  A  dollar  in  gold  coin  is  so 
small  that  it  is  highly  inconvenient  to  handle,  and  gold  coin  of  smaller 
dimensions  would  have  to  be  as  thin  as  tissue  paper.  But  for  larger 
transactions,  gold  is  too  heavy  for  convenience.  To  settle  a  debt  of 
$10,000,  a  man  would  be  obliged  to  lug  a  sack  of  gold  weighing  about 
thirty  pounds.  Paper  money  or  checks  will  settle  the  same  debt  with 
perfect  ease. 

(3)  Indestructibility .  A  money  commodity  must  be  durable,  and  be¬ 
yond  the  power  of  moth  or  rust  to  corrupt.  In  active  circulation,  a  gold 
coin  would  not  wear  out  until  several  thousand  years  of  service  had 
passed.  In  the  form  of  bullion  reserves,  the  deterioration  of  gold  is 
practically  negligible.  Paper  money  is  highly  destructible,  but  is  also 
replaceable  at  small  cost.  This  replaceability  of  paper  and  indestructi¬ 
bility  of  its  gold  backing  has  proved  to  be  an  effective  money  combination. 

(4)  Uniformity.  A  money  commodity  should  be  of  the  same  quality 
in  all  its  parts,  so  that  equal  weights  will  always  have  a  uniform  value. 
Gold  is  reducible  to  a  standard  fineness,  and  then  possesses  ideal  uni¬ 
formity.  Paper  money  is  printed  by  a  standard  design  and  is  convertible 
into  a  standard  unit  of  gold. 

(5)  Divisibility.  A  money  commodity  sliovdd  be  capable  of  being 
cut  up  into  small  portions  without  thereby  destroying  its  value.  To  cut 
up  beaver  skins  or  oxen  would  be  to  destroy  their  value  for  trade,  or  for 
the  other  purposes  for  which  they  are  normally  desired.  Gold  may  be 
divided  into  portions  large  or  small,  without  impairing  in  the  least  the 
value  of  the  metal.  In  actual  practice,  the  bulk  of  the  gold  supply  is 
not  divided  into  small  bits  for  coins,  but  is  divided  into  bars  of  bullion, 
of  standard  fineness.  Alloys  of  other  metals  meet  the  purpose  of  small 
coins  because  of  their  more  convenient  size.  Divisibility  is  attained  in 
paper  money  without  change  of  size,  but  merely  by  change  of  the  amount 
stamped  upon  the  face  of  the  note. 

(6)  Cognizability.  A  money  commodity  should  be  difficult  to  coun¬ 
terfeit,  deface,  or  mutilate,  and  easy  to  recognize  by  any  one  at  its  exact 
value.  Gold  and  subsidiary  coin  meet  this  test  by  having  the  edges  of 
the  coin  milled  and  the  faces  of  the  coin  stamped.  Any  doubt  as  to  the 
fineness  of  gold  can  be  quickly  resolved  by  any  jeweler’s  test.  Paper 
money  is  made  with  a  distinct  texture  and  pattern,  and  imitations  are 
usually  detected  quickly  as  soon  as  the  bills  pass  through  skilled  fingers. 
Even  with  this  precaution,  however,  the  alert  effort  of  the  Secret  Service 
is  necessary  in  order  to  suppress  counterfeiting. 

(7)  Stability  of  Supply.  A  money  commodity  should  not  be  subject 
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to  violent  fluctuations  in  supply,  because  these  in  turn  cause  violent  fluc¬ 
tuations  of  value  or  purchasing  power.  Gold  mining  cannot  turn  out  a 
new  supply  at  the  most  that  will  alter  the  total  supply  of  gold  in  any 
one  year  by  more  than  about  three  to  five  per  cent.  Over  a  period  of 
decades,  however,  gold  mining  causes  fluctuations  of  supply  which 
produce  wide  changes  in  the  value  of  the  dollar.  In  this  respect,  gold 
is  an  imperfect  money  commodity,  but  comparatively  speaking,  it  is 
less  imperfect  than  any  other  metal  that  might  be  used.  The  supply  of 
paper  money  is  determined  by  the  will  of  the  government  to  run  its 
printing  presses  and  by  the  determination  of  the  banks  to  expand  their 
note  issues.  The  temptation,  as  shown  by  history,  is  to  over-issue,  and 
over-issue  in  turn  produces  inflation. 

(8)  Elasticity.  A  money  commodity  should  expand  and  contract  in 
volume  in  proportion  to  the  expansion  and  contraction  of  the  volume 
of  business.  Stability  and  elasticity  are  not  contradictory  money  quali¬ 
ties.  They  are  closely  inter-related.  The  money  supply  should  be  elastic 
enough  to  change  in  order  to  meet  the  changing  needs  of  business,  but 
should  not  be  so  unstable  as  to  undergo  violent  fluctuations  in  value. 
Elasticity  is  best  secured  by  regulation  of  note  issue  by  government  and 
banks  with  regard  to  the  need  of  business.  The  visible  sign  that  elasticity 
and  stability  are  being  attained  is  that  the  price  level  remains  fairly 
stable  and  constant. 

Reasons  for  the  General  Acceptability  of  Paper  Money. — Con¬ 
vertible  paper  money  has  general  acceptability  for  three  main  reasons. 
First,  and  most  important,  such  paper  money  is  a  promise  to  pay  a 
universally  acceptable  commodity,  namely,  specie.  Confidence  in  the 
power  to  redeem  these  paper  notes  on  demand  in  gold  underlies  every¬ 
body’s  willingness  to  accept  the  paper  notes  in  payment  for  goods  and 
services.  But  this  confidence  in  the  gold  backing  of  paper  money  is  not 
the  only  factor  in  securing  its  general  circulation.  A  second  factor  is 
confidence  that  the  paper  money  will  itself  have  general  purchasing 
power  over  goods  and  services.  This  confidence  that  the  paper  money 
will  command  goods  and  services  in  exchange  is  the  outgrowth  of  habit 
and  custom.  In  passing  paper  money  freely  from  hand  to  hand,  people 
do  not  reason  back  to  the  fact  that  they  can  convert  the  paper  into  gold, 
but  merely  act  upon  the  assumption  confirmed  by  custom  that  the  paper 
money  will  itself  buy  whatever  goods  and  services  they  want.  Command 
over  goods  plus  convertibility  into  gold  leads  to  the  general  acceptability 
of  paper  money.  There  is  a  third  factor,  which  can  be  described  as 
confidence  in  the  authority  issuing  the  paper  money.  Confidence  in  the 
government  and  confidence  in  the  banks  is  essential  for  the  general 
acceptability  of  paper  money.  This  confidence  is  chiefly  a  product  of 
the  general  state  of  public  opinion  and  of  the  stability  of  government 
and  business.  It  is  reinforced  by  the  specific  edict  of  government  that 
certain  forms  of  paper  money  shall  be  legal  tender,  that  is,  shall  be 
accepted  by  debtors  in  payment  of  debts.  But  the  legal  tender  edict 
cannot  create  confidence,  it  can  merely  l’einforce  confidence  which 
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already  exists.  In  the  United  States  non-legal  tender  forms  of  paper 
are  just  as  acceptable  in  all  ordinary  events  as  legal  tender  forms.  Con¬ 
fidence  in  goverwmeyit  and  banks  plus  confidence  in  the  power  to  com¬ 
mand  goods  plus  confidence  in  the  convertibility  of  paper  gives  the  three¬ 
fold  basis  for  the  general  acceptability  of  convertible  paper  money. 

The  acceptability  of  inconvertible  paper  rests  upon  two  of  these 
supports,  namely,  confidence  in  command  over  goods  and  services  and 
confidence  in  government  and  the  banking  system.  The  Greenbacks 
during  and  immediately  following  the  Civil  War  were  inconvertible 
paper.  They  possessed  general  acceptability,  though  at  a  depreciated 
value,  and  were  the  active  currency  of  the  time.  Although  inconvertible 
for  a  number  of  years,  there  was  public  confidence  that  in  the  course  of 
time  they  would  be  made  convertible.  There  was  confidence  in  ultimate 
convertibility.  However,  it  is  possible  for  pure  fiat  money  to  circulate 
when  there  is  no  promise  of  even  ultimate  convertibility.  It  is  possible, 
but  the  experience  of  the  world  indicates  that  it  is  unwise  until  we  know 
more  perfectly  how  to  regulate  the  issue  of  such  paper  and  how  to 
control  its  value.  Money  can  be  made  to  circulate  without  gold  backing 
and  without  convertibility  or  the  hope  of  convertibility,  but  the  effect  of 
its  circulation  has  always  tended  to  be  violent  fluctuations  in  value, 
excessive  inflation,  and  ruinous  uncertainty  about  the  business  future. 

Coinage. — A  precious  metal  used  as  the  money  standard  is  given 
free  coinage.  The  word  “free”  in  this  case  does  not  mean  without  cost 
to  those  who  bring  the  metal  to  be  coined  but  means  without  limit  as  to 
the  quantity  that  will  be  accepted  for  coinage.  If  coinage  is  carried  on 
without  any  charge  for  the  minting  process,  it  is  said  to  be  gratuitous 
coinage.  If,  however,  a  person  brings  to  the  government  gold  which  is 
not  of  standard  fineness,  he  must  pay  the  expense  of  the  alloy  and  of 
the  refining  process  to  make  the  metal  nine-tenths  fine.  This  charge  is 
known  as  brassage.  In  the  United  States,  coinage  of  gold  is  both  free 
and  gratuitous,  but  getting  the  gold  ready  for  coinage  is  subject  to  the 
brassage  charge.  If  the  holder  of  bullion  takes  to  the  mint  gold  of 
standard  fineness,  he  is  entitled  to  receive  without  charge  the  same 
weight  of  gold  in  the  form  of  coin.  In  many  countries,  coinage  is  made 
a  source  of  government  revenue  by  imposing  what  is  known  as  a 
seignorage  charge.  The  revenue  is  collected  by  retaining  in  the  hands 
of  the  government  a  certain  fraction  of  the  bullion  presented  for  coinage. 
The  coins  returned  to  the  person  who  presented  the  bullion  contain  less 
specie  than  he  turned  over  to  the  government.  The  difference  represents 
revenue  to  the  government,  just  as  any  form  of  taxation.  Seignorage  is 
a  tax.  Seignorage  is  not  applied  in  the  United  States  to  gold  coins,  but 
is  applied  to  the  subsidiary  coins  of  other  metals.  Silver,  nickel  and 
copper  coins  contain  a  quantity  of  specie  which  is  less  in  value  than  the 
face  value  of  the  coin  in  circulation.  As  a  means  of  keeping  the  specie 
value  less  than  the  currency  value,  such  coins  have  to  be  limited  in 
quantity.  In  modern  countries,  the  major  portion  of  gold  bullion  is 
not  coined  at  all,  but  is  held  in  bank  reserves  and  Treasury  vaults  as 
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gold  bullion.  The  holder  of  bullion  sells  the  metal  outright  to  the  gov¬ 
ernment  and  receives  in  return  the  proper  amount  of  certificates  or  notes 
redeemable  in  gold. 

In  the  United  States,  all  coins  other  than  gold,  and  in  denominations 
less  than  $1,  are  subsidiary.  Their  metal  content  is  worth  less  as  specie 
than  as  currency.  The  quantity  permitted  in  circulation  is  limited  so 
as  to  prevent  their  depreciation  in  value.  They  are  legal  tender  in 
limited  amounts.  And  directly  or  indirectly,  they  are  redeemable  in 
gold.  Consequently  they  have  a  value  as  money  on  a  par  with  gold 
coin  itself.  The  subsidiary  coins  of  the  United  States  are  the  silver  half- 
dollar,  quarter-dollar  and  dime,  the  nickel  and  the  cent.  The  silver 
dollar  is  not  subsidiary  coin,  but  resembles  it  in  every  respect  except 
that  the  silver  dollar  is  legal  tender  in  unlimited  amounts.  Subsidiary 
silver  coin  is  legal  tender  for  amounts  not  exceeding  $10  in  one  payment. 
Subsidiary  nickels  and  cents  are  legal  tender  only  for  twenty-five  cents 
in  one  payment. 

Token  money  is  a  term  often  loosely  applied  to  all  forms  of  sub¬ 
sidiary  money.  It  is  used,  however,  in  the  more  strict  monetary  sense, 
to  apply  only  to  those  coins  made  from  the  baser  metals,  as  nickel, 
copper,  and  bronze.  In  the  United  States,  token  money  in  this  strict 
sense  includes  the  nickel  and  the  cent. 

Kinds  of  Money  in  the  United  States. — The  table  on  page  500  shows 
the  stock  of  money  in  the  United  States,  the  portion  of  this  stock  in  the 
hands  of  the  banks  and  the  Treasury,  the  portion  in  active  circulation, 
and  the  per  capita  amount  of  money  in  circulation  on  March  1,  1924. 

In  1914,  more  than  90  per  cent  of  the  stock  of  money  was  in  circu¬ 
lation,  whereas  in  1924  only  about  50  per  cent  of  the  stock  was  in 
circulation.  The  great  decrease  in  proportion  of  circulation  to  stock 
of  money  was  due  chiefly  to  the  heavy  imports  of  gold.  The  inflow  of 
gold  expanded  reserves  much  more  than  active  circulation.  The  Federal 
Reserve  banks  tried  to  keep  the  circulation  within  restraint  in  order  to 
avoid  further  inflation  of  the  dollar.  Under  this  policy,  although  the 
total  stock  of  money  more  than  doubled,  the  amount  in  circulation  per 
capita  increased  only  from  $34  to  $42.  All  kinds  of  money  in  the  total 
stock  are  kept  on  a  parity  of  value  with  gold  because  of  the  fact  that 
they  are  directly  or  indirectly  exchangeable  for  gold  coin  or  bullion  at 
their  face  value. 

The  table  indicates  seven  different  kinds  of  paper  money  in  circu¬ 
lation  at  the  date  specified : 

(1)  Gold  certificates  represent  less  than  15  per  cent  of  the  per  capita 
circulation.  They  are  backed  dollar  for  dollar  by  gold  coin  or  bullion 
held  in  the  United  States  Treasury.  They  are,  in  effect,  warehouse  re¬ 
ceipts  for  gold.  They  are  used  for  relatively  large  payments,  being 
issued  in  denominations  ranging  from  $10  to  $10,000. 

(2)  Silver  certificates  represent  less  than  10  per  cent  of  the  per 
capita  circulation.  They  are  backed  by  an  amount  of  silver  which  if 
coined  would  be  equivalent  dollar  for  dollar  to  the  certificates.  They 
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are  practically  warehouse  receipts  for  silver.  The  inconvenience  of  using 
heavy  silver  dollar  coins  leads  people  to  prefer  silver  certificates  instead. 
They  are  used  for  relatively  small  payments,  being  issued  for  the  most 
part  in  denominations  of  $1,  $2,  $5,  and  $10. 


Stock  op  Money  and  Circulation  op  Money  in  the  United  States  * 

as  op  March  1,  1924 

.(Source:  United  States  Treasury  Department  circulation  statement) 


Kind  of  Money 

Stock  of  Money1 

Money  Held  by 
the  U.  S.  Treas¬ 
ury  and  the 
Federal  Reserve 
System  2 

Monev  in  Circulation 
Mar.  1,  1924 

Amount 

Per 

Capita 

Gold  coin  and  bul- 

lion  . 

$4,338,127,791 3 

$3,922,080,365 

$416,047,426 

$3.71 

Gold  certificates  . . 

(1,038,426,519)  4 

405,173,980 

633,252,539 

5.64 

Standard  silver  dol- 

lars  . 

500,369,769 

444,459,829 

55,909,940 

368,750,342 

.50 

Silver  certificates  . 

(406,834,697)  4 

38,084,355 

3.29 

Treasury  notes  of 

1890  . 

(1,436,526)  4 

1,436,526 

.01 

Subsidiary  silver  . 

277,567,439 

26,030,072 

251,537,367 

2.24 

United  States  notes 

346,681,016 

44,276,933 

302,404,083 

2.70 

Federal  reserve 

notes . 

2,547,961,170 

517,142,944 

2,030,818,226 

18.10 

Federal  reserve 

bank  notes . 

12,649,170 

558,558 

12,090,612 

.11 

National  bank  notes 

774,419,202 

38,888,517 

735,530,685 

6.55 

Total . 

$8,797,775,557 

$5,436,695,553 5 

$4,807,777,746 

$42.85 

Comparative  totals 

July  1,  1914  . . . 

$3,738,288,871 

$1,843,452,323 5 

$3,402,015,427 

$34.35 

Jan.  1,  1879  . . . 

1,007,084,483 

212,420,402  s 

816,266,721 

16.92 

*  Federal  Reserve  Bulletin,  April,  1924,  p.  318. 

1  Includes  United  States  paper  currency  in  circulation  in  foreign  countries  and  the 
amount  held  by  the  Cuban  agencies  of  the  Federal  Reserve  banks. 

2  Includes  money  held  by  the  Cuban  agencies  of  the  Federal  Reserve  banks  of  Boston 
and  Atlanta. 

3  Does  not  include  gold  bullion  or  foreign  coin  outside  of  vaults  of  the  Treasury, 
Federal  Reserve  banks,  and  Federal  Reserve  agents. 

4  These  amounts  are  not  included  in  the  total  since  the  money  held  in  trust  against 
gold  and  silver  certificates  and  Treasury  notes  of  1S90  is  included  under  gold  coin  and 
bullion  and  standard  silver  dollars,  respectively. 

5  Includes  gold  held  in  trust  against  gold  certificates  and  standard  silver  dollars  held 
in  trust  against  silver  certificates  and  Treasury  notes  of  1890,  the  aggregate  of  which 
should  be  deducted  from  the  sum  of  money  held  by  the  United  States  Treasury  and  the 
Federal  Reserve  System  and  money  in  circulation  to  arrive  at  the  stock  of  money  in  the 
United  States.  The  amounts  of  such  gold  and  silver  held  in  trust  as  of  the  date  of  this 
statement  are  shown  in  parentheses  in  the  first  column. 


(3)  Treasury  notes  of  1890  have  almost  entirely  disappeared  from 
circulation.  They  were  originally  issued  under  the  Sherman  Act  of 
1890,  and  have  been  gradually  retired  since  1900  by  the  substitution  of 
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silver  certificates.  Of  an  original  issue  of  $155,900,000,  there  remain 
outstanding  less  than  $1,500,000. 

(4)  United  States  notes,  or  the  Greenbacks  as  they  are  commonly 
known,  are  a  legacy  of  the  Civil  AVar  issue  of  fiat  paper  money.  They 
were  not  redeemable  in  gold  from  1862  to  1879,  but  in  the  latter  year 
gold  redemption  was  established.  They  make  up  only  about  6  per  cent 
of  the  present  per  capita  circulation.  The  quantity  in  existence  is  fixed 
and  inelastic,  and  in  the  interests  of  sound  money,  it  would  be  advan¬ 
tageous  to  discard  them  and  substitute  Federal  Reserve  notes.  A  re¬ 
serve  fund  of  $150,000,000  in  gold  is  set  aside  as  a  normal  backing  for 
the  $346,000,000  of  Greenbacks  in  existence. 

(5)  The  Federal  Reserve  notes  make  up  nearly  one-half  of  the  per 
capita  circulation.  They  are  the  largest  single  form  of  money  in  circu¬ 
lation.  They  may  be  backed  either  by  gold  alone,  or  by  a  combined 
reserve  of  gold  and  commercial  paper.  These  notes  are  the  chief  form 
of  money  which  expands  and  contracts  in  harmony  with  the  expansion 
and  contraction  of  the  general  business  of  the  country. 

(6)  Federal  Reserve  Bank  notes  were  intended  gradually  to  displace 
National  Bank  notes.  This  effect  has  not,  however,  resulted  to  any 
material  extent,  and  the  outstanding  issue  of  National  Bank  notes 
remains  practically  the  same  today  as  when  the  Federal  Reserve  Act 
was  passed.  The  amount  of  Federal  Reserve  Bank  notes  in  circulation 
is  a  fraction  of  1  per  cent  of  the  total  per  capita  circulation.  The  back¬ 
ing  for  such  notes  is  a  5  per  cent  gold  redemption  fund  in  the  Treasury 
and  a  deposit  of  100  per  cent  of  the  note  issue  in  eligible  government 
bonds. 

(7)  The  National  Bank  notes  have  persisted  in  circulation  without 
substantial  decrease  in  volume,  and  make  up  more  than  15  per  cent  of 
the  per  capita  circulation.  Their  backing  is  the  same  in  form  as  that 
of  the  Federal  Reserve  Bank  notes.  They  are  an  inelastic  form  of 
note  issue,  and  because  of  their  inelasticity,  it  has  been  the  purpose  of 
the  Federal  Reserve  System  gradually  and  ultimately  to  retire  the  bulk 
of  such  notes  from  circulation. 

Legal  Tender. — Those  forms  of  money  are  called  “legal  tender” 
which  all  creditors  are  required  to  accept  as  settlement  of  debts  owing 
to  them.  Legal  tender  in  the  United  States  includes  gold  coin,  silver 
dollars,  ti’easury  notes  of  1890,  United  States  notes  and  gold  certificates. 
Subsidiary  silver  coins  are  legal  tender  up  to  ten  dollars  and  token 
coins  are  legal  tender  up  to  twenty-five  cents.  Legal  tender  does  not 
include  silver  certificates,  although  the  fact  that  the  silver  coin  back  of 
them  is  full  legal  tender  makes  the  certificates  themselves  equivalent  to 
legal  tender.  Federal  Reserve  notes,  Federal  Reserve  bank  notes,  and 
National  bank  notes  are  not  legal  tender,  but  these  money  forms  are 
receivable  by  the  government  for  public  dues.  The  legal  tender  quality 
of  money  is  often  assumed  to  be  the  cause  of  its  value.  People  are  prone 
to  believe  that  money  has  value  because  the  government  is  back  of  it. 
The  government  backing  helps  to  maintain  the  general  acceptability  of 
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the  money  in  circulation  but  does  not  determine  the  value  at  which  it 
shall  be  accepted.  Its  value  is  determined  by  the  scarcity  of  the  amount 
of  money  issue,  not  by  the  government  backing.  This  distinction  was 
brought  out  clearly  by  the  inflation  of  the  World  War.  Paper  marks 
and  francs  were  legal  tender  notes,  and  had  government  backing,  but 
this  did  not  prevent  at  all  their  depreciation  when  they  were  issued  to 
excess.  Nor  did  government  backing  of  the  Greenbacks  in  the  Civil 
War  period  prevent  their  depreciation  in  value  when  they  were  issued 
to  excess.  The  lesson  of  experience  is  clear  that  fiat  money  cannot  be 
made  to  have  a  certain  value  or  purchasing  power  by  declaring  it  legal 
tender.  If  the  fiat  money  is  over-issued  it  will  depreciate  in  value, 
whether  it  is  legal  tender  or  not.  What  is  true  of  fiat  money  is  equally 
true  of  gold  money.  The  legal  tender  quality  aids  the  acceptability  of 
money  but  does  not  sustain  its  value. 

The  Functions  of  Money. — The  primary  function  of  money  is  to 
maintain  the  continuous  maximum  production  of  the  kinds  of  goods  con¬ 
sumers  want  and  the  continuous  flow  of  those  goods  into  consumers’ 
hands.  All  other  services  of  money  are  contributory  to  this  function. 
The  end  all  and  be  all  of  money  is  to  keep  the  machinery  of  production 
going  at  full  capacity  and  in  proper  balance.  The  money  function  is 
fundamentally  a  production  function.  Unless  it  sustains  the  maximum 
output  of  the  commodities  serviceable  for  human  use,  it  fails  to  fulfill 
the  duty  which  rests  upon  it.  When  factories  are  idle,  when  millions 
of  men  are  out  of  work,  when  production  is  cut  to  a  fraction  of  capacity, 
then  money  is  one  of  the  governing  factors  which  has  failed  to  do  its 
work.  It  is  the  work  of  money  to  insure  the  steady  making  of  goods  for 
human  use.  The  function  of  money  is  to  maintain  continuous,  maximum, 
balanced  production. 

In  present-day  life,  money  does  not  by  any  means  fulfill  this  function 
completely.  It  falls  short  of  the  work  cut  out  for  it.  As  stated  by 
Wesley  C.  Mitchell,  “With  all  its  efficiency  the  money  economy  has  a 
fundamental  defect — it  warps  the  aim  of  our  economic  activity.  What 
we  want  as  human  beings  is  to  make  serviceable  goods.  What  we  are 
compelled  to  do  as  citizens  of  the  money  economy  is  to  make  money. 
And  when  for  any  reason  it  is  not  profitable  to  make  goods,  Ave  are 
forced  to  sacrifice  our  will  as  human  beings  to  our  will  as  money  makers. 
That  is  the  heart  of  the  paradox.”  1  At  present,  the  profit  aim  of  busi¬ 
ness  is  to  make  as  many  dollars  as  possible.  Sometimes  avc  can  make 
more  dollars  by  making  more  goods.  Then  money  is  doing  its  work  Avell. 
Sometimes  we  can  make  more  dollars  by  making  fewer  goods.  Then 
money  is  doing  its  work  badly.  Money  forbids  the  production  of  goods 
beyond  the  point  Avhere  they  can  be  sold  for  a  present  profit.  The 
money  problem  is  how  to  minimize  this  defect  in  the  money  system,  and 
hoAv  to  insure  that  the  making  of  dollars  of  profit  shall  be  synonymous 
Avith  the  making  of  the  largest  possible  quantity  of  goods  for  human 
use.  The  function  of  money  is  to  maintain  maximum  production,  and 
1  Wesley  C.  Mitchell,  Stabilization  of  Business,  p.  53. 
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the  defect  of  money  in  meeting  that  function  is  that  often  the  making  of 
more  money  profits  demands  the  making  of  fewer  goods  than  human 
need  and  want  requires. 

The  other  functions  of  money  are  here  listed  as  contributory  func¬ 
tions,  since  their  only  significance  arises  from  the  fact  that  they  con¬ 
tribute  to  the  productive  function  of  money.  These  functions  are  to 
serve  as  a  medium  of  exchange,  as  a  measure  of  values,  as  a  stabilizer 
of  value,  as  a  store  of  value,  and  as  a  standard  of  deferred  payment. 

(1)  A  Medium  of  Exchange.  When  a  medium  of  exchange  was  in¬ 
troduced  into  the  system  of  barter,  the  result  was  something  much  more 
complex  than  merely  a  system  of  barter  plus  a  medium  of  exchange. 
The  new  medium  of  exchange  not  only  facilitated  the  exchange  of  goods 
for  goods  under  certain  conditions,  but  under  other  conditions  un¬ 
balanced  and  obstructed  the  exchange  of  goods  for  goods.  It  is  now¬ 
adays  a  commonplace  to  have  warehouses  bulging  with  quantities  of 
goods  which  cannot  be  exchanged  for  money  or  for  goods.  Earlier 
writers  often  stressed  the  obsolete  notion  that  “money  is  in  reality  noth¬ 
ing  more  than  a  medium  of  exchanging  one  kind  of  goods  for  another 
kind,  and,  after  all,  the  fundamental  form  of  exchange  is  barter.  The 
final  outcome  is  nothing  more  than  the  exchange  of  goods  for  goods.”2 
The  modern  money  economy  is  quite  different  from  a  mere  system  of 
barter  in  which  money  serves  as  a  term  of  comparison.  The  money 
economy  rests  upon  the  exchange  of  goods  for  money.  That  is  the  end 
of  the  transaction.  A  new  transaction  begins  when  the  money  is  later 
exchanged  for  other  goods.  Between  these  two  separate  and  complete 
transactions  lies  a  sea  of  hazards  and  uncertainties.  After  the  goods 
have  been  exchanged  for  money,  who  knows  how  soon  the  money  will  in 
turn  be  exchanged  for  new  goods'?  Where  will  the  second  exchange  take 
place?  What  kinds  of  goods  will  be  demanded  in  exchange  for  the 
money?  The  when,  the  where,  and  the  what  for  are  the  great  un¬ 
knowns.  And  because  they  are  unknown,  there  occurs  an  unbalancing 
of  supply  and  demand.  There  arises  an  over-supply  of  one  kind  of  goods 
and  an  under-supply  of  another  kind  of  goods,  maladjustment  and  mis¬ 
calculation,  obstruction  and  stagnation  of  goods.  This  use  of  a  medium 
of  exchange  “is  always  a  means  of  deferring  and  sometimes  a  means  of 
defeating  the  completion  of  an  exchange  of  goods  for  goods.”3  The 
medium  of  exchange  per  se  is  no  guarantee  that  production  and  exchange 
of  goods  will  continue  at  a  continuous  maximum.  There  is  no  automatic 
response  of  that  kind.  Only  as  the  medium  of  exchange  itself  comes 
under  control  and  guidance,  under  analysis  and  understanding,  can  it 
be  made  to  contribute  to  the  maximum  production  and  exchange  of  goods 
for  goods.  The  medium  of  exchange  is  essential  to  that  end,  but  it  does 
not  guarantee  that  end.  The  function  of  a  medium  of  exchange  is  not 
achieved  by  letting  money  run  a  haphazard  course  guided  only, by  un¬ 
charted  laws  of  its  own  supply  and  demand,  but  by  ordering  and  organ- 

2  H.  Bilgram  and  L.  E.  Levy,  The  Causes  of  Business  Depressions,  p.  38. 

3  W.  T.  Foster  and  W.  Caterings,  Money,  p.  222. 
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izing  money  to  insure  that  to  the  maximum  degree  possible  it  stimulates 
the  production  and  exchange  of  goods  without  obstruction,  depression, 
or  stagnation.  A  money  -policy  is  indispensable. 

(2)  A  Measure  of  Values .  Money  is  a  measuring  stick  of  values  as 
they  exist  at  any  given  time.  It  is  not  a  guarantee  that  values  will  be 
the  same  at  any  two  different,  dates,  but  at  any  given  date  it  is  a  measure 
of  values.  By  comparing  the  prices  in  money  of  two  different  articles, 
we  are  able  to  compare  the  values  of  the  articles.  Money  is  the  common 
measuring  rod.  The  unit  is  the  dollar,  which  is  23.22  grains  of  pure  gold 
or  25.8  grains  of  standard  gold  nine-tenths  fine.  This  is  a  unit  of  weight, 
but  it  is  used  as  a  unit  for  measuring  value.  A  weight  unit  serves  as  a 
value  unit.  The  weight  of  the  unit  is  always  the  same,  but  the  value 
of  the  unit  is  subject  to  frequent  change.  Every  change  in  the  pur¬ 
chasing  power  of  the  dollar  is  a  change  in  the  value  of  the  dollar  unit. 
Every  change  in  the  general  price  level  is  an  indication  of  a  change  in 
the  value  of  the  money  unit.  But  no  matter  how  many  times  the  value 
or  purchasing  power  of  the  dollar  may  change,  at  any  particular  time 
the  dollar  is  a  measuring  stick  of  the  then  existing  values  of  all  goods 
and  services. 

Other  sciences  have  their  units  of  measurement.  Calories,  meters, 
inches,  pounds,  bushels,  volts,  are  measuring  units  for  their  respective 
purposes.  Economic  science  requires  likewise  a  universal  unit  of  meas¬ 
urement.  It  uses  as  its  universal  solvent  the  pecuniary  unit.  The  lan¬ 
guage  of  business  is  always  dollars  and  cents.  Labor  works  for  a  money 
wage,  capital  invests  for  a  money  return,  management  runs  all  its  book¬ 
keeping  and  accounting  in  terms  of  money  costs  and  money  gains,  the 
market  buys  and  sells  at  a  money  price,  finance  is  the  institution  of  money 
and  credit.  Whatever  cannot  be  measured  in  money  units  or  show  a 
relationship  to  pecuniary  factors  is  extraneous  to  the  science  of  eco¬ 
nomics.  Every  force  which  plays  a  part  in  economic  life  wears  a  price 
tag.  This  price  tag  is  the  index  of  the  economic  value  of  every  service, 
every  commodity,  every  right,  every  piece  of  property  in  relation  to  all 
other  services,  commodities,  rights,  or  pieces  of  property.  In  the  United 
States  the  value  of  anything  and  everything  is  measured  by  comparison 
with  the  standard  gold  dollar.  This  standard  does  the  measuring  work 
universally  required  throughout  the  price  system. 

(3)  A  Stabilizer  of  Values.  Money  does  its  work  best  when  the 
dollar  fluctuates  in  value  least.  A  gold  dollar  is  always  worth  a  dollar, 
but  is  not  always  worth  the  same  amount  of  food  or  clothes.  An  ideal 
money  system  requires  a  dollar  of  approximately  stable  value.  Violent 
fluctuations  of  the  purchasing  power  of  the  money  unit  are  especially 
injurious.  Although  gold  has  never  enjoyed  adequate  stability  of  value, 
nevertheless  it  has  been  less  unsatisfactory  in  this  respect  than  any  other 
medium.  The  visible  sign  of  unstable  money  value  is  a  fluctuating  price 
level.  Hence,  in  saying  that  it  is  the  function  of  money  to  stabilize 
values  we  are  really  saying  that  it  is  the  function  of  money  to  stabilize 
the  price  level.  Pure  fiat  money  has  been  the  poorest  kind  of  device 
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ever  tried  to  accomplish  this  end.  If  in  the  future  fiat  money  should 
be  found  susceptible  of  control  and  stabilization,  that  discovery  would 
be  a  reversal  of  the  experiences  of  history  up  to  the  present  time.  On 
the  other  hand,  the  use  of  gold  money  does  not  in  itself  insure  stability 
of  price  levels.  In  the  United  States  the  price  level  more  than  doubled 
between  1914  and  1920.  Gold  values  were  unstable.  But  every  country 
in  Europe  that  abandoned  gold  had  far  more  violent  fluctuations  than 
did  the  United  States.  Comparatively,  gold  money  is  the  least  unstable 
tried  to  date.  Ideally,  gold  money  falls  short  of  stabilization  of  value, 
and  leaves  much  to  be  desired.  But  whether  the  money  be  gold  or  silver 
or  paper,  if  it  is  to  do  the  work  that  a  money  ought  to  do,  it  must  come 
as  nearly  as  possible  to  stabilizing  the  price  level  and  the  value  of  the 
money  unit  of  measurement  in  economic  society. 

(4)  A  Store  of  Value.  Money  serves  as  a  store  of  value  until  the 
holder  decides  to  spend  it.  So-called  pocket  money  is  money  used  as 
store  of  value.  Idle  deposits  in  a  bank  not  drawn  upon  by  check  are 
store  of  value.  But  every  man,  if  he  is  money  wise,  tries  to  keep  these 
items  as  small  as  possible.  They  represent  idle  money,  money  that  is  not 
earning  anything.  The  money  that  a  man  keeps  on  hand  is  used  as  a 
store  of  value,  but  he  cannot  make  money  by  keeping  it.  The  only  way 
that  he  can  make  money  is  to  get  rid  of  his  money,  that  is,  to  invest  it. 
When  it  is  invested,  he  no  longer  has  the  money.  He  has  a  business  or 
a  share  of  stock.  These  become  his  store  of  value.  They  are  a  profitable 
store  of  value  because  they  earn  an  interest  or  a  profit.  Hence,  it  is  to 
every  man’s  advantage  to  use  as  little  money  as  possible  as  direct  store 
of  value,  and  to  convert  his  money  into  property  which  will  earn  returns. 
Property  is  a  far  better  store  of  value  than  money. 

There  is  a  popular  fallacy  that  money  is  the  one  commodity  of 
which  an  individual  can  never  have  enough.  It  is  assumed  that  the  more 
money  one  has,  the  richer  he  is.  But  it  must  be  remembered  that  the 
rich  man  has  acquired  his  riches  by  parting  with  his  money  as  rapidly 
as  possible,  and  getting  in  place  of  it  property  and  business  that  would 
earn  an  increase.  His  riches  are  measured  in  terms  of  money  but 
actually  they  are  in  non-money  forms  of  property.  The  property  and 
business  owned  is  the  real  store  of  value,  and  only  the  minimum  amount 
of  ready  money  required  to  be  kept  on  hand  is  used  as  a  store  of  value. 
Any  man  has  too  much  money  when  he  has  idle  and  unused  funds  that 
could  profitably  be  invested  and  put  to  work.  A  store  of  value  which 
earns  something  is  better  than  a  store  of  value  which  earns  nothing. 
Money  is  the  latter  kind  of  store  of  value. 

(5)  A  Standard  of  Deferred  Payments.  Deferred  payments  are 
those  which  involve  the  use  of  credit.  The  bulk  of  business  is  done  on 
the  basis  of  the  power  to  obtain  goods  now  by  giving  a  promise  to  pay 
at  some  future  time.  Wherever  goods  are  sold  on  time,  wherever  borrow¬ 
ing  is  undertaken,  wherever  debts  are  created,  there  deferred  payments 
are  arranged.  It  is  important  that  if  a  man  borrows  a  certain  sum 
today  he  shall  pay  back  the  same  amount  of  principal  on  the  day  of  the 
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loan’s  maturity.  Money  furnishes  a  standard  for  such  deferred  pay¬ 
ments.  The  debtor  must  always  pay  back  the  same  number  of  dollars 
as  he  borrowed,  plus  of  course  the  interest  charge.  Money  supplies  the 
function  of  a  standard  of  deferred  payments  by  insuring  that  the  number 
of  dollars  paid  back  shall  always  be  as  great  as  the  number  of  dollars 
borrowed. 

But  in  supplying  this  function,  money  has  one  serious  defect.  The 
debtor  may  pay  back  the  same  number  of  dollars,  but  the  purchasing 
power  of  these  dollars  may  have  changed  in  the  meantime.  Any  change 
in  the  price  level  will  mean  a  change  in  the  purchasing  power  of  the 
dollar.  Consequently  paying  back  the  same  number  of  dollars  may  not 
be  the  same  as  paying  back  the  same  amount  of  value.  Money  is  not 
at  present  a  standard  of  deferred  values  or  deferred  purchasing  power. 
It  is  only  a  standard  of  deferred  payments  in  dollars  regardless  of  their 
changed  value  or  purchasing  power.  Deferred  payments  would  have 
a  constant  value  only  in  case  money  performed  perfectly  its  function  as 
a  stabilizer  of  the  price  level.  Pending  this  achievement,  money  is  a 
standard  of  deferred  payments  of  unstable  value. 

The  Gold  Standard. — A  law  known  as  the  Gold  Standard  Act  was 
passed  on  March  14,  1900.  It  was  entitled,  “An  act  to  define  and  fix 
the  standard  of  value,  to  maintain  the  parity  of  all  forms  of  money 
issued  or  coined  by  the  United  States.”  To  this  end,  it  is  enacted, 
‘  ‘  That  the  dollar  consisting  of  twenty-five  and  eight-tenths  grains  of  gold 
nine-tenths  fine  shall  be  the  standard  unit  of  value,  and  all  forms  of 
money  issued  or  coined  by  the  United  States  shall  be  maintained  at  a 
parity  of  value  with  this  standard,  and  it  shall  be  the  duty  of  the  Secre¬ 
tary  of  the  Treasury  to  maintain  such  parity.”  This  explicit  recognition 
of  the  single  gold  standard  simply  put  the  stamp  of  approval  on  a  con¬ 
dition  that  had  existed  since  1873.  In  that  year,  Congress  had  passed 
a  law  which,  while  it  did  not  specifically  prohibit  the  free  coinage  of 
silver,  omitted  altogether  a  mention  of  silver  among  the  coins  which 
might  be  made.  The  resumption  of  specie  redemption  of  Greenbacks 
in  1879  meant  the  establishment  of  gold  as  in  fact  the  single  monetary 
standard  in  the  United  States.  England  had  adopted  the  gold  standard 
long  before,  as  early  as  1816.  In  1914,  forty-eight  of  the  nations  of  the 
world  were  on  the  gold  standard,  including  all  of  the  large  industrialized 
states.  The  gold  standard  had  become  the  preferred  standard  of  the 
world.  The  World  War  resulted  in  the  abandonment  of  the  gold  stand¬ 
ard  by  nearly  all  the  leading  countries  except  the  United  States.  After 
the  war,  one  of  the  leading  issues  of  reconstruction  was  the  restoration 
of  the  gold  standard  among  the  nations  that  had  abandoned  it.  Further 
aspects  of  that  question  are  discussed  in  a  later  chapter  dealing  with 
problems  of  international  finance. 

The  essential  characteristics  of  the  gold  standard  are  not  always 
fully  embodied  in  the  monetary  policies  of  the  countries  which  profess 
that  standard.  With  due  allowance  for  such  variations,  the  essential 
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characteristics  of  the  complete  gold  standard  may  be  outlined  as 
follows : 

(1)  The  gold  standard  involves  a  definition  of  the  weight  and  fine¬ 
ness  of  the  gold  content  of  the  money  unit.  Thus  the  gold  dollar  is 
defined  as  25.8  grains  of  gold  nine-tenths  fine,  the  gold  pound  sterling 
as  123.27447  grains  of  gold  eleven-twelfths  fine,  the  gold  franc  as  4.97806 
grains  of  gold  nine-tenths  fine. 

(2)  The  gold  standard  requires  that  the  paper  currency  and  the 
subsidiary  coin  of  a  country  shall  be  convertible  at  any  time  into  gold 
at  a  fixed  legal  ratio.  The  United  States  law  is  emphatic  that  all  forms 
of  money  in  the  United  States  shall  be  maintained  at  a  parity  with  the 
gold  dollar,  and  the  method  by  which  the  parity  is  maintained  is  the 
redemption  of  all  forms  of  money  in  gold  upon  demand.  Free  and 
unrestricted  convertibility  is  of  the  essence  of  the  gold  standard.  When 
convertibility  goes,  the  gold  standard  goes. 

(3)  The  gold  standard  requires  the  free  coinage  of  the  one  metal, 
gold.  The  word  free  as  used  in  this  connection  does  not  mean  without 
charge  but  means  without  restriction  as  to  the  quantity  of  bullion  that 
any  one  may  have  coined.  A  brassage  or  seigniorage  charge  may  be  made 
for  the  coinage  process,  but  the  coinage  is  free  in  the  sense  that  it  is 
unlimited  at  the  fixed  legal  rate  of  weight  and  fineness. 

(4)  The  gold  standard  requires  that  gold  money  shall  be  universal 
legal  tender  within  the  country.  It  is  legal  settlement  of  all  debts,  both 
public  and  private. 

(5)  The  gold  standard  requires  a  free  and  unhampered  gold  market. 
This  means  the  unrestricted  melting  down  of  gold  coin  into  bullion,  the 
uninterrupted  flow  of  gold  from  money  into  the  arts,  the  uninterrupted 
flow  of  gold  from  the  arts  into  money,  and  the  unrestricted  import  and 
export  of  gold.  Before  the  war  the  most  important  free  gold  market  in 
the  world  was  London,  but  owing  to  the  effect  of  the  war  upon  the  gold 
standard  throughout  Europe,  the  United  States  became  for  the  time  the 
oidy  free  and  unrestricted  gold  market  in  the  world. 

Other  Metal  Standards. — In  most  countries  where  the  complete  gold 
standard  has  been  found  difficult  of  introduction,  a  modification  known 
as  the  gold  exchange  standard  has  been  resorted  to.  In  such  countries, 
the  actual  currency  in  circulation  may  be  silver  coin,  but  this  coin  is 
made  ultimately  redeemable  in  the  gold  money  of  some  foreign  country 
at  a  fixed  legal  ratio.  The  aim  of  this  standard  is  to  give  a  silver 
currency  a  stable  exchange  value  in  terms  of  gold.  It  is  necessary  that 
the  free  coinage  of  silver  be  abolished,  and  the  coinage  limited  to  an 
amount  which  will  always  insure  that  the  value  of  the  silver  coin  as 
money  will  be  greater  than  its  value  as  bullion  in  the  metal  markets. 
Redemption  is  not  directly  in  gold  but  in  drafts  and  bills  of  exchange 
payable  in  gold  in  a  foreign  country.  The  Government  or  Central  Bank 
regulates  the  interchange  of  silver  and  drafts  on  gold  with  a  view  to 
maintaining  the  parity  of  convertibility  at  all  times.  The  advantage  of 
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the  system  is  that  it  provides  a  silver  country  with  the  stabilizing  in¬ 
fluence  of  a  gold  standard  without  the  cost  of  maintaining  gold  reserves 
as  heavy  as  those  required  by  the  full  gold  standard,  or  of  providing 
gold  coins  for  actual  circulation.  India,  the  Philippine  Islands,  and  the 
Dutch  East  Indies  are  among  the  countries  which  operate  on  the  gold 
exchange  standard.  Some  European  countries  reconstructed  their  post¬ 
war  finances  by  adoption  of  the  gold  exchange  standard,  pending  the 
restoration  of  the  full  gold  standard. 

The  only  silver  standard  country  of  importance  is  China.  The  six 
other  countries  using  that  standard  are  relatively  minor  ones.  The  great¬ 
est  difficulty  with  the  modern  silver  standard  is  in  maintaining  stability 
of  value  between  silver  and  gold  in  the  foreign  exchange  markets.  Every 
change  in  the  bullion  price  of  silver  in  terms  of  gold  causes  fluctuations 
in  the  exchange  markets,  and  such  fluctuations  have  a  disturbing  effect 
upon  international  trade. 

A  bimetallic  standard  exists  when  both  gold  and  silver  are  legal 
tender  in  any  amount  and  both  enjoy  free  and  unlimited  coinage  at  a 
fixed  mint  ratio.  The  monetary  history  of  the  United  States  down  to  the 
end  of  the  nineteenth  century  centers  largely  around  the  problems  of 
bimetallism.  The  country  had  bimetallism  until  1873,  and  did  not  finally 
and  definitely  abandon  the  belief  in  bimetallism  until  after  1900.  Many 
other  countries  operated  under  bimetallism  until  the  gold  standard  sup¬ 
planted  it  in  the  course  of  the  nineteenth  century.  At  the  present  time 
no  country  is  on  the  bimetallic  standard.  The  issue  involved  in  bi¬ 
metallism  has,  therefore,  chiefly  an  historical  interest.  In  its  time, 
bimetallism  served  a.  valuable  purpose,  and  many  and  great  political 
battles  have  been  fought  around  it.  The  greatest  of  these  was  the  famous 
free  silver  campaign  unsuccessfully  led  by  AVilliam  Jennings  Bryan  in 
1896.  But  today  bimetallism  is  fundamentally  a  dead  issue.  Some 
people  have  endeavored  to  stir  up  a  certain  interest  in  the  subject  by 
urging  that  the  countries  of  Europe  return  to  bimetallism  instead  of 
to  the  gold  standard  as  a  solution  of  their  post-war  currency  problems. 
However,  the  proposal  has  not  commanded  any  substantial  support,  and 
bimetallism  has  become  a  matter  of  history. 

Probably  the  uppermost  factor  in  the  downfall  of  bimetallism  was 
the  difficulty  in  making  the  mint  ratio  between  the  two  metals  cor¬ 
respond  with  the  market  ratio.  From  1792  to  1834,  one  ounce  of  gold 
at  the  mint  was  freely  coinable  into  the  same  number  of  dollars  as  fif¬ 
teen  ounces  of  silver.  The  mint  ratio  was  15  to  1.  But  one  ounce 
of  gold  in  the  bullion  markets  would  buy  approximately  fifteen  and  one- 
half  ounces  of  silver.  The  market  ratio  was  about  15%  to  1.  Gold  was 
undervalued  at  the  mint,  because  it  was  worth  more  as  bullion  than 
as  money.  Any  one  could  with  an  ounce  of  gold  buy  fifteen  and  one- 
lialf  ounces  of  silver.  The  half  ounce  would  be  clear  profit  because 
fifteen  ounces  of  silver  would  coin  into  just  as  much  money  as  one  ounce 
of  gold.  Silver  was  the  cheaper  metal,  gold  the  dearer.  Silver  was  bad 
money,  gold  was  good  money.  Under  this  condition  gold  practically 
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disappeared  from  circulation.  The  bad  money  drove  out  the  good,  the 
cheaper  money  drove  out  the  dearer,  the  metal  over-valued  at  the  mint 
drove  out  the  metal  under-valued.  This  tendency  was  the  expression 
of  a  principle  associated  with  the  name  of  Sir  Thomas  Gresham  as  early 
as  about  1559.  The  tendency,  familiar  to  the  economist  as  Gresham's 
law,  may  be  stated  as  follows:  When  a  metal  is  worth  more  as  bullion 
than  as  money ,  it  will  disappear  from  circulation ,  to  be  used  either  in 
the  arts  or  for  export  to  a  foreign  country. 

In  1834,  Congress  changed  the  mint  ratio  to  16  to  1.  But  the  market 
ratio  still  ranged  in  the  vicinity  of  15!/2  to  1.  Hence  gold  became 
worth  more  as  money  than  as  bullion.  Gold  was  the  cheaper  metal,  gold 
was  the  bad  money,  gold  was  the  over-valued  metal  at  the  mint,  and 
accordingly  gold  drove  silver  out  of  circulation. 

From  1862  to  1879,  both  metals  tended  to  disappear  from  circulation 
because  of  the  inconvertible  paper  currency  of  the  country,  the  Green¬ 
backs.  This  was  but  a  further  application  of  Gresham’s  law,  since 
depreciated  paper  is  always  cheap  and  bad  money,  and  tends  to  drive 
good  money  out  of  circulation. 

In  1873,  Congress  enacted  the  law  which  for  all  practical  purposes 
established  the  single  gold  standard  by  simply  omitting  silver  from  the 
list  of  metals  entitled  to  free  and  unlimited  coinage.  If  silver  had  not 
been  thus  excluded  from  the  standard,  it  would  have  tended  during  the 
rest  of  the  century  to  drive  gold  out  of  circulation.  In  1894  the  market 
ratio  stood  at  approximately  33  to  1.  Under  such  a  market  ratio,  if  the 
mint  ratio  of  16  to  1  had  prevailed,  the  operation  of  Gresham’s  law 
would  have  meant  the  coinage  of  silver  alone. 

Bimetallism  has  gone.  The  difficulty  of  keeping  mint  and  market 
ratios  the  same  caused  its  downfall.  It  will,  however,  always  be  a 
matter  of  speculation  and  debate  whether  under  ideal  conditions  bi¬ 
metallism  would  not  after  all  be  a  successful  standard.  These  ideal 
conditions  would  be  the  adjustment  of  the  mint  ratio  on  a  sliding  scale 
so  that  it  would  always  coincide  with  the  changing  market  ratio,  and  in 
addition,  the  simultaneous  adoption  of  these  adjusted  standards  by  all 
the  leading  nations  of  the  world.  If  international  uniformity  were 
secured,  it  is  argued  that  the  mint  and  market  ratios  would  automati¬ 
cally  equalize  themselves.  The  political  impossibility  of  international 
bimetallism  at  uniform  ratios  rules  out  the  plan  on  grounds  of  im¬ 
practicability.  If  the  nations  could  be  persuaded  to  unanimous  adoption 
at  uniform  ratios,  it  is  not  unlikely  that  bimetallism  would  succeed. 

The  gold  standard  as  operated  in  the  United  States  since  1873,  and 
as  operated  in  many  other  countries,  has  often  been  called  the  limping 
standard.  The  so-called  limp  in  the  gold  standard  refers  to  the  fact 
that  silver  is  still  in  circulation  as  full  legal  tender  money  but  under 
conditions  of  restricted  coinage.  This  limp  does  not  constitute  any 
defect  in  the  gold  standard,  provided  only  the  restriction  on  the  coinage 
of  silver  is  rigid  enough.  Since  1873,  there  have  been  three  important 
pieces  of  legislation  passed  regulating  the  coinage  of  silver. 
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First,  the  Bland- Allison  Act  of  1878  provided  for  purchase  by  the 
government  each  month  of  from  two  to  four  million  dollars  worth  of 
silver  bullion  for  coinage.  The  result  of  the  law  was  to  add  to  the 
circulation  each  year  about  $30,000,000.  During  the  lifetime  of  the  law, 
which  ended  in  1890,  $352,000,000,  all  told,  were  added  to  the  cur¬ 
rency.  A  large  part  of  the  new  currency  took  the  form  of  silver  cer¬ 
tificates  instead  of  coin,  the  silver  itself  being  held  in  reserve  for  redemp¬ 
tion  purposes.  The  silver  under  the  law  was  over-valued  at  the  mint, 
was  full  legal  tender,  but  was  limited  in  quantity. 

Second,  the  Sherman  Act  of  1890  ordered  the  Secretary  of  the 
Treasury  each  month  to  buy  at  the  current  market  price  4,500,000 
ounces  of  silver  bullion,  and  to  pay  for  this  bullion  by  the  issue  of  new 
Treasury  notes  of  legal  tender  and  redeemable  in  either  gold  or  silver 
coin  at  the  discretion  of  the  Secretary  of  the  Treasury.  The  silver 
certificates  of  the  Bland- Allison  Act  were  legally  redeemable  only  in 
silver.  The  silver  coin  was  not  redeemable  in  gold.  The  Treasury  notes 
of  the  Sherman  Act  were  redeemable  in  gold  as  well  as  silver.  The 
Secretary  of  the  Treasury,  moreover,  was  instructed  to  maintain  the  two 
metals  on  a  parity  with  each  other.  The  effect  of  the  law  was  to  force 
a  mass  of  cheap  silver  dollars  into  the  currency,  whose  metal  content 
was  worth  more  as  money  than  as  bullion.  This  cheap  money  drove 
gold  out  of  circulation  and  out  of  the  country,  and  caused  a  gold 
famine  in  the  currency.  This  mistake  had  to  be  rectified  by  heroic 
measures,  involving  bond  issues  and  dependence  upon  private  bankers. 
During  the  three  years  of  its  operation,  the  Sherman  law  had  the  effect 
of  adding  $218,000,000  to  our  currency.  The  Sherman  Act  was  repealed 
in  1893,  and  in  1900  a  law  was  passed  which  provided  that  the  Treasury 
notes  of  1890  should  be  canceled  by  substituting  silver  certificates  for 
them,  the  certificates  being  backed  by  the  silver  coined  from  the  bullion 
that  was  on  hand  as  a  result  of  the  Sherman  purchases.  Since  1900, 
nearly  all  the  Treasury  notes  have  been  retired,  and  silver  certificates 
have  taken  their  place. 

Third,  the  Pittman  Act  of  1918  provided  for  the  retirement  of  silver 
certificates  and  the  melting  of  coin  into  bullion  to  an  amount  not  in 
excess  of  $350,000,000.  The  object  of  this  law  was  to  conserve  our  gold 
reserves,  and  to  settle  our  adverse  trade  balance  with  countries  of  the 
Far  East  by  the  export  of  silver  rather  than  by  the  export  of  gold. 
To  take  the  place  of  retired  silver  certificates,  Federal  Reserve  bank 
notes  were  to  be  issued.  After  the  war,  it  was  provided  that  the  gov¬ 
ernment  should  repurchase  silver  and  reissue  the  silver  certificates,  the 
Federal  Reserve  bank  notes  being  retired  at  the  same  time.  Re¬ 
purchases  of  silver  under  this  law  were  completed  in  June,  1923. 

All  three  of  these  laws  were  the  outcome  of  the  desire  to  create  an 
artificial  demand  for  the  product  of  the  silver  mines.  Silver  mining 
interests  have  believed  that  they  are  entitled  to  protection,  just  as  many 
other  lines  of  business  believe  themselves  entitled  to  protection  in  the 
form  of  a  tariff.  These  silver  laws  were  passed  to  meet  the  demands  of 
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the  silver  mining  states  that  the  government  should  aid  in  maintaining 
the  market  for  silver.  The  money  system  would  he  improved  if  silver 
dollar  certificates  were  restricted  much  more  severely.  The  silver  re¬ 
serves  are  a  vast  silver  hoard  of  idle  wealth,  secured  at  heavy  cost  and 
earning  nothing  for  the  government.  Substitution  of  Federal  Reserve 
notes  would  be  a  policy  of  economy  and  simplification.  The  only  advan¬ 
tage  in  the  limping  gold  standard,  in  other  words,  is  that  it  has  helped 
the  owners  of  silver  mines  to  get  a  market  for  their  silver.  But  our 
money  supply  should  be  regulated  with  regard  to  our  need  for  a  medium 
of  exchange  to  do  business  with,  not  with  regard  to  appeasing  the  demand 
of  the  silver  interests  for  a  good  market.  As  things  stand  at  present, 
the  limping  standard  is  doing  us  no  particular  monetary  harm.  It  is 
simply  giving  us  an  extra  burden  of  cost  in  the  form  of  a  hoard  of  idle 
silver  bullion. 

The  Paper  Standard. — Paper  standards  have  in  the  past  practically 
always  been  the  product  of  war  or  of  some  similar  emergency.  Nations 
have  not  willingly  and  deliberately  set  out  to  use  inconvertible  or  fiat 
money.  They  have  been  pressed  into  the  use  of  fiat  money  by  the 
necessity  of  creating  immediate  purchasing  power  for  the  government 
wherewith  to  carry  on  war.  Governments  cannot  wait  for  taxes  to  be 
raised,  and  even  if  they  could  wait,  they  would  consider  it  more  ex¬ 
pedient  to  issue  paper  notes  than  to  tax  the  people  directly  for  the 
whole  cost  of  the  war.  Fiat  money  usually  has  its  origin  in  the  desire 
of  the  government  to  obtain  purchasing  power  without  arousing  the 
popular  discontent  which  would  accompany  full  taxation. 

Paper  money  is  usually  a  promise  to  pay  specie,  but  the  promise  is 
worthless.  It  will  not  be  redeemed  by  the  government.  It  nevertheless 
continues  to  pass  current,  partly  due  to  the  fiat  of  the  government  that 
it  shall  be  legal  tender  in  payment  of  debts,  partly  due  to  the  hope 
that  ultimately  redemption  will  be  resumed,  and  partly  to  the  sheer 
force  of  custom  and  social  convention.  Regardless  of  the  fact  that  it 
has  no  present  backing  of  gold  or  silver,  it  nevertheless  continues  to 
perform  all  the  functions  of  money.  The  promises  to  pay  are  worthless 
only  in  the  sense  that  they  no  longer  command  gold  or  silver  in  ex¬ 
change  for  themselves.  They  are  of  genuine  worth  in  the  sense  that 
they  do  command  goods  and  services  in  exchange  for  themselves.  Worth¬ 
less  promises  though  they  are,  they  nevertheless  have  genuine  purchasing 
power  over  commodities,  and  therefore  do  the  work  of  money  just  as 
truly  as  if  they  were  shining  gold  itself. 

The  paper  unit  of  money  is  nominally  derived  from  the  gold  unit 
into  which  it  was  once  upon  a  time  convertible.  But  in  reality  the  paper 
unit  of  value  is  derived  from  the  degree  of  scarcity  which  the  paper  has 
in  the  community.  The  unit  of  value  is  independent  of  the  intrinsic 
value  of  any  commodity  or  precious  metal  used  as  backing.  Incon¬ 
vertible  francs  or  marks,  for  instance,  have  the  purchasing  power  of  their 
units  determined  by  the  quantity  in  circulation.  The  supply  of  fiat 
money  is  regulated  artificially,  and  depends  upon  the  rate  at  which  the 
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government  decides  to  run  the  printing  presses.  The  method  of  regu¬ 
lating  the  scarcity  of  fiat  money  is  the  chief  factor  which  distinguishes 
it  as  a  standard  of  value  from  the  gold  standard. 

Although  paper  standards  have  in  the  past  resulted  in  inflation  and 
often  in  chaos,  it  is  nevertheless  conceivable  that  a  paper  standard 
could  be  regulated  with  a  reasonable  degree  of  success.  The  prerequisite 
to  success  would  be  a  rigid  restriction  of  the  quantity  of  issue,  with  a 
view  to  maintaining  stability  of  the  price  level.  A  paper  standard 
regulated  by  the  price  index  would  be  an  interesting  experiment.  It 
has  never  been  tried.  It  might  work.  It  might  not.  Until  such  time 
as  economics  can  formulate  with  more  scientific  accuracy  the  laws  of 
money  and  prices,  most  countries  will  doubtless  prefer  to  adhere  to 
or  return  to  the  gold  standard. 

The  Controversy  Over  Standards. — Until  a  short  time  before  the 
World  War,  the  great  monetary  controversy  was  between  the  advocates 
of  the  bimetallic  standard  and  the  advocates  of  the  gold  standard.  That 
controversy  had  been  settled  definitely  in  favor  of  the  gold  standard. 
Nearly  every  country  in  the  world  was  either  on  the  gold  standard  or 
on  the  closely  allied  gold  exchange  standard.  The  gold  standard  was 
supreme.  But  the  war  caused  the  majority  of  countries  to  abandon 
some  or  all  of  the  principles  of  the  gold  standard.  Free  convertibility 
of  paper  money  into  gold  and  free  markets  for  gold  were  almost  every¬ 
where  abandoned.  The  United  States  was  an  outstanding  example  of  a 
country  which  managed  to  survive  the  war  with  the  unimpaired  gold 
standard.  Most  other  countries  issued  fiat  currency,  and  went  onto 
a  paper  standard.  Consequently  the  great  monetary  issue  under  post¬ 
war  conditions  was  whether  the  gold  standard  should  be  restored  or  a 
paper  standard  regulated  by  index  numbers  should  be  permanently 
adopted.  All  books  written  on  the  subject  of  money  before  the  war 
take  as  their  background  the  battle  between  bimetallism  and  the  gold 
standard.  That  issue  is  now  chiefly  a  matter  of  history.  The  new 
issue  is  a  battle  between  the  gold  standard  and  some  form  of  fiat  stand¬ 
ard.  The  cataclysmic  results  of  the  war  w7ere  felt  in  the  field  of  finance 
with  full  and  overwhelming  force.  The  monetary  standards  of  the  world 
were  destroyed.  The  reconstruction  of  the  money  standard  was  a  para¬ 
mount  issue  under  post-war  conditions  of  finance. 

Scarcity,  Stability,  Production. — The  criterion  for  decision  between 
gold  and  paper  is:  Which  standard  will  better  insure  a  reasonable 
stability  of  the  value  of  money?  Financial  plague  and  pestilence  is 
largely  attributable  to  fluctuations  in  the  general  purchasing  power  of 
money.  The  great  objective  in  adopting  a  standard  is  to  attain  a  fair 
degree  of  steadiness  in  the  value  or  purchasing  power  of  money. 
Stability  of  money  value  may  be  described  as  the  middle  link  in  a  chain 
of  three  links.  The  final  link  is  continuous  maximum  production  of 
goods  for  the  use  of  society.  Stability  is  a  connecting  link  with  the 
process  of  production.  Stability  of  value  is  not  an  end  in  itself.  It  is  a 
means  to  the  real  end,  which  is  the  maintenance  of  production.  A  money 
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standard  needs  to  possess  stability  of  value  because  such,  stability  is 
essential  to  constant  production  of  the  largest  amount  of  useful  goods. 

But  stability  of  money  value  is  in  turn  absolutely  dependent  upon 
a  rigid  control  of  the  quantity  of  money  in  existence.  Unless  there  is 
the  right  scarcity  of  money,  there  can  he  no  stability  of  value.  To  con¬ 
trol  stability  of  value,  it  is  necessary  to  prevent  over-issue  or  under-issue 
of  money.  Scarcity  dominates  stability.  The  three  links  in  the  financial 
chain  are,  therefore,  scarcity,  stability,  production.  The  chief  objection 
to  a  paper  standard  is  that  countries  have  invariably  been  tempted  to 
over-issue.  They  have  not  been  able  to  control  scarcity  of  fiat  money, 
and  consequently  violent  fluctuations  of  money  value  have  occurred,  with 
grave  injury  to  production  itself.  The  chief  argument  for  a  restoration 
of  the  gold  standard  is  that  with  all  its  faults  it  secures  greater  stability 
of  value  than  any  other  standard.  It  secures  relatively  greater  stability 
because  the  scarcity  of  gold  is  automatically  regulated  by  the  limited 
amount  that  can  be  mined  each  year.  The  deciding  factor  between 
the  two  standards  is  the  control  of  scarcity  of  the  money  supply.  But 
scarcity  is  important  because  it  is  the  one  road  to  stability  of  value. 
And  stability  of  value  is  important  because  it  is  indispensable  to  con¬ 
tinuous  maximum  production  of  goods  for  human  use.  More  detailed 
analysis  of  these  three  links  in  the  financial  chain  is  offered  in  the 
chapters  immediately  following. 

Supply  of  Money. — The  importance  of  the  scarcity  of  money  makes 
necessary  a  more  precise  technical  definition  of  the  term  supply. 
Supply  refers  to  the  number  of  units  of  currency  spent  in  buying  goods 
and  services.  This  involves  not  only  the  active  circulation  from  hand 
to  hand  but  also  the  money  reserves  upon  which  bank  credit  rests.  We 
look  upon  the  supply  of  money  in  the  same  light  as  the  supply  of  any 
other  article  in  the  market.  Supply  is  the  quantity  of  units  of  the 
article. 

An  increase  in  the  rate  of  circulation  of  money  is  equivalent  to  an 
increase  in  money  supply.  The  same  number  of  dollars  circulating  twice 
as  rapidly  will  do  twice  the  work  as  a  medium  of  exchange.  The  increase 
in  velocity  of  circulation  is  equivalent  to  an  increase  in  the  supply 
of  money. 

Likewise,  an  increase  in  the  amount  of  bank  credit  per  dollar  of 
money  reserves  has  the  same  effect  upon  the  value  of  money  as  an 
increase  in  the  supply  of  money  itself.  Consequently,  in  considering 
the  supply  of  the  total  medium  of  exchange,  we  are  obliged  to  consider 
not  only  the  quantity  of  units  of  money  itself,  but  also  the  quantity  of 
credit  based  upon  money,  and  finally  the  velocity  of  circulation  of  both 
money  and  credit.  The  following  chapter  deals  more  fully  with  the  rela¬ 
tion  of  credit  to  money  and  to  the  price  level. 

Demand  for  Money. — The  demand  for  money  is  a  demand  for  ready 
purchasing  power.  Money  is  not  an  end  in  itself,  but  is  desired  because 
it  gives  a  ready  and  convenient  purchasing  power  over  goods  and 
services.  Demand  comes  from  people  who  want  to  hold  portions  of  the 
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stock  of  purchasing  power.  They  want  to  hold  this  purchasing  power 
temporarily,  with  the  expectation  of  spending  it  sooner  or  later  for 
goods,  services,  or  investments. 

Every  man’s  stock  of  ready  purchasing  power  is  a  temporary  hoard 
of  money.  The  only  way  to  make  this  purchasing  power  earn  some¬ 
thing  is  to  spend  it.  One  may  spend  it  for  stocks  or  bonds,  or  may 
establish  himself  in  a  business.  One  may  trade  in  commodities  or 
services.  At  such  times,  the  ready  purchasing  power  is  active.  Every 
man’s  pocket  is  like  a  reservoir.  Money  is  being  piped  out  all  of  the 
time  in  the  making  of  purchases.  Money  is  being  piped  in  all  of  the 
time  from  the  receipt  of  income.  The  average  amount  kept  there  to  care 
-for  this  come  and  go  of  money  is  the  demand  for  money.  The  demand 
for  money  is  a  demand  for  a  stock  of  ready  purchasing  power  which 
can  be  quickly  exhausted  and  replenished  as  a  result  of  current  expendi¬ 
ture  and  income.  The  longer  a  person  hoards  money  before  spending 
it,  the  greater  the  demand  for  money.  The  longer  he  holds  onto  his 
ready  purchasing  power  before  making  purchases  with  it,  the  greater  his 
demand  for  money.  The  greater  the  number  of  units  demanded  for 
ready  purchasing  power,  the  greater  his  demand  for  money.  The  stock 
of  ready  purchasing  power  is  the  demand  for  money. 

The  Value  of  Money. — The  value  of  money  is  its  buying  power 
over  goods  and  services.  This  value  is  measured  by  the  use  of  index 
numbers  showing  changes  in  the  general  price  level.  These  index 
numbers  do  not  show  the  absolute  value  of  money  at  any  one  time,  but 
show  how  much  the  value  of  money  at  the  given  time  differs  from  the 
value  at  some  point  of  time  in  the  past.  Comparative  value,  not  absolute 
value,  is  the  thing  measured.  Some  year  is  chosen  as  a  base,  and  is 
assigned  a  price  index  of  100.  The  price  index  of  any  later  year  is 
calculated  from  that  base.  The  thing  to  be  measured  is  not  value  as 
such,  but  changes  in  value.  Whether  money  has  been  stable  or  unstable 
in  value  is  the  question  of  deep  concern.  If  the  value  has  changed,  we 
must  know  how  much  it  has  changed.  If  there  have  been  fluctuations 
in  the  purchasing  power  of  the  dollar,  we  must  know  how  great  and 
how  rapid  those  fluctuations  are.  We  seek  to  know  the  price  level 
today  only  because  it  tells  us  whether  the  value  of  money  has  risen  or 
fallen  as  compared  with  yesterday. 

The  value  of  money  is  governed  by  the  supply  and  demand  of  money. 
In  this  respect,  the  law  of  money  value  is  no  exception  to  the  law  of 
value  which  applies  to  any  commodity.  Like  wheat  or  pig  iron,  money 
is  an  article,  and  like  those  articles  of  commerce,  value  is  determined 
by  the  supply  and  demand  of  the  articles.  As  the  supply  of  money 
increases,  its  value  tends  to  fall.  As  the  demand  for  money  increases, 
its  value  tends  to  rise.  The  greater  the  supply  of  money,  the  less  tends 
to  be  the  value  of  each  unit  of  money.  The  greater  the  demand  for 
money,  the  more  tends  to  be  the  value  of  each  unit  of  money. 

This  law  of  value  should  not  be  misinterpreted  to  mean  that  the 
change  in  value  is  in  direct  proportion  to  a  change  in  quantity  alone, 
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or  to  a  change  in  demand  alone.  Neither  changes  alone ;  both  change 
at  the  same  time.  One  may  change  more  than  the  other.  One  may 
change  faster  than  the  other.  But  ordinarily  some  degree  of  change  is 
taking  place  in  demand  for  money  whenever  a  change  is  taking  place 
in  the  supply  of  money.  For  this  reason  it  would  be  untrue  to  assert, 
for  instance,  that  if  we  double  the  quantity  of  money  in  a  country,  we 
should  double  the  price  level,  other  things  remaining  the  same.  The 
other  things  do  not  remain  the  same.  Demand  does  not  remain  the  same, 
lienee  an  increase  in  quantity  may  be  partially  or  wholly  offset  by  an 
increase  in  demand.  Value  is  a  resultant  of  two  changes,  those  of  supply 
and  those  of  demand.  To  fasten  attention  on  either  one  exclusively  is 
to  ignore  half  of  the  equation.  To  assume  that  one  can  change,  the  other 
remaining  constant,  is  to  be  misled  at  the  start  by  a  contrary-to-fact 
assumption. 

It  should  be  noticed  that  the  value  of  money  moves  in  a  direction 
inverse  to  that  of  the  general  price  level.  The  higher  prices  are,  the 
less  they  will  buy.  The  value  of  the  dollar  is  least  when  the  cost  of 
living  is  highest.  A  rise  in  the  price  index  measures  a  fall  in  money 
value.  A  fall  in  the  price  index  measures  a  rise  in  money  value.  Hence 
an  increase  in  the  quantity  of  money  tends  to  raise  the  price  level  by 
lowering  the  value  of  money.  And  an  increase  in  the  demand  for  money 
tends  to  lower  the  price  level  by  increasing  the  value  of  money. 

The  foregoing  statement  of  the  law  of  money  value  is  a  revised  way 
of  stating  a  theory  that  has  become  famous  in  the  science  of  economics 
under  the  title  of  “the  quantity  theory.”  Many  brilliant  and  bitter 
disputes  have  been  fought  over  the  principle  of  the  quantity  theory. 
Many  of  the  adherents  of  the  theory  have  misstated  it  in  important 
details.  Many  opponents  of  the  theory  have  misunderstood  it  in  launch¬ 
ing  their  attacks  at  its  principles.  Behind  the  modern  version  of  the 
theory  lies  a  vivid  history  of  controversy.  Not  all  theorists  are  agreed 
today  upon  the  explanation  of  the  value  of  money.  It  would  be  unwise 
to  assume  that  the  doctrines  here  set  forth  are  a  matter  of  common 
agreement  among  economists. 

It  is  possible  to  reduce  the  quantity  theory  to  a  mathematical 
formula.  According  to  such  a  formula,  MV  -f-  M'V'  =  PT,  where 

INI  is  the  number  of  units  of  money  in  circulation 
V  is  the  velocity  of  circulation  of  money 
M'  is  the  number  of  units  of  credit  in  circulation 
V'  is  the  velocity  of  circulation  of  credit 
P  is  the  price  level  index 
T  is  the  volume  of  trade. 

This  formula  expresses  a  mathematical  identity,  since  it  must  be 
obvious  that  the  equation  declares  the  sum  of  all  money  payments  equal 
to  all  of  the  exchanges  for  which  the  payments  were  made.  The  number 
of  dollars  multiplied  by  the  number  of  times  a  dollar  changes  hands  is 
necessarily  equal  to  the  total  volume  of  business  transacted. 


516 


Money ,  Credit ,  and  Banking 


In  the  interest  of  simplifying  the  equation,  we  may  simply  write 
it,  MV  =  PT.  In  this  form,  we  use  M  in  the  broadest  sense  of  the  word 
to  include  bank  credit  as  well  as  currency.  M  is  the  total  volume  of 
medium  of  exchange  of  whatever  sort.  V  is  the  average  velocity  of 
circulation  of  the  total  medium  of  exchange.  The  items  P  and  T  are 
the  same  as  in  the  original  statement  of  the  equation. 

Statistical  studies  indicate  that  the  use  of  this  formula  requires  a 
distinction  between  the  secular  trend  of  prices  and  the  cyclical  trend. 
So  far  as  the  secular  or  long-time  trend  is  concerned,  V  is  practically 
constant.  Since  1890,  population  and  production  have  both  increased 
greatly,  but  there  is  good  reason  to  believe  that  the  velocity  of  cir¬ 
culation  has  remained  nearly  constant.  Since  V  is  constant,  the  only 
means  by  which  business  could  be  carried  on  without  drastic  reduction 
in  prices  would  be  by  an  increase  in  M.  In  order  to  hold  prices  steady, 
it  would  be  necessary  that  when  T  shows  a  secular  growth,  M  should 
increase  in  corresponding  degree.  If  secular  trend  of  M  keeps  pace  with 
secular  trend  of  T,  then  P  will  tend  to  remain  stable.  In  other  words, 
if  supply  of  money  and  credit  grows  at  the  same  rate  as  general  trade, 
the  price  level  will  tend  to  avoid  undue  fluctuations. 

But  the  situation  is  different  with  reference  to  cyclical  fluctuations. 
Statistical  studies  indicate  that  in  this  case  V  varies  directly  with  T. 
Each  cyclical  fluctuation  in  volume  of  trade  is  closely  matched  by  a  like 
fluctuation  in  velocity  of  credit  and  currency.  Business  activity  rises 
and  falls  with  money  activity.  Hence  the  relationship  between  V  and  T 


V 

(expressed  mathematically  as  —  )  tends  to  be  constant. 


The  fact  that  this  ratio  tends  to  be  constant  leads  to  a  further  con¬ 
clusion  with  reference  to  the  general  equation,  MV  =  PT.  Rewriting 

V  .  V 

this  equation,  we  have  M.—  =  P.  Since  the  ratio  —  tends  to  be  con¬ 


stant,  it  follows  that  M  must  tend  to  vary  directly  with  P.  We  can, 
therefore,  express  the  equation  simply  as  M  =  P  (or  with  stricter  ac¬ 
curacy,  MocP).  This  condensed  form  of  statement  of  the  equation 
of  money  and  prices  emphasizes  the  fact  that  quantity  of  money  and 
credit  bears  a  direct  relationship  with  the  general  price  level. 

But  having  obtained  this  equation,  we  still  do  not  know  whether  M 
causes  changes  in  P  or  P  causes  changes  in  M.  That  is,  we  do  not  know 
from  the  equation  as  such  whether  prices  rise  first  and  force  a  Subse¬ 
quent  increase  in  money  supply  in  order  to  do  business  at  the  new  price 
level,  or  whether  money  supply  increases  first,  and  forces  a  subsequent 
increase  in  the  price  level.  Which  is  cause  and  which  is  effect?  Which 
comes  first  and  which  comes  after? 

The  answer  to  this  question  seems  to  hinge  upon  whether  we  are 
dealing  with  secular  or  cyclical  price  movements.  Without  attempting 
to  go  into  detailed  statistical  explanation  in  this  summary  treatment, 
the  writer  will  state  directly  the  hypothesis  that  M  changes  first  and 
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causes  the  later  change  in  P  where  the  secular  trend  is  concerned,  but 
that  either  may  change  first  and  be  the  cause  where  cyclical  trend  is 
concerned,  depending  upon  certain  “ other  factors.”  Upon  analysis, 
these  “other  factors”  resolve  chiefly  into  the  state  of  business  psychology. 
In  the  business  cycle,  the  confidence  or  pessimism  prevailing  may  pre¬ 
cipitate  price  changes  before  changes  in  money  supply  have  had  a  chance 
to  occur. 

Most  of  the  criticism  of  the  quantity  theory  is  aimed  at  the  rigid 
cyclical  application  of  that  theory.  It  is,  of  course,  not  necessary  to 
state  the  theory  in  so  rigid  a  form.  We  might  state  the  theory  by 
saying  that  in  secular  movements,  M  causes  P,  but  that  in  cyclical  move¬ 
ments,  P  may  change  first  and  cause  a  change  in  M.  Stated  thus,  the 
theory  is  certainly  capable  of  being  stoutly  defended. 

One  of  the  bitterest  opponents  of  the  quantity  theory,  Mr.  B.  M. 
Anderson,  Jr.,  readily  concedes  that  M  is  the  cause  of  changes  in  P 
when  secular  trend  is  involved.  To  quote  the  Anderson  viewpoint:  “It 
is  perfectly  true  that  a  great  increase  or  a  great  decrease  in  gold  pro¬ 
duction,  if  prolonged  over  a  period  of  years,  will  lead  to  marked  changes 
in  prices.  Thus,  for  the  world  as  a  whole  from  1873  to  1896,  and  for 
the  United  States  from  1879  (when  we  resumed  gold  redemption  of  the 
Greenbacks)  to  1896,  it  appears  reasonably  sure  that  the  diminished 
world  production  of  gold,  and  the  increased  use  of  gold  in  the  arts  and 
in  circulation,  tended  to  raise  the  value  of  gold  and  consequently  to 
lower  the  level  of  prices.  Beginning  in  the  early  ’nineties,  production 
of  gold  increased,  and  from  the  middle  ’nineties  to  about  1909,  there 
was  a  marked  decline  in  the  value  of  gold,  which  substantially  raised 
prices.  Over  long  periods,  therefore,  we  must  recognize  variations  in 
the  value  of  gold  money  as  very  substantially  affecting  commodity 
prices.”4  During  war  inflation,  M  was  the  cause  of  changes  in  P. 
Even  anticipations  and  expectations  that  M  would  further  increase  led 
to  an  increase  in  P  before  the  actual  increases  in  M  had  materialized. 
Holbrook  Working,  from  statistical  studies  of  the  period  1890  to  1916, 
concludes  that  changes  in  the  general  price  level  follow  changes  in  the 
quantity  of  circulating  medium  by  a  period  averaging  slightly  less  than 
one  year.5  Kitchin  finds  that  the  lag  of  prices  behind  increases  in  gold 
supply  is  upwards  of  five  years.6  The  secular  relationship  of  M  and  P 
is  convincingly  established. 

The  comparison  of  M  and  P  on  page  518  is  based  upon  studies  made 
by  Carl  Snyder.  P  includes  not  only  wholesale  prices  of  commodities, 
but  also  changes  in  retail  prices,  rents,  and  wages.7 

*  Chase  Economic  Bulletin,  The  Gold  Standard  vs.  a  Managed  Currency,  March 
23,  1925,  p.  36. 

6  Quarterly  Journal  of  Economics,  Volume  XXXVII,  p.  253. 

6  Harvard  Review  of  Economic  Statistics,  August,  1921,  p.  261.  See  also 
A.  H.  Hansen,  Cycles  of  Prosperity  and  Depression  in  the  United  States,  Great 
Britain  and  Germany. 

7  American  Economic  Review,  December,  1924,  p.  709. 
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When  prices  are  high,  they  may  be  undermined  by  a  disintegration 
of  business  confidence,  such  as  occurred  in  1920. 8  The  psychological 
revolution  may  have  the  effect  of  drawing  prices  down,  before  the  volume 
of  money  and  credit  has  fallen.  A  depression  neurosis  may  cause  P  to 
change  before  M.  Conversely,  a  firm  and  determined  temper  in  the 
business  community  may  cause  a  price  increase  before  any  increase  has 
occurred  in  money  and  credit.  A  prosperity  complex  may  lift  prices 
in  spite  of  a  constant  volume  of  medium  of  exchange.  Psychological 
pressure  may  lead  to  P  changing  first  and  causing  a  subsequent  change 
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in  M.  There  is  no  universal  order  of  cause  and  effect  between  P  and  M 
in  cyclical  waves  of  prices.  Sometimes  one  comes  first  and  sometimes 
the  other.  The  determining  factor  is  the  psychological  factor.  Perhaps 
even  this  notion  oversimplifies  the  matter,  for  it  is  no  easy  task  to  adjudge 
the  psychological  factor.  It  is  made  up  of  many  influences,  among 
which  may  be  mentioned  the  state  of  production,  the  expectation  of 
profit,  the  exhaustion  of  bank  credit,  the  rate  of  business  failures,  and 
the  like.  But  all  of  these  should  be  comprehended  in  the  human  varia¬ 
tion  in  the  price  equation.  M  =  P  is  a  purely  mathematical  formula. 
It  assumes  that  the  human  element  is  constant.  It  assumes  that  the 
psychological  factor  is  fixed.  But  we  must  take  into  account  the  fact 
that  although  mathematically  the  factors  represented  in  the  equation 
may  be  assumed  as  fixed  and  unalterable,  nevertheless,  psychologically, 

8  The  Federal  Reserve  Board  has  found  that  in  the  cyclical  fluctuations  from 
1919  to  1922,  the  tendency  was  for  changes  in  bank  credit  to  lag  behind  the  changes 
in  prices,  both  on  the  upward  and  the  downward  trend  of  business. 
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they  are  not  fixed.  A  given  quantity,  M,  will  have  more  or  less  effect 
on  P  according  as  people’s  minds  are  oppressed  with  fear  or  inspired 
with  faith.  The  human  equation  is  fully  as  important  as  the  algebraic 
equation.  In  cyclical  movements,  the  human  equation  has  to  be  reckoned 
with.9 

Additional  applications  of  value  theory  will  be  made  in  each  of  the 
three  following  chapters,  and  details  of  the  theory  will  be  elaborated 
more  concretely. 

The  Importance  of  Price  Fluctuations. — Price  movements  are  im¬ 
portant  chiefly  because  they  affect  different  business  classes  and  interests 
unequally.  If  such  movements  were  uniform  in  the  various  lines  of 
production  and  trade,  they  would  offer  little  harm  to  business.  If  they 
occurred  at  the  same  time,  and  at  the  same  rate,  and  to  the  same  degree, 


Pbices  axd  Bank  Cbedit,  1919-1922 
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The  index  of  prices  used  is  the  United  States  Bureau  of  Labor  Statistics  all 
commodities  index.  The  index  of  bank  credit  is  derived  from  quarterly  reports  on 
total  loans  and  investments  of  all  member  banks.  The  relations  between  M,  i.e.,  bank 
credit,  and  P.  i.e.,  prices,  may  be  summarized  as  follows: 

Beginning  of  price  decline.  May,  1920. 

End  of  price  decline,  January,  1922. 

Per  cent  of  price  decline,  44.2  per  cent. 

Beginning  of  bank  credit  decline,  November,  1920. 

End  of  bank  credit  decline.  March.  1922. 

Per  cent  of  bank  credit  decline,  9.6  per  cent. 

Lag  of  bank  credit  behind  prices.  6  months. 

Prices  turned  upward  in  January.  1922.  but  bank  credit  did  not  turn  upward 
until  March.  1922.  The  lag  of  bank  credit  was  tiro  months.  The  analysis  usually 
seeks  to  find  whether  a  rise  in  M  causes  a  change  in  P  or  vice  versa.  It  may  be 
more  significant  to  inquire  whether  M  permits  a  change  in  prices.  A  rise  in  prices 
would  be  called  to  a  halt  if  bank  credit  were  adequately  restrained.  Even  in  those 
cyclical  movements  where  M  does  not  cause  P.  it  nevertheless  may  permit  P  to 
change.  In  that  case,  a  control  of  M  would  make  possible  a  control  of  P. 

See  Federal  Reserve  Bulletin.  Volume  IX.  1923.  pp.  1-4. 

9  See  also  below,  pp.  587-89,  in  a  discussion  of  business  cycles. 
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in  all  branches  of  the  economic  system,  they  would  be  a  minor  problem. 
But  the  cardinal  feature  of  price  movements  is  precisely  that  they  move 
with  glaring  inequality,  that  they  are  never  uniform  for  different  trades, 
and  that  they  affect  scarcely  any  two  branches  of  industry  in  the  same 
way.  In  short,  price  changes  are  important  mainly  because  of  their 
inequality. 

This  inequality  may  be  measured  from  the  standpoint  of  various 
business  interests.  Debtors  and  creditors  are  affected  unequally  by  price 
changes.  If  a  creditor  lends  today  $1,000  and  prices  rise  100  per  cent, 
when  the  loan  is  paid  back  the  same  number  of  dollars  will  be  paid  back 
but  only  one-half  the  purchasing  power.  The  creditor  will  lose  in  terms 
of  purchasing  power  one-half  of  the  value  of  his  money  at  the  time  he 
loaned  it.  What  the  creditor  will  lose,  the  debtor  will  gain.  In  times 
of  rising  prices,  all  lenders  stand  to  lose,  whereas  all  borrowers  stand 
to  gain.  Conversely,  in  times  of  falling  prices,  borrowers  stand  to  lose 
whereas  lenders  stand  to  gain.  Inasmuch  as  an  essential  feature  of 
capitalism  is  that  nearly  all  business  is  done  by  borrowing  and  lending, 
this  inequality  of  price  changes  as  between  debtors  and  creditors  is  of 
basic  importance.  If  all  business  were  done  on  a  strictly  cash  and  carry 
basis,  there  would  be  little  to  worry  about.  But  the  very  fact  that  the 
bulk  of  all  business  is  done  on  a  credit  and  loan  basis  makes  the  in¬ 
equality  of  price  movements  of  the  greatest  concern. 

When  prices  are  rising,  all  people  who  practice  thrift  tend  to  lose. 
As  savers  and  investors  they  are  lenders  of  capital,  and  during  rising 
prices  lenders  lose.  The  dollar  is  steadily  depreciating  in  value.  All 
depositors  in  savings  banks  lose.  All  buyers  of  life  insurance  lose.  All 
buyers  of  bonds  lose.  The  reward  for  their  prudence  and  thrift  is  loss 
through  depreciation  of  the  dollar.  If  a  working  man  had  saved  $1,000 
in  1913  and  had  put  it  in  a  savings  bank  for  safe  keeping,  in  1924  the 
purchasing  power  of  the  principal  would  have  been  barely  two-thirds 
what  it  was  in  1913.  If  a  prudent  man  had  left  to  his  family  at  his 
death  in  1913  a  bequest  calculated  to  give  them  a  net  income  of  $3,000 
annually,  the  family  would  have  received  in  1924  an  income  which  in 
purchasing  power  would  have  been  only  two-thirds  that  amount.  If  a 
man  bought  bonds  in  1896  and  held  them  until  1920,  the  value  of  the 
principal  was  less  than  one-third  in  the  latter  year  wliat  it  had  been 
at  the  start.  What  savers  and  lenders  lose  through  inflation,  borrowers 
gain.  People  fall  into  the  belief  that  they  can  buy  “gilt-edged  bonds,” 
“fixed  incomes,”  conservative  investments  of  permanent  value.  They 
are  utterly  deluded.  The  most  conservative  investments  are  the  worst 
sufferers  when  inflation  sets  in.  All  over  Europe,  the  pre-war  savings 
of  the  middle  classes,  invested  in  bonds,  mortgages,  or  bank  deposits, 
were  wiped  out  almost  entirely,  as  a  direct  result  of  the  violent  in¬ 
flation  in  the  continental  countries.  Inflation  made  a  bitter  tragedy  in 
the  lives  of  all  those  who  had  worked  the  hardest  and  saved  the  most 
conscientiously.  Against  the  ravages  of  inflation,  property  savings  have 
no  protection.  There  is  no  such  thing  as  security  of  property  in  the 
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face  of  inflation.  The  guarantees  of  the  Constitution  that  no  persoil 
shall  be  deprived  of  property  without  due  process  of  law  are  absolutely 
without  avail  when  people  are  deprived  of  their  property  on  a  gigantic 
scale  by  changes  in  the  value  of  money.  People  excoriate  the  Bolsheviki 
for  confiscation  of  property  in  Russia,  but  the  confiscation  of  the  prop¬ 
erty  of  all  capitalistic  savers  by  the  hand  of  inflation  is  no  less  damaging. 
The  injustice  and  disaster  that  ensue  from  the  inequalities  of  inflation 
are  nowhere  more  poignant  than  in  the  lives  of  those  who  save  and 
invest. 

The  enterpriser  in  business  tends  to  gain  while  savers  lose.  He 
borrows  what  they  lend.  During  rising  prices,  business  profits  tend  to 
increase.  Business  expenses  are  incurred  on  the  level  of  today’s  low 
prices,  but  receipts  are  gathered  in  at  tomorrow’s  high  pi'ices.  Corpora¬ 
tions  borrow  capital  today,  and  when  they  pay  back  the  capital  to¬ 
morrow,  they  return  the  same  number  of  dollars,  but  not  the  same  amount 
of  purchasing  power.  In  the  meantime  each  dollar  has  depreciated  in 
value.  Materials  bought  low  today  are  sold  high  a  few  months  later. 
When  inflation  becomes  extreme,  business  men  amass  fortunes  by  bor¬ 
rowing  to  the  limit  on  today’s  price  scale,  and  repaying  on  tomorrow’s 
price  scale  with  depreciated  money  units  worth  a  slight  fraction  of  their 
former  value.  The  famous  fortune  of  Hugo  Stinnes  in  Germany  was 
built  up  in  large  measure  by  just  this  process  of  borrowing  in  good 
marks  and  repaying  in  practically  worthless  marks.  Owing  to  the  in¬ 
flationary  gains  of  business,  the  charge  of  profiteering  is  fastened  upon 
the  heads  of  business  men  during  rising  prices.  Prosecuting  attorneys 
try  to  suppress  rising  profits  by  legal  restraint.  Legislators  try  to  pass 
stringent  laws  to  curb  the  profiteers.  Demagogues  and  agitators  inflame 
the  minds  of  the  people  against  business  men  generally.  But  what  they 
all  fail  to  grasp  is  the  fact  that  profiteering  so  called  is  not  a  sign  of 
special  avarice  or  wickedness  but  is  merely  a  sign  of  the  depreciating 
value  of  the  dollar.  The  so-called  profiteer  is  a  consequence,  not  a  cause, 
of  the  hated  rise  of  prices.  Even  his  extra  profits  are  often  profits 
extra  in  name  but  not  in  fact.  If  business  makes  twice  as  many  dollars 
of  profit,  but  each  dollar  has  only  half  its  former  purchasing  power, 
business  has  made  no  gain  in  real  profits.  When  deflation  occurs,  on 
the  other  hand,  profits  dwindle  and  business  men  lose.  Bankruptcies 
and  failures  increase.  The  inequalities  of  price  changes  increase  the 
business  man’s  risks  enormously  and  unsettle  his  calculations.  Stability 
of  money  value  is  therefore  of  fundamental  importance  to  the  business 
men  as  a  class. 

The  laboring  classes  suffer  from  price  changes  as  heavily  as  any  single 
group.  While  prices  are  rising,  they  find  that  wages  lag  behind.  The 
cost  of  living  becomes  harder  to  meet.  Strikes  occur  to  force  wage 
increases.  While  prices  are  falling,  wages  tend  to  fall  more  slowly. 
Employers,  in  order  to  reduce  expenses,  propose  cuts  in  wages.  Strikes 
then  occur  to  resist  wage  decreases.  Labor  has  to  be  on  the  war  path 
the  whole  time,  whether  prices  are  going  up  or  down.  If  prices  are  going 
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up,  labor  strikes  to  bring  wages  up.  If  prices  are  going  down,  labor 
strikes  to  keep  wages  up.  Continuous  unrest  and  discontent  surround 
the  entire  process.  But  even  more  serious  than  wage  difficulties  is 
unemployment.  When  places  are  rising,  labor  tends  to  be  fully  em¬ 
ployed.  But  when  the  reaction  comes,  and  prices  are  falling,  labor  is 
thrown  out  of  employment.  When  the  reaction  of  1920  came,  upwards 
of  six  million  laborers  were  unemployed  in  the  United  States.  An  army 
of  unemployed  tends  to  become  an  army  of  discontent,  an  army  of 
radicals.  Statesmen  lecture  to  the  masses  upon  the  wickedness  of 
radicalism  and  warn  the  public  that  revolution  is  a  menace  of  the  hour. 
But  one  thing  they  neglect,  and  that  the  most  important  thing,  namely, 
that  the  evils  which  cause  their  alarm  largely  flow  from  the  changes  in 
the  value  of  the  dollar,  the  changes  in  the  cost  of  living,  the  changes  in 
the  purchasing  power  of  wages,  the  changes  of  employment  which  ac¬ 
company  the  reaction  from  inflation.  A  great  part  of  labor  unrest  is 
due,  not  to  the  alleged  wilful  greed  of  labor,  but  to  the  inequality  of 
price  changes  which  falls  with  heavy  hand  upon  the  working  classes. 
Stability  of  the  value  of  money  is,  therefore,  of  the  utmost  importance 
to  labor. 

When  prices  are  rising,  farmers  like  other  business  classes  feel  pros¬ 
perous,  but  when  deflation  comes  they  are  among  the  heaviest  sufferers. 
A  farmer  who  took  out  a  mortgage  on  his  farm  in  1896  found  it  easier 
and  easier  to  pay  off  principal  and  interest  as  the  dollar  steadily  depre¬ 
ciated  up  to  1919.  But  a  farmer  who  took  out  a  mortgage  in  1919  lost 
heavily  in  the  drastic  deflation  which  occurred  during  the  next  five 
years.  Farmers  all  over  Europe  who  were  loaded  down  with  pre-war 
mortgages  threw  off  their  burden  of  debt  by  payment  to  the  landlords 
in  depreciated  francs,  marks,  or  other  fiat  money  units.  On  the  other 
hand,  farmers  tend  to  suffer  from  taxation  what  they  occasionally  gain 
from  inflation.  Land  values  are  assessed  at  high  levels  when  prices  rise. 
Later  when  prices  fall,  assessments  tend  to  remain  high  and  the  burden 
of  inflated  taxation  is  severe. 

Another  class  of  business  interests  which  suffers  from  inflation  is 
public  utilities.  These  industries  have  their  rates  regulated  by  public 
service  commissions  and  such  bodies  as  the  Interstate  Commerce  Com¬ 
mission.  Private  industries  may  raise  their  prices  ever  so  much,  but 
public  utilities  cannot  exceed  Avhat  public  regulation  will  allow.  Mean¬ 
time,  all  their  expenses  tend  to  rise  just  as  fast  as  do  the  expenses  of 
private  industries.  Since  they  cannot  recoup  their  rising  expenses  by 
equally  rising  prices,  they  are  unable  to  make  a  profit.  All  public 
utilities  face  a  crisis  when  prices  are  rising.  Bankruptcies  multiply, 
and  losses  mount  high.  On  the  other  hand,  when  prices  tend  to  fall, 
public  utilities  are  favorably  situated  since  their  rates  tend  to  lag 
behind  the  fall  of  other  prices.  While  deflation  lasts,  they  improve  their 
position  at  the  expense  of  other  industries. 

The  volume  of  production  tends  to  increase  when  prices  increase  and 
to  decrease  when  prices  decrease.  Inflation  of  a  mild  sort  acts  as  a 
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stimulant  to  production.  Deflation  of  a  mild  sort  acts  as  a  deterrent  to 
production.  This  cause  and  effect  connection  often  leads  to  the  sup¬ 
position  that  inflation  is  good  for  business  and  ought  to  be  deliberately 
brought  about.  The  difficulty  occurs  when  inflation  reaches  an  advanced 
form  and  brings  on  the  reaction  of  deflation.  After  production  reaches 
its  maximum  limit ,  the  issuance  of  more  money  and  credit  does  not  in 
any  way  increase  the  output  of  wealth.  It  simply  creates  a  fluctuation 
in  the  value  of  the  dollar,  a  change  in  the  measuring  rod  of  value.  More 
money  thereafter  cannot  possibly  increase  production,  but  it  can  and 
does  increase  prices.  The  reaction  to  deflation  eventually  occurs,  and  is 
marked  by  unemployment,  closed  factories,  and  under-production.  Con¬ 
sequently  there  is  no  net  increase  of  wealth  in  the  long  run  from  the 
stimulant  of  inflation.  Inflation  is  not  a  permanent  basis  of  fundamental 
prosperity  and  production,  but  is  only  a  fleeting  show  of  these  desirable 
ends.  Production  can  be  sustained  at  a  normal  maximum  capacity  only 
by  approximate  stability  in  the  value  of  money  itself. 

All  classes  and  groups  which  suffer  from  the  inequalities  of  price 
changes  are  constantly  faced  with  the  necessity  of  adapting  themselves 
to  price  maladjustments  in  all  departments  of  business.  Wholesale 
prices  tend  to  move  earlier,  faster  and  further  than  retail  prices.  Wages 
and  rents  tend  to  lag  behind  commodity  prices.  Capital  prices,  in  the 
form  of  interest  rates,  tend  to  move  slowly  and  to  move  later  than  com¬ 
modity  prices.  Taxes  and  property  values  move  unequally.  Com¬ 
modities  used  by  producers  for  further  manufacture  fluctuate  differently 
from  commodities  used  by  consumers.  When  the  price  level  is  moving, 
the  unequal  changes  in  all  these  different  lines  destroy  any  normal 
balance  between  prices.  Maladjustment  ensues.  Disturbance  prevails. 
Price  balance  is  utterly  impossible  as  long  as  the  value  of  money  itself 
is  unsteady. 

Finally,  it  remains  to  be  observed  that  the  inequalities  set  in  motion 
by  inflation  and  deflation  are  influenced  by  the  rate  of  the  price  move¬ 
ments.  Very  slow  changes  in  price  levels  exert  the  same  kind  of  in¬ 
fluences  as  very  fast  changes,  but  to  a  much  less  degree.  If  prices  rise 
only  1  to  2  per  cent  a  year,  business  can  adjust  itself  to  the  change. 
If  prices  rise  5  to  10  per  cent  a  year,  business  is  seriously  affected.  If 
prices  rise  50  to  100  per  cent  a  year,  business  is  critically  affected.  If, 
as  in  Germany,  and  other  countries  they  rise  thousands  of  per  cent  a 
yeai%  business  is  disastrously  affected.  The  speed  of  inflation  or  deflation 
is  of  vital  importance,  and  the  inequalities  which  flow  from  price 
changes  are  at  their  worst  when  the  speed  of  such  changes  is  at  its 
highest. 

From  the  illustrations  that  have  been  given,  the  vital  importance  of 
prices  and  of  money  value  in  the  affairs  of  business  should  be  evident. 
The  inequalities  of  the  effects  of  price  changes  are  everywhere  apparent. 
The  inequalities  as  between  debtors  and  creditors,  as  between  investors 
and  enterprisers,  as  between  those  who  work  for  profits  and  those  who 
work  for  wages,  as  between  private  industries  and  public  utilities,  as 
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between  farmers  and  non-farmers,  as  between  taxpayers  and  taxing 
authorities,  and  as  between  producers  and  consumers,  are  universal  and 
all  inclusive.  And  yet,  in  spite  of  the  clear  cause  and  effect  relations 
between  price  changes  and  all  these  things,  popular  opinion  invariably 
attributes  the  ills  which  flow  from  inflation  and  deflation  to  causes  other 
than  the  value  of  money.  Business  men  themselves  attribute  the  mal¬ 
adjustments  of  economic  life  to  everything  and  anything  except  changes 
in  the  value  of  money.  Not  that  the  value  of  money  is  the  only  force 
which  requires  attention,  but  that  it  is  one  force  which  rarely  receives 
the  kind  of  attention  which  it  unquestionably  deserves.  Much  of  the 
confusion  in  the  public  mind  about  the  cost  of  living,  profiteering, 
unemployment,  wage  unrest,  price  fixing,  watered  stock,  high  rents, 
unjust  taxation,  Wall  Street,  and  other  vital  issues  can  be  cleared  up 
only  by  a  realization  of  the  part  which  the  changing  value  of  money 
plays  in  our  economic  life. 
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CHAPTER  XXVI 


PRICE  MOVEMENTS 

Since  all  economic  forces  crystallize  in  the  form  of  prices,  it  is  an 
essential  of  economic  science  to  study  the  movements  of  prices.  It 
is  difficult  to  conceive  of  any  influence  whose  economic  significance  is 
not  measured  and  interpreted  in  a  price  movement  somewhere. 

Instead  of  limiting  our  study  to  value  in  the  abstract,  or  to  value 
as  a  subjective  concept,  we  can  make  the  study  definite  by  considering 
concrete  price  movements.  Price  study  is  simply  one  way  of  analyzing 
value,  but  it  is  a  specific  and  objective  way.  It  is  a  way  which  permits 
of  measurement  by  the  use  of  index  numbers.  Value  in  the  abstract 
cannot  be  measured.  Value  as  reflected  in  prices  can  be  measured  by 
price  indexes.  Such  indexes  do  not  tell  us  everything  that  is  desired 
about  value.  They  are  not  a  complete  key  to  all  the  problems  of  value. 
But  they  offer  the  most  positive  and  useful  method  of  studying  value 
which  we  have. 

The  Price  Index  as  a  Measuring  Device. — (1)  The  Base  Period. 
As  a  rule,  a  base  period  is  selected  to  represent  100,  and  this  base  may 
be  average  prices  for  a  year,  or  for  a  number  of  years.  Thus,  the 
wholesale  price  index  of  the  Bureau  of  Labor  Statistics  originally  took 
the  average  for  the  period  1890-1899  as  a  base  of  100.  Since  the  World 
War,  the  chief  comparison  has  been  between  post-war  and  pre-war  prices, 
and  consequently  the  base  year  bas  been  shifted  to  1913.  Saurbeck’s 
(now  continued  by  the  Statist)  index  number  of  wholesale  prices  in 
England  takes  as  a  base  period  the  decade  1867-1877.  The  deciding 
factor  in  selecting  a  base  period  is  simply  which  base  will  give  the  most 
significant  comparison  for  the  particular  purpose  in  hand.  A  base 
period  in  the  recent  past  tends  to  develop  greater  accuracy  in  the  index 
number  than  a  base  period  in  the  remote  past.  The  remoteness  of  the 
base  period  and  the  purpose  of  the  price  comparison  are  important  in 
determining  the  most  serviceable  base  period. 

(2)  The  Average  Derived  from  Widely  Differing  Price  Fluctuations. 
An  increase  in  the  index  of  the  average  price  of  a  number  of  individual 
commodities  does  not  imply  that  the  price  of  each  commodity  has  under¬ 
gone  a  uniform  increase.  On  the  contrary,  even  when  the  prices  of 
hundreds  of  commodities  are  averaged  it  is  difficult  to  find  any  two  com¬ 
modities  which  have  undergone  the  same  increase.  In  any  year  a  con¬ 
siderable  percentage  of  the  commodities  fall  in  price  while  a  somewhat 
smaller  percentage  remain  more  or  less  unchanged  and  a  considerable 
percentage  rise  in  price.  A  price  average  consists  of  a  great  diversity  of 
fluctuations  of  individual  commodities,  some  rising,  some  falling,  some 
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remaining  unchanged.  However,  in  the  midst  of  this  wide  diversity, 
there  appears  this  outstanding  characteristic,  that  the  fluctuations  are 
highly  concentrated  about  a  central  tendency.  Small  fluctuations  up  or 
down  show  a  much  greater  frequency  than  extreme  variations,  and  this 
dense  concentration  reveals  a  general  drift  in  the  whole  mass  of  changes. 
Because  of  the  fact  that  the  widely  diverse  fluctuations  are  highly  con¬ 
centrated  about  a  central  tendency,  it  is  possible  to  measure  variations 
in  the  general  average  with  a  close  approximation  to  accuracy. 

To  illustrate  the  diversity  of  price  movements  we  may  compare  the 
prices  of  a  variety  of  commodities  in  July,  1921,  with  their  prices  in 
the  year  1913. 

Price  Index  in 


July,  1921 

Commodity  (1913  =  100) 

Tin  .  62 

Corn  .  98 

Cotton  .  97 

Zinc .  82 

Cattle  .  99 

Mutton  .  102 

Cloths  and  clothing .  179 

Lumber  .  200 

Shoes  .  225 

Paper  .  257 


In  the  midst  of  this  diversity,  there  was  during  this  same  period  a 
central  tendency  of  price  fluctuations.  This  central  tendency  was  meas¬ 
ured  by  the  fact  that  the  price  index  for  the  average  of  all  commodities 
at  wholesale  in  July,  1921,  stood  at  148  as  compared  with  100  in  1913. 
The  general  average  represented  the  change  in  the  purchasing  power 
of  the  dollar,  or  the  change  in  the  value  of  money. 

(3)  The  Number  of  Commodities.  The  number  of  commodities  to 
be  included  in  a  price  index  will  depend  upon  the  purpose  for  which 
the  index  is  intended.  An  index  to  be  used  as  a  business  barometer  for 
forecasting  purposes  may  require  as  few  as  ten  commodities.  This  is 
the  number  included,  for  instance,  in  the  index  computed  by  the  Harvard 
Committee  of  Economic  Research.  An  index  of  food  prices  may  conven¬ 
iently  include  a  somewhat  larger  number.  For  example,  the  Annalist 
index  is  based  upon  twenty-five  food  commodities.  An  index  of  the 
general  purchasing  power  of  money  should  include  a  relatively  large 
number  of  commodities.  Several  European  indexes  include  about  forty- 
five  commodities.  The  principal  index  number  in  the  United  States, 
that  published  by  the  Bureau  of  Labor  Statistics,  includes  more  than 
four  hundred  articles,  and  the  index  published  during  the  war  by  the 
War  Industries  Board  included  1,437  articles.  Regarding  the  number 
of  commodities,  Irving  Fisher  offers  the  following  opinion :  ‘  ‘  Seldom  are 
index  numbers  of  much  value  unless  they  consist  of  more  than  twenty 
commodities  and  fifty  is  a  much  better  number.  After  fifty,  the  improve¬ 
ments  obtained  from  increasing  the  number  of  commodities  is  gradual, 
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and  it  is  doubtful  if  the  gain  from  increasing  the  number  beyond  two 
hundred  is  worth  the  extra  trouble  or  expense.”1  Fisher’s  own  index 
number  of  general  purchasing  power  consists  of  approximately  two 
hundred  commodities.  A  large  number  of  commodities  tends  to  wipe  out 
possible  errors  from  weighting,  or  inaccurate  price  calculations,  or  selec¬ 
tion  of  unfair  samples  of  commodities. 

(4)  The  Selection  of  Commodities.  An  index  number  of  the  general 
purchasing  power  of  money  cannot  include  each  and  every  commodity 
involved.  The  index  has  to  be  based  upon  samples  which  are  supposed 
to  be  fairly  representative  of  the  whole  mass  of  commodities.  But  the 
task  of  sampling  and  selecting  leaves  room  for  a  great  deal  of  personal 
opinion  and  possible  error  on  the  part  of  the  index  statistician.  The 
difficulty  lies  in  deciding  which  samples  are  truly  representative  and 
which  are  not. 

The  assortment  of  samples  depends  in  large  measure  upon  the  pur¬ 
pose  of  the  index  number.  Whether  to  include  raw  materials  or  finished 
products,  foods  or  minerals,  luxuries  or  necessities,  and  in  what  propor¬ 
tions  to  include  them  is  a  perplexing  problem.  An  index  to  be  used  for 
business  forecasting  would  include  sensitive  prices  which  tend  to  move 
in  advance  of  the  great  mass  of  prices.  The  purpose  of  the  index  is  all 
important.  In  using  any  of  the  general  indexes  it  is  important  to  know 
upon  which  basis  the  commodities  are  selected  before  putting  the  index 
to  any  use  requiring  precision  and  accuracy. 

If  the  assortment  of  commodities  is  fair,  the  number  of  commodities 
included  may  be  very  small  without  impairing  accuracy.  Where  the 
sampling  is  haphazard  and  loose,  the  inclusion  of  a  large  number  of 
commodities  tends  to  wipe  out  in  part  the  errors  of  sampling. 

A  general  principle  of  choice  is  that  those  commodities  are  preferable 
that  are  substantially  uniform  from  market  to  market  and  from  year  to 
year.  Commodities  which  are  highly  erratic  and  which  show  violent 
degrees  of  fluctuation  are  to  be  shunned.  They  obscure  the  central 
tendency  of  the  price  movements. 

The  Bureau  of  Labor  Statistics  selects  404  commodities  from  nine 
main  groups.  For  instance,  the  index  for  August,  1924,  was  made  up 
from  the  following  groups: 

Price  Index, 
August,  1924 


Commodity  Group  (1913  =  100) 

Farm  products .  145.3 

Foods . 144.0 

Cloths  and  clothing .  189.9 

Fuel  and  lighting  .  169.7 

Metals  and  metal  products .  130.4 

Building  materials .  169.2 

Chemicals  and  drugs .  130.1 

House  furnishings .  171.0 

Miscellaneous  .  115.0 

All  commodities .  149.7 


i  The  Making  of  Index  Numbers,  p.  340. 


528 


Money,  Credit,  and  Banking 

Moreover,  the  distribution  within  these  major  groups  must  give  due 
consideration  to  several  guiding  principles.  For  instance,  it  is  proved 
by  statistics  that  raw  materials  show  wider  oscillations  in  price  than 
finished  commodities.  Likewise,  it  is  known  that  the  prices  of  farm 
crops  are  highly  responsive  to  weather  conditions  and  climate,  whereas 
prices  of  minerals  are  more  responsive  to  forces  of  the  business  cycle. 
Consumers’  goods  are  steadier  in  price  than  producers’  goods.  To  make 
an  accurate  index  a  fair  amount  of  samples  must  be  drawn  from  all  the 
important  groups  and  classes  of  commodities. 

(5)  The  Collection  of  Data.  Two  kinds  of  data  are  required,  prices 
and  quantities.  The  quantities  are  necessary  in  order  to  “weight”  the 
price  quotations  used.  If  twice  as  much  of  one  commodity  is  sold  as  of 
another,  then  the  former  commodity  is  twice  as  important  in  affecting 
the  general  price  level.  The  price  index  of  general  purchasing  power 
should  reflect  the  relative  importance  of  each  commodity.  The  estimate 
of  quantities  has  to  be  procured  from  trade  associations,  government 
reports,  and  census  records.  These  reports  offer  so  many  conflicting 
estimates  of  production  that  the  reconcilement  of  the  estimates  requires 
much  skill  and  patience.  An  approximate  price  measurement  may  be 
secured  without  bothering  to  weight  the  estimates.  If  strict  accuracy 
is  not  required,  price  averages  without  weights  may  be  used.  These 
seldom  allow  of  error  greater  than  10  per  cent,  and  especially  when  a 
large  number  of  commodities  are  used  in  the  index,  the  error  is  so 
small  that  the  index  is  sufficiently  accurate  for  general  purposes. 

The  collection  of  prices  is  a  highly  complicated  task.  Most  American 
index  numbers  are  made  from  market  prices,  but  some  indexes  here  and 
abroad  are  made  from  import  and  export  values,  from  contract  prices, 
and  from  institutional  prices.  In  any  market,  there  are  several  grades 
of  each  commodity.  The  field  collector  of  prices  must  settle  upon  a 
certain  grade,  and  keep  to  that  grade  uniformly  over  a  period  of  years. 
Moreover,  prices  vary  from  locality  to  locality,  and  from  hour  to  hour 
during  the  day  on  which  they  are  quoted.  The  gaining  of  uniform  price 
quotations  is  therefore  a  task  requiring  “intimate  familiarity  with  the 
statistical  methods  by  which  they  are  made,  endless  patience,  judgment 
of  a  high  order,  and  tactful  diplomacy.  ’  ’  2 

The  studies  of  Mitchell  indicate  that  in  so  far  as  the  price  indexes 
computed  by  different  authorities  fail  to  agree  perfectly,  the  discrepan¬ 
cies  are  due  largely  to  differences  in  computing  weights  and  price  quo¬ 
tations  and  in  selecting  the  sample  of  commodities.  The  importance  of 
the  field  work  is  of  paramount  importance.  If  there  is  error  or  laxity 
at  this  stage  of  the  process,  the  index  number  will  be  false,  no  matter 
how  perfect  the  mathematical  formula  may  be  which  the  statistician 
uses.3 

(6)  Formula  and  Mathematical  Method.  The  most  familiar  index 
formula  is  the  simple  arithmetic  average.  If  we  take  the  price  of  wheat, 

-  Bulletin  284  U.  S.  Bureau  of  Labor  Statistics,  p.  26,  W.  C.  Mitchell. 

3  Ibid.,  p.  104. 
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of  corn,  and  of  pig  iron  in  1913  as  100  and  find  that  in  a  certain  later 
year  their  prices  have  changed  so  that  the  index  of  wheat  is  then  130, 
of  corn  110,  and  of  pig  iron  190,  the  arithmetic  average  in  the  later  year 
is  the  sum  of  these  indexes,  460,  divided  by  their  number,  3,  which  gives 
153.  This  index  can  be  weighted  by  merely  adding  in  more  than  once 
the  commodity  which  deserves  higher  importance.  Of  this  method  it 
may  be  said  that  it  does  not  give  results  accurate  enough  for  precise 
and  close  measurements.  Indeed,  Fisher  advocates  “the  total  abandon¬ 
ment  of  the  simple  arithmetic  type  of  index  number.”4  This  extreme 
position,  however,  is  unwarranted  since  for  many  purposes,  only  fair 
approximation  to  perfect  accuracy  is  needed.  Moreover,  the  ease  in 
the  use  of  the  arithmetic  average,  and  the  fact  that  everybody  is  familiar 
with  it  make  it  a  valuable  instrument  of  measurement.  It  is  valuable, 
that  is,  provided  the  user  understands  that  the  results  allow  for  a  margin 
of  error  of  possibly  5  and  sometimes  as  much  as  10  per  cent. 

Instead  of  adding  together  the  price  relatives  of  wheat,  corn,  and  pig 
iron,  we  may  multiply  them  together  and  take  the  cube  root.  The 
result  would  be  the  geometric  average.  If  we  have  ten  commodities,  we 
multiply  them  all  together  and  take  the  tenth  root.  Thus,  to  compute 
the  geometric  average,  we  multiply  together  all  the  individual  relative 
prices  for  a  given  date  and  extract  the  nth  root,  n  standing  for  the 
number  of  commodities  included.  The  geometric  average  yields  more 
accurate  results  than  the  arithmetic,  and  where  weights  are  not  avail¬ 
able,  the  geometric  average  offers  fairly  satisfactory  results.  For  gen¬ 
eral  usage,  it  has  the  slight  disadvantage  that  it  is  not  as  easy  to  cal¬ 
culate  as  the  arithmetic  average. 

Instead  of  adding  or  multiplying  the  separate  price  relatives,  we  may 
simply  select  the  middlemost  number  of  the  list.  Thus  the  middlemost 
number  of  the  following  list  of  numbers,  2,  5,  6,  10,  30,  is  6,  and  6  is 
the  median.  This  formula  of  index  number  is  the  simple  median.  It  is 
more  accurate  than  the  arithmetic  average  and  just  as  good  as  the 
geometric.  It  has  the  advantage  of  being  comparatively  easy  to  cal¬ 
culate.  Where  data  are  unavailable  for  weighting,  the  median  may 
be  used,  and  may  be  expected  to  give  sufficiently  accurate  results  to 
serve  most  practical  purposes. 

The  foregoing  types  of  formulae  require  first  calculating  the  per¬ 
centage  of  price  change  individually  for  each  commodity,  and  then 
taking  an  average  or  median  of  these  various  individual  percentages. 
These  individual  percentages  are  price  relatives.  If  instead  of  convert¬ 
ing  each  commodity  singly  to  a  price  relative  we  simply  add  together 
the  actual  prices  of  commodities,  we  arrive  at  a  sum  total  of  original 
price  quotations.  Comparison  of  such  a  sum  total  in  a  given  year 
with  the  sum  total  of  a  base  year  gives  a  price  index  based  upon  the 
aggregate  prices  of  the  two  years.  This  aggregative  index  gives  good 
results  when  properly  weighted,  but  when  weights  are  not  known,  it 
is  unreliable.  There  are  two  additional  types  of  index  number,  the  mode 

*  The  Making  of  Index  Numbers,  p.  30. 
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and  the  harmonic,  but  they  are  so  slightly  used  that  they  need  not  be 
described  here. 

Where  data  on  weights  are  not  available,  preference  on  grounds  of 
accuracy  is  given  to  the  simple  median  and  simple  geometric.  The  use 
of  a  large  number  of  commodities  will  offset  the  disadvantage  of  a  lack 
of  data  on  “weighting.”  Some  statisticians  reject  the  arithmetic  alto¬ 
gether,  whereas  others  admit  its  use  with  cautions  against  possible 
margins  of  error.  Where  data  on  weights  are  available,  it  is  possible 
to  adopt  a  formula  which  reduces  mathematical  error  to  a  negligible 
point.  It  would  be  out  of  place  in  a  treatise  of  this  character  to  describe 
the  mathematical  complications  of  “crossing  weights”  or  “crossing 
formula,”  but  it  may  be  pointed  out  that  an  index  formula  is  available 
which  reduces  the  mathematical  error  in  price  averages  to  one-tenth,  or 
even  one-hundredth,  of  one  per  cent.6 

Fisher  analyzes  134  different  formulae  for  index  numbers,  and  con¬ 
cludes  that  fully  thirty  of  these  are  within  less  than  one-half  of  one  per 
cent  of  the  ideal  and  that  any  of  the  thirty,  so  far  as  accuracy  is  con¬ 
cerned,  is  good  enough  to  serve  for  all  practical  purposes.  Fisher 
further  shows  that  “none  outside  of  this  list  need  ever  be  used  for  any 
purpose  where  great  accuracy  is  demanded,  although  about  as  many 
other  formulas  are  accurate  enough  for  most  purposes.”6  As  an  instru¬ 
ment  of  measurement,  the  index  number  is  just  as  accurate  as  any  other 
devices  of  physical  measurement,  such  as  the  pound  or  the  foot.  For  all 
practical  purposes  the  index  can  be  considered  as  absolutely  accurate, 
when  properly  computed. 

Moreover,  even  some  of  the  simplest  formulas  are  more  accurate  than 
were  formerly  supposed,  and  indeed  accurate  enough  to  show  the  pri¬ 
mary  facts  of  price  movements.  The  simple  median  and  the  simple 
geometric,  for  instance,  are  usually  correct  within  6  per  cent.  Errors 
and  discrepancies  in  these  index  numbers  are  less  than  those  which 
result  from  most  attempts  to  measure  economic  quantities.  As  Snyder 
states,  “It  is  clear  that  even  what  is  called  a  simple  or  unweighted 
index  number  may  be,  if  the  quotations  are  properly  chosen  and  of 
sufficiently  large  number,  about  as  well  weighted  and  the  index  about 
as  accurate  as  if  to  them  a  formidable  array  of  laboriously  ascertained 
weights  has  been  assigned.”  7  And  to  quote  Mitchell,  “About  the  major 
facts  of  price  history,  the  testimony  of  the  leading  American  index 
numbers  is  unanimous.  If  prices  are  accurate,  the  particular  method 
used  in  computing  the  index  is  of  secondary  importance.  ’  ’ 8 


6  The  so-called  “ideal”  formula,  formula  number  353,  is  1: 


n  — • 


where  2  indicates  “the  sum  of  such  terms  as” 
pn  =  the  price  of  any  commodity  in  a  given  year  or  period 
qn  =  the  quantity  of  that  commodity  in  the  given  year 
Po  =  the  price  of  that  commodity  in  the  base  year 
qo  =  the  quantity  of  that  commodity  in  the  base  year. 

6  The  Making  of  Index  Numbers,  pp.  244-248,  205. 

The  New  Republic,  June  18,  1924,  p.  100. 
s  Bulletin  281/,  United  States  Bureau  of  Labor  Statistics,  pp.  90,  104,  110. 
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(7)  The  Purpose  of  the  Index  Number.  As  has  been  pointed  out  in 
the  foregoing'  treatment  of  various  phases  of  the  index  number,  the 
purpose  for  which  the  index  number  is  intended  makes  all  the  difference 
in  the  world  in  the  method  of  its  construction.  The  base  period,  the 
assortment  of  commodities,  the  number  of  commodities,  the  weighting, 
the  collection  of  prices,  and  the  selection  of  the  formula,0  depend  upon 
the  purpose  in  hand.  The  original  purpose  of  index  numbers  was  to 
measure  the  purchasing  power  of  money  and  this  promises  to  continue 
one  of  the  leading  purposes.  But  more  recently  the  uses  of  index 
numbers  have  expanded  greatly.  AVe  have  indexes  of  the  cost  of  living, 
of  workingmen’s  budgets,  of  retail  prices,  of  stock  and  bond  prices,  of 
foreign  exchange  rates,  of  quantity  of  production,  of  national  income, 
of  interest,  of  rents,  of  wages,  of  volume  of  employment,  of  freight  traffic, 
of  the  business  cycle,  and  of  many  other  business  factors.  AVe  have 
indexes  for  business  at  large,  for  separate  trades  and  industries,  for 
individual  plants  in  a  given  trade,  for  separate  departments  of  the 
individual  plant.  The  index  number  has  become  an  indispensable  tool 
for  economic  thinking.  AVherever  we  attempt  to  verify  our  theory  or 
test  out  our  hypothesis  we  are  dependent  upon  the  index  number  as  a 
measuring  device.  By  adapting  the  method  of  its  construction  to  the 
particular  purpose  in  hand,  we  are  able  to  secure  interpretations  which 
are  accurate  and  valid.  The  purpose  is  everything.  In  the  present 
chapter  we  are  chiefly  interested  in  index  numbers  of  prices,  and 
particularly  in  index  numbers  of  the  general  price  level  as  a  measure¬ 
ment  of  the  general  purchasing  power,  or  value,  of  money. 

The  Secular  Trend  of  Prices. — The  secular  trend  of  the  price  level 
is  the  long-time  trend  prevailing  over  a  period  of  years.  The  history 
of  price  levels  shows  clearly  that  over  a  period  of  a  decade,  or  a  quarter 
of  a  century,  or  more,  the  purchasing  power  of  money  may  be  gradually 
declining,  whereas  at  another  time  and  for  a  period  of  a  decade,  or  a 
quarter  of  a  century,  or  more,  the  purchasing  power  of  money  may  be 
gradually  increasing.  The  chart  of  wholesale  price  movements  in  Eng¬ 
land  and  the  United  States  (see  page  532)  shows  these  long  swings  of 
the  purchasing  power  of  money  during  more  than  a  century  and  a  third. 

The  striking  similarity  of  price  movements  in  both  England  and  the 
United  States  is  simply  a  manifestation  of  the  fact  that  the  price  levels 
of  all  countries  using  the  same  money  standard  tend  to  fluctuate  in 
unison.  The  forces  fixing  the  secular  trend  of  the  price  level  are  world¬ 
wide.  All  countries  using  gold  money  are  bound  together  by  common 
forces  which  govern  the  purchasing  power  of  their  money.  AVhat  sways 
the  price  level  of  one  gold  standard  country  sways  the  price  level  of  all. 

9  Statisticians  are  not  agreed  as  to  whether  in  the  selection  of  the  formula  the 
index  number  that  is  best  for  one  purpose  is  equally  good  for  all  purposes.  Fisher 
claims  that  there  is  one  best  index  number,  and  that  the  formula  as  a  formula  is 
good  or  bad  regardless  of  the  purpose  for  which  the  index  is  to  be  used.  Mitchell 
and  others,  on  the  other  hand,  insist  that  even  in  the  selection  of  the  formula,  the 
purpose  is  all  important.  See  The  Making  of  Index  Numbers,  pp.  229-234,  and 
Bulletin  28Jf,  United  States  Bureau  of  Labor  Statistics,  p.  23. 
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If  a  country  temporarily  abandons  the  gold  standard,  its  price  level  runs 
an  erratic  course  governed  by  its  internal  supply  and  demand  of  paper 
money.  To  understand  the  forces  involved  in  long-time  and  world-wide 
price  movements,  a  brief  survey  of  the  history  of  price  trends  is  in¬ 
dispensable. 

Wholesale  Commodity  Prices  in  the  United  States  and  England,* 
Adjusted  to  1913  as  Base  oe  100 


*  From  index  figures  computed  by  the  Federal  Reserve  Bank  of  New  York.  Indexes 
for  the  United  States  from  1860  to  1923  are  derived  from  the  United  States  Bureau  of 
Labor  Statistics.  Indexes  for  England  are  based  upon  the  Sauerbeck-jStatist  computations. 


During  the  sixteenth  and  seventeenth  centuries  prices  rose  in  Western 
Europe  from  200  to  300  per  cent.  This  rise  was  attributable  in  large 
part  to  the  discovery  of  gold  and  silver  in  the  New  AVorld  and  the  con¬ 
sequent  flow  of  these  precious  metals  into  the  monetary  circulation  of 
the  European  countries.  These  centuries  of  inflation  owed  their  depre¬ 
ciation  of  money  primarily  to  this  new  source  of  supply  of  specie. 

Looking  at  price  history  over  a  period  of  several  centuries,  we  find 
that  although  prices  have  sometimes  fallen  they  have  more  often  risen. 
In  general  there  has  gone  on  a  persistent  and  progressive  depreciation 
of  money.  In  1924,  for  instance,  prices  in  France  were  four  to  five  times 
as  high  as  they  were  in  1914.  In  1914,  prices  were  four  to  six  times  as 
high  as  they  were  five  hundred  years  ago  and  upwards  of  ten  times  as 
high  as  they  wTere  one  thousand  years  ago. 

The  134  years  of  price  movements  recorded  in  the  above  price  chart 
may  be  studied  from  the  standpoint  of  three  chief  kinds  of  periods : 
periods  of  wars,  periods  of  slowly  falling  prices,  periods  of  slowly  rising 
prices. 

The  periods  of  wars  were  times  of  extreme  high  points  in  price 
movements.  Extremes  of  inflation  and  depreciation  were  products  of 
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war  financing.  The  first  high  point  of  inflation  coincides  with  the 
Napoleonic  Wars  in  Europe  and  the  War  of  1812  in  the  United  States. 
Excessive  issues  of  inconvertible  paper  money  were  characteristic  of 
these  wars.  The  second  high  point  of  inflation  coincides  with  the  Civil 
War  in  the  United  States.  Since  England  was  not  a  participant  in  that 
struggle,  the  English  price  level  does  not  show  as  violent  an  incline 
as  that  of  the  United  States.  Excessive  issue  of  inconvertible  paper 
money  in  the  form  of  the  Greenback  was  the  distinguishing  characteristic 
of  this  war  period.  The  third  high  point  of  inflation  coincides  with  the 
World  War.  Excessive  issue  of  inconvertible  paper  money  was  the 
characteristic  of  the  period,  with  one  notable  exception.  That  exception 
was  the  United  States.  In  the  United  States,  paper  money  was  at  all 
times  convertible  into  gold,  but  inflation  took  place  none  the  less.  The 
gold  of  other  countries  was  dumped  into  the  United  States,  and  on  this 
gold  as  a  reserve  backing,  note  issue  and  bank  credit  expanded  exces¬ 
sively  and  brought  about  inflationary  results  just  as  truly  as  though  the 
gold  standard  had  been  abandoned  outright.  Gold  inflation  in  the 
United  States  and  paper  inflation  in  the  rest  of  the  world  characterized 
the  price  movements  of  the  World  War  period.  The  cardinal  lesson  of 
a  century  and  a  third  of  recorded  prices  is  that  war  produces  inflation. 
Where  war  is,  there  inflation,  violent  and  extreme,  ensues. 

The  periods  of  falling  prices  are  found  in  three  major  groups  of 
years.  The  first  of  these  was  from  the  War  of  1812  to  1850.  Prices 
fell  more  than  one-half  and  the  value  of  money  doubled.  Owing  to  the 
exhaustion  of  gold  and  silver  mines,  very  little  of  the  precious  metals 
was  mined.  At  the  same  time  that  there  was  a  falling  off  in  production 
of  new  specie,  there  was  a  steady  growth  in  demand  for  new  money  due 
to  the  normal  growth  and  expansion  of  the  trade  and  population  of  the 
country.  The  scarcity  of  gold  and  silver  supply,  coupled  with  the  in¬ 
crease  of  demand  for  a  medium  of  exchange,  increased  the  value  of  the 
dollar.  The  second  period  of  falling  prices  dated  roughly  from  the  end 
of  the  Civil  War  down  to  1896.  Again  the  cause  was  a  slump  in  the 
rate  of  production  of  specie  coupled  with  an  increase  in  demand.  This 
time  gold  was  the  precious  metal  of  primary  importance  because  by  the 
end  of  the  period  the  gold  standard  had  been  almost  universally  adopted. 
Gold  supply  suffered  from  the  exhaustion  of  old  mines.  Gold  demand 
steadily  grew,  not  only  because  the  widespread  adoption  of  the  gold 
standard  called  for  the  metal  but  also  because  the  steady  growth  of  trade 
and  of  population  called  for  more  money  to  do  business  with.  The  third 
period  of  falling  prices  is  the  period  since  1920.  The  early  years  of  this 
period  have  shown  a  price  decline  accompanied  by  a  contraction  of  war 
time  note  issue  and  bank  credit.  Whether  the  next  decade  or  next 
quarter  of  a  century  is  to  be  a  continued  period  of  falling  prices  depends 
upon  a  number  of  factors  which  at  present  are  unknown.  The  future 
rate  of  gold  production  and  the  future  demand  for  gold  are  the  chief 
unknown  factors  which  are  of  concern  in  this  connection. 

The  periods  of  rising  prices  may  also  be  considered  in  three  main 
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groups  of  years.  The  first  period  was  that  prior  to  the  years  1810-1815, 
when  prices  rose.  The  rise  was  in  part  due  to  the  increase  of  the  precious 
metals,  but  perhaps  chiefly  due  to  the  excessive  issue  of  notes  and  to  the 
fiat  money  of  the  war  years  in  the  United  States  as  well  as  over  seas. 
The  second  period  ran  from  1850  until  after  the  Civil  War.  The  price 
rise  during  the  early  part  of  this  period  was  due  to  the  flood  of  gold 
produced  in  the  newly  discovered  mines  of  California  and  Australia. 
The  supply  of  gold  exceeded  the  normal  growth  of  demand  for  it.  The 
price  rise  during  the  latter  part  of  this  period  in  the  United  States  was 
almost  entirely  due  to  the  paper  money  inflation  by  the  excessive  issue 
of  the  Greenbacks.  Finally,  prices  rose  about  50  per  cent  between  1896 
and  1914,  and  from  1914  to  1920  underwent  a  leap  unparalleled  for 
violence.  The  rise  of  the  early  part  of  this  period  was  due  to  increasing 
gold  output  from  new  mines  and  to  the  introduction  of  new  chemical 
processes  of  mining.  The  rise  of  the  World  AVar  part  of  the  period  was 
due  to  excessive  note  issue  and  bank  credit  under  the  abnormal  war  time 
conditions. 

The  foregoing  price  changes  have  been  indicated  by  indexes  of  whole¬ 
sale  prices.  Although  wholesale  prices  reflect  roughly  changes  in  retail 
prices,  rents,  wages,  and  other  price  items,  nevertheless  it  is  valuable  to 
have  an  index  which  combines  all  these  price  factors.  There  is  given 
below  such  a  composite  index,  based  upon  wholesale  prices,  cost  of 
living,  rents,  and  wages,  weighted  according  to  the  relative  importance 
of  each  factor  in  the  sum  total  of  expenditures. 

An  Index  of  the  General  Price  Level  Compared  with  Wholesale  Prices 

and  Wages 

(1913  =  100  Per  Cent) 

TtR  CENT. 


Reprinted  from  April  1,  1924,  Monthly  Review  of  the  Federal  Reserve  Bank 
of  New  York. 
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Index 

Year 

Index 

Year 
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1875 

84 

1885 

73 

1895 

72 

1905 

.  .  82 
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.  , 

80 
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72 
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71 

1906 

. .  85 
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..  116 
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77 
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,  . 

73 

1897 

. 

71 

1907 

.  .  89 

1917 

..  140 

1878 

71 

1888 

,  , 

75 

1898 

.  . 

71 

1908 

.  .  89 

1918 

..  164 

1879 

,  , 

71 

1889 

,  , 

74 

1899 

.  , 

74 

1909 

.  .  93 

1919 

..  186 

1880 

76 

1890 

,  , 

75 

1900 

76 

1910 

. .  96 

1920 

..  213 

1881 

79 

1891 

.  # 

76 

1901 

,  , 

77 

1911 

.  .  96 

1921 

..  178 

1882 

.  . 

81 

1892 

.  , 

74 

1902 

79 

1912 

.  .  99 

1922 

..  170 

1883 

.  , 

79 

1893 

,  , 

75 

1903 

80 

1913 

. .  100 

1923 

..  181 

1884 

76 

1894 

72 

1904 

81 

1914 

. .  101 

1924 

..  181 

*  Journal  American  Statistical  Association,  June,  1924,  p.  310. 

According  to  this  chart,  the  general  level  of  prices  is  more  stable 
than  wholesale  prices.  Wages  show  a  tendency  to  lag  behind  both  on 
the  fall  and  on  the  rise  of  prices.  The  cost  of  living  is  not  given  on  the 
chart  because  in  general  it  practically  coincides  with  the  curve  of  the 
general  price  level.  In  the  period  during  and  since  the  World  War, 
the  wholesale  price  curve  rose  higher  at  the  peak  than  the  general  price 
curve,  but  the  wholesale  price  curve  also  fell  lower  after  1920  than  the 
general  price  curve.  Fully  six  years  after  the  armistice,  the  general 
price  level  was  still  10  per  cent  above  the  last  year  of  the  war,  whereas 
the  wholesale  price  level  taken  by  itself  was  more  than  20  per  cent  below 
the  last  year  of  the  war.  The  general  price  level  shows  distinctly  greater 
stability  than  the  wholesale  price  level  alone. 

The  fluctuations  of  secular  trend  have  been  continuous,  and  the  effects 
upon  business  have  been  highly  disturbing.  Nevertheless,  the  range  of 
these  fluctuations  has  been  relatively  limited.  The  ups  and  downs  of 
the  price  trend  have  been  held  within  relatively  narrow  bounds.  The 
only  exception  to  this  relatively  limited  range  of  fluctuation  has  been 
the  periods  of  sharp  war  inflation.  During  normal  peace  times,  the 
range  of  fluctuation  has  been  conspicuously  restricted.  The  chart  of 
wholesale  prices 10  shows  that  the  price  level  of  about  1910-1914  was 
approximately  even  with  the  price  level  of  1845-1850.  If  we  take  these 
two  points  as  a  base  line,  we  find  that  for  nearly  a  century  peace-time 
prices  were  never  more  than  30  per  cent  above  or  below  the  line.  The 
maximum  rise  and  fall  of  wholesale  prices  during  normal  times  was 
always  within  this  range  of  about  30  per  cent  above  or  below  the  midway 
line.  Even  after  the  monetary  chaos  of  the  World  War,  the  price  level 
of  the  United  States  in  1924  was  only  about  fifty  points  above  this 
midway  line  of  comparison. 

The  same  conclusion  is  borne  out  by  the  curve  showing  the  general 
purchasing  power  of  money.11  If  the  forty-year  average  since  1875  is 

10  See  above,  p.  532. 

11  See  above,  p.  534. 


536 


Money,  Credit,  and  Banking 

taken  as  a  line  of  comparison,  it  is  found  that  the  extreme  decline  was 
only  12  per  cent  below  the  line  in  the  ’70 ’s,  and  the  extreme  rise  was 
only  25  per  cent  above  just  before  the  World  War.  The  post-war 
deviation  was  extreme.  Both  price  charts  bring  out  the  fact  that  in 
spite  of  constant  and  severe  fluctuations,  prices  have  nevertheless  tended 
in  peace  times  to  keep  within  a  fairly  close  range  of  their  average  or 
midway  point.  In  the  midst  of  constant  secular  movement,  there  has 
been  relative  stability.  In  the  midst  of  constant  fluctuations,  there  has 
been  a  relatively  narrow  limit  to  the  fluctuations.  The  gold  standard 
has  brought  instability,  but  it  has  been  an  instability  which,  except  for 
war,  has  been  anchored  to  a  central  line. 

As  a  consequence  of  this  limited  range  of  fluctuations  in  normal 
times,  the  public  mind  has  come  to  have  great  confidence  in  the  power  of 
the  gold  standard  to  preserve  relative  stability  of  prices.  The  devotion 
to  the  gold  standard  has  been  more  than  a  mere  superstition  of  the  mob. 
It  has  been  a  confidence  in  relative  stability  of  the  purchasing  power  of 
money.  And  this  confidence  has  been  reinforced  by  the  disasters  that 
have  befallen  the  value  of  money  whenever  war  has  forced  inconvertible 
paper  money  into  circulation.  War  seems  to  mean  violent  inflation,  gold 
standard  or  no  gold  standard.  The  United  States  had  inflation  during 
the  World  War  even  though  it  held  to  the  gold  standard,  but  it  was  an 
inflation  much  less  severe  than  that  which  befell  every  European  country 
off  the  gold  standard.  The  gold  standard  commands  confidence  because 
its  history  during  normal  times  shows  relative  stability  of  the  purchasing 
power  of  money.  This  confidence  cannot  be  shaken  until  a  better  means 
of  regulating  price  fluctuations  can  be  demonstrated.  With  all  its  im¬ 
perfections,  the  gold  standard  has  done  better  than  any  substitute  in 
securing  stability  of  value.  It  falls  far  short  of  the  degree  of  stability 
which  industry  needs,  but  it  comes  closer  to  that  degree  of  stability  than 
any  substitute  that  has  thus  far  been  tried.  In  the  present  state  of 
political  confusion  on  monetary  issues,  the  public  is  not  without  grounds 
for  looking  to  the  gold  standard  as  a  safeguard  against  chaotic  instability 
of  the  value  of  money. 

The  Trend  of  Gold  Money  Supply. — The  chart  on  page  537  shows  the 
world’s  stock  of  gold  money  since  1830,  in  terms  of  pence  per  capita. 

Although  the  chart  shows  a  correspondence  between  rising  prices  and 
rising  per  capita  gold  supply,  nevertheless  this  correspondence  does  not 
mean  that  the  gold  changes  have  their  effect  on  prices  immediately  and 
instantaneously.  A  lag  of  something  like  five  years  exists  between  gold 
changes  and  their  full  effect  on  prices.  When  due  allowance  is  made 
for  this  lag,  the  secular  trend  of  the  price  level  has  been  definitely  re¬ 
sponsive  to  the  secular  trend  of  gold  supply. 

A  clear  distinction  must  be  made  between  secular  price  movements 
and  short  term  movements.  The  short  term  changes  are  due  in  large 
measure  to  separate  causes.  There  gold  supply  does  not  play  the  deter¬ 
mining  role.  But  the  long  term  changes  reflect  decisively  the  changes  in 
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gold  supply.  There  the  gold  supply  plays  definitely  the  determining 
role. 


World’s  Stock  of  Gold  Monet  Per  Capita  * 


250d 
200  d 
160  d 

100  d 


60  d 


1830  1840  1850  1860  1870  1880  1890  1900  1910  1920  1930 


(This  chart  is  constructed  of  logarithmic  or  ratio  scales.) 

*  For  the  basis  of  this  chart,  see  the  Harvard  Review  of  Economic  Statistics,  August, 
1921,  p.  261.  For  data  on  per  capita  stock  of  gold  money  in  the  United  States,  see 
Report  of  Director  of  the  Mint  for  1923,  p.  106.  The  chart  as  it  stands  over-simplifies 
the  problem  somewhat.  For  instance,  changing  habits  in  the  use  of  gold  might  be  equiva¬ 
lent  to  an  increase  or  decrease  in  gold  supply  in  so  far  as  the  price  level  is  involved, 
although  the  number  of  ounces  of  gold  remained  constant.  This  and  other  complications 
are  discussed  later  in  the  chapter.  The  slight  over-simplification  of  the  present  chart 
does  not  impair  its  fundamental  significance. 


In  interpreting  the  effect  of  gold  supply  upon  price  trend,  it  is  neces¬ 
sary  to  bear  in  mind  the  fact  that  not  all  of  the  gold  supply  goes  into 
monetary  uses.  Of  the  annual  production  of  gold,  upwards  of  two- 
fifths  ordinarily  goes  to  non-monetary  uses.  During  the  twenty  years 
ending  in  1919,  about  58  per  cent  of  the  gold  produced  was  added  to 
the  stock  of  gold  money.  About  25  per  cent  went  into  the  industrial 
arts  in  Europe  and  America.  And  about  17  per  cent  went  into  the  gold 
hoard  and  industrial  arts  of  India,  China,  Egypt  and  other  parts  of  the 
Orient.  This  division  of  gold  between  the  money  demand  and  the  arts 
demand  has  remained  fairly  constant  over  a  long  period  of  years,  and 
was  not  materially  disturbed  even  by  the  World  War.  Of  every  $5  of 
gold  produced,  only  about  $3  is  added  to  the  money  supply.12  The  de¬ 
mand  for  gold  in  the  arts  tends  to  sustain  its  value.  A  decline  in  the 
arts  demand  would  weaken  the  value  of  gold  and  tend  to  raise  the  general 
price  level. 

A  certain  rate  of  increase  in  the  gold  supply  is  normal.  It  is  only 
an  increase  faster  or  slower  than  this  normal  rate  which  causes  rising 
or  falling  prices.  A  stable  long  time  price  level  requires,  not  a  fixed 
gold  supply  but  a  normal  increase  in  harmony  with  the  needs  of 
growth  of  population  and  growth  of  production  and  business  generally. 
Price  stability  requires  increasing  gold.  What,  then,  is  the  normal  rate 

12  See  Review  of  Economic  Statistics,  August,  1921,  p.  259. 
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of  growth  of  gold  supply  which  would  tend  to  bring  price  stability? 
Cassel  has  shown  that  such  a  rate  of  growth  would  have  been  about  3 
per  cent  per  annum  for  the  period  from  1850  to  1910.  Irregularities  in 
demand  would  prevent  the  use  of  such  a  rate  in  any  absolute  and 
inelastic  sense.  It  is  simply  an  approximate  and  long  term  normal 
average  rate  of  growth.  If  this  rate  of  growth  be  assumed  as  normal 
for  later  years,  it  follows  that  to  keep  the  price  level  stable  over  long 
periods,  the  gold  production  must  each  year  be  approximately  three 
per  cent  of  the  existing  stock.13  Changes  in  habit  and  custom  in  the 
use  of  gold  would,  of  course,  throw  this  estimate  off  for  the  time  be¬ 
ing,  but  the  significant  fact  is  that  such  temporary  deviations  have 
not  in  the  past  undermined  the  fundamental  normal  rate  of  growth. 
It  is  important  to  inquire,  therefore,  How  much  does  actual  gold  pro¬ 
duction  at  any  time  deviate  from  the  normal  rate  of  growth?  When 
actual  production  exceeds  normal,  the  secular  trend  of  prices  is  upward. 
When  actual  production  falls  below  normal,  the  secular  trend  of  prices 
is  downward.  Actual  gold  increase  above  or  below  normal  increase 
governs  the  up  or  down  secular  price  trend.  Prices  fell  prior  to  1850 
because  actual  gold  supply  did  not  keep  pace  with  a  normal  rate  of 
increase.  Prices  rose  from  1896  to  1914  because  actual  gold  supply  ran 
ahead  of  a  normal  rate  of  increase.  The  relation  of  actual  gold  supply 
to  normal  rate  of  increase  is  of  fundamental  significance. 

The  actual  supply  of  the  future  cannot  be  forecasted,  but  some 
factors  which  govern  the  future  supply  may  well  be  examined.  Dis¬ 
covery  of  new  gold  mines  is  unlikely,  owing  to  the  fact  that  geologists 
have  pretty  well  explored  the  resources  of  the  earth.  Ivitchin,  in  a 
careful  study  of  gold  supply,  concludes,  “From  improved  metallurgy 
little  more  is  to  be  expected.  In  general,  the  principal  producing  coun¬ 
tries  seem  to  have  passed  their  zenith  and  there  are  no  new  fields  of 
importance  to  be  recorded.”14  Manufacture  of  gold  by  synthetic  chem¬ 
istry  is  possible,  but  the  cost  of  such  manufacture  is  prohibitive.  The 
prospect  is  for  a  decline  instead  of  a  further  increase  in  annual  gold 
production.  Already,  the  post-war  period  shows  a  sharp  decline  in  gold 
production  as  compared  with  the  pre-war  period.  The  annual  gold 
production  for  the  eight  years  ending  1916  was  nearly  $460,000,000. 
The  annual  production  during  the  post-war  period  tends  to  fall  about 
$100,000,000  short  of  this  amount.  The  actual  production  tends  to  be 
less  than  the  normal  production  required  to  maintain  a  stable  price 
level  Therefore,  declares  Kitchin,  “But  for  the  war  we  should  be  on 
the  eve  of  a  period  of  falling  prices,  as  was  the  case  in  the  first  half 
of  the  last  century  and  from  1873  to  1895.”  15 

This  whole  problem  of  the  rate  of  gold  production  is  linked  with  the 
cost  of  production  of  the  metal.  As  mines  become  partially  exhausted, 
the  cost  of  mining  an  ounce  of  gold  increases.  This  tendency  toward 

13  See  Gustav  Cassel,  A  Theory  of  Social  Economy,  pp.  441-455. 

14  Harvard  Review  of  Economic  Statistics,  August,  1921,  p.  257. 

45  Ibid.,  p.  259. 
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increasing  unit  cost  of  production  must  be  considered  in  relation  to  the 
fact  that  an  ounce  of  gold  is  fixed  in  price  at  $20.67,  but  is  not  fixed  in 
its  purchasing  power  over  other  goods.  The  price  of  an  ounce  of  gold 
is  fixed,  hut  the  cost  of  producing  it  changes  and  the  purchasing  power 
changes.  If  the  cost  of  producing  an  ounce  of  gold  becomes  more  than 
$20,  obviously  all  pi’ofit  from  mining  gold  disappears.  This  is  true  no 
matter  how  much  the  general  level  of  prices  may  have  changed.  Mines 
which  cannot  produce  gold  for  less  than  $20.67  an  ounce  have  to  go  out 
of  business.  The  cost  of  production  limits  the  output.  If  new  mines  are 
discovered  and  production  is  thereby  cheapened,  gold  output  tends  to 
increase.  If  new  metallurgical  discoveries  cheapen  the  mining  process, 
gold  output  tends  to  increase.  In  the  post-war  period,  none  of  these 
cheapening  tendencies  is  operative.  The  tendencies  are  the  other  way. 
Increasing  unit  cost  is  the  post-war  tendency.  And  increasing  unit  cost, 
as  long  as  it  continues,  tends  to  limit  output  of  the  metal. 

Not  only  is  the  world’s  total  gold  supply  important  but  also  the 
distribution  of  this  gold  supply  between  the  several  nations.  The  war 
brought  certain  drastic  changes  in  the  distribution  of  the  world’s  gold 
supply.  The  glaring  inequality  of  gold  distribution  since  the  war  is 
shown  in  the  following  table : 


Country 
United  States 
Great  Britain 
Germany  . . . 

France  . 

Italy . 

Hungary  . . . 

Russia  . 

World  . 


Per  Capita 
Monetary  Gold 
Stock  in  1922  * 
$35.57 
15.70 
3.94 
17.08 
5.91 
.14 
.01 
4.99 


*  Report  of  the  Director  of  the  Mint,  Treasury  Department,  1924. 


The  United  States  accumulated  more  than  double  the  per  capita 
stock  of  money  held  by  any  other  country.  From  a  per  capita  stock  of 
$18.90  in  1914,  the  United  States  increased  to  one  of  $36.39  in  1923. 
The  total  stock  of  gold  money  in  the  United  States  in  April,  1924,  was 
about  $4,300,000,000  as  compared  with  about  $2,000,000,000  before  the 
war.  Since  the  world’s  total  monetary  gold  stock  in  1924  was  about 
$9,600,000,000,  it  is  obvious  that  the  United  States  held  about  one-half 
the  world’s  gold  money  supply.  The  process  by  which  this  gold  stock 
was  concentrated  in  the  United  States  is  a  story  of  trade  balances  and 
international  debts  during  and  after  the  war.  The  explanation  of  the 
causes  of  huge  imports  of  gold  is  reserved,  therefore,  for  later  chapters 
dealing  with  the  balance  of  international  payments.  The  significant 
point  here  is  the  fact  of  the  quite  abnormal  distribution  of  gold  money. 
If  the  excess  gold  holdings  of  the  United  States  are  returned  to  Europe, 
as  Europe  in  the  course  of  time  restores  the  gold  standard  and  rebuilds 
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normal  trade  balances,  then  the  gold  money  supply  of  the  world  would 
presumably  have  its  normal  influence  over  prices.  This  normal  influence 
doubtless  would  be  to  cause  a  gradual  decline  of  prices  for  the  reason 
that  actual  production  of  gold  is  low.  On  the  other  hand,  if  the  huge 
gold  holdings  remain  in  the  United  States,  they  are  potential  bank 
reserves.  They  are  a  constant  temptation  to  build  a  huge  castle  of 
credit.  The  potential  inflation  is  a  thing  dreaded  and  feared  by  all 
classes  and  interests.  The  abnormal  gold  of  the  United  States  is  a 
menace  to  price  stability. 

America’s  increase  was  Europe’s  loss.  But  this  loss  can  be  under¬ 
stood  only  by  distinguishing  between  gold  in  circulation  and  gold  in 
central  bank  reserves.  Prior  to  1913,  three-fifths  of  Europe’s  gold  was 
in  circulation,  and  two-fifths  in  reserves  of  the  Central  Banks.  After 
the  war,  no  gold  was  left  in  circulation.  All  of  it  had  been  impounded 
in  central  reserves.  This  change  is  shown  in  the  following  table : 


Gold  Holdings  or  Europe  and  the  United  States 
(in  millions  of  dollars) 


1913 

1922 

Increase 

Decrease 

Europe 

Central  reserves . 

$3,119 

$3,034 

$  85 

Circulation  . 

1,834 

1,834 

Total  . 

$4,953 

$3,034 

$1,919 

United  States 

Central  reserves  . 

$1,524 

$3,504 

$1,980 

Circulation  . 

381 

429 

48 

Total  . 

$1,905 

$3,933 

$2,028 

Grand  Total . 

$6,858 

$6,967 

$109 

From  this  table,  it  is  clear  that  Europe’s  export  of  gold  to  the  United 
States  came  almost  entirely  from  gold  in  circulation.  Her  central 
reserves  were  practically  the  same  in  1922  as  in  1913.  Hence,  the 
increase  in  the  gold  holdings  of  the  United  States  is  roughly  equivalent 
to  the  gold  withdrawn  from  circulation  in  Europe.  The  total  loss  of 
gold  from  circulation  in  Europe  is  a  new  fact  to  be  reckoned  with  in 
considering  the  future  demand  for  gold.  Since  three-fifths  of  Europe’s 
former  demand  for  gold  money  was  for  circulation  and  since  this  use  of 
gold  has  now  entirely  disappeared,  it  would  seem  that  a  new  gold  habit 
had  been  formed  which  would  decidedly  lessen  the  demand  for  gold  in 
the  future.  If  this  lessened  demand  for  gold  proves  to  be  permanent, 
it  must  tend  for  a  time  to  offset  the  lessened  annual  production  of  gold 
already  noted. 
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To  summarize  the  new  conditions  governing  the  relation  of  gold 
supply  to  price  trend,  we  have,  first,  a  lessened  annual  production  of  gold 
in  the  current  decade ;  second,  a  redistribution  of  gold  between  nations, 
with  the  United  States  holding  the  lion’s  share;  third,  a  new  balance  as 
between  gold  for  reserves  and  gold  for  circulation,  the  latter  being  prac¬ 
tically  zero  in  post-war  Europe,  and  fourth,  the  uncertainties  about  the 
return  to  the  gold  standard  by  many  of  the  countries  of  Europe.  In  the 
midst  of  these  uncertainties  and  abnormalities,  the  price  levels  of  the 
various  countries  cannot  be  understood  by  confining  attention  to  gold 
supply  alone.  They  can  be  understood  only  by  giving  attention  equally 
to  the  quantities  of  paper  money  and  bank  credits  in  use.  The  supply 
of  non-gold  money  is  of  fundamental  importance  under  the  extraordinary 
post-war  conditions.  Later  paragraphs  of  this  chapter  deal  with  price 
levels  as  governed  by  these  extraordinary  conditions. 

The  Cyclical  Movement  of  Prices. — The  chart  of  general  purchasing 
power  of  money  based  upon  wholesale  prices,  wages,  cost  of  living,  and 
rents,  shows  no  clear  cyclical  movement.  Wholesale  prices  taken  by 
themselves  show  a  moderate  cyclical  fluctuation.  And  certain  sensitive 
commodities  at  wholesale  show  a  very  decided  cyclical  fluctuation.  The 
balance  between  individual  prices  undergoes  serious  disturbance  at  vari¬ 
ous  stages  of  the  business  cycle.  Prices  of  stocks  rise  early  in  prosperity 
and  fall  early  in  depression.  Wholesale  prices  fluctuate  early  in  each 
stage  of  the  business  cycle,  but  vary  sharply  from  commodity  to  com¬ 
modity.  Retail  prices,  wages,  and  rents  lag  behind  stock  prices  and 
wholesale  prices.  The  unequal  rates  of  rise  and  fall  of  different  classes 
of  prices  and  of  different  commodity  prices  cause  far-reaching  mal¬ 
adjustment  in  the  whole  fabric  of  business.  These  price  disturbances 
in  the  business  cycle  are  given  more  detailed  treatment  in  the  chapter 
dealing  with  the  business  cycle. 

The  Price  Movements  of  the  World  War  Period. — The  decade 
centering  about  the  World  War  and  bounded  roughly  by  the  years 
1913  to  1923,  stands  out  in  money  history  as  a  period  of  extraordinary 
importance.  The  price  fluctuations  of  the  period  were  more  extreme 
and  more  spectacular  than  had  ever  occurred  before.  The  classic  money 
fallacies  were  illustrated  at  their  worst.  The  legacy  of  evil  influences 
handed  on  to  future  decades  was  tremendous.  The  devastating  effect 
of  bad  money  upon  production  of  goods  for  human  use  was  felt  in 
extreme  forms.  The  abnormal  forces  generated  by  the  war  are  bound 
to  prolong  their  influence  for  many  years  to  come. 

In  all  countries  the  war  generated  a  severe  price  inflation,  but  the 
most  drastic  inflation  actually  came  in  the  years  after  the  armistice 
was  signed.  The  year  1920  was  for  most  countries  a  turning  point  from 
inflation  to  deflation.  The  war  itself  is  associated  with  inflation.  The 
war  started  inflation,  and  the  legacy  of  the  war  continued  inflation  into 
the  post-war  period.  From  whatever  angle  the  price  movements  of  the 
extraordinary  decade  1913  to  1923  be  viewed,  all  points  of  view  lead 
back  to  the  center  and  starting  point,  the  inflation  of  the  World  War. 


542  Money,  Credit,  and  Banking 

What  feature  was  there  in  the  war  which  everywhere  exerted  this 
inflationary  influence?  To  this  question  the  answer  is  clear  and  definite. 
The  power  behind  inflation  was  the  imperative  need  of  the  governments 
for  funds  wherewith  immediately  to  carry  on  the  war.  When  war  is 
declared,  time  is  everything.  Governments  cannot  wait  to  raise  extra 
taxes  or  to  raise  extra  public  loans.  Not  only  can  governments  not 
wait,  but  they  cannot  hazard  the  conduct  of  war  by  depending  upon 
the  uncertainties  of  public  loans  and  the  unpopularity  of  drastic  taxes. 
The  crying  need  in  war  is  for  government  spending  power  here  and  now. 
The  means  of  meeting  this  need  which  universally  appealed  to  govern¬ 
ments  in  the  World  War  was  to  issue  new  notes  or  to  create  new  deposits 
at  the  hanks.  More  currency  and  more  credit  enabled  the  governments 
immediately  to  buy  munitions,  to  equip  soldiers,  to  finance  the  war  gen¬ 
erally.  Not  that  this  was  their  whole  reliance,  or  even  at  the  time 
their  main  reliance.  They  raised  taxes.  They  solicited  loans  from  the 
people.  But  taxes  and  public  loans  were  not  enough.  Expansion  of 
note  issue  and  of  bank  credit  made  up  the  rest.  Consequently,  money 
policy  became  simply  an  adjunct  of  fiscal  policy.  Note  issue  became 
the  tool  of  the  raisers  of  revenue.  Bank  policy  became  subservient 
to  the  balancing  of  budgets.  Everything  was  subordinated  to  the  meet¬ 
ing  of  public  deficits. 

The  methods  of  inflation  showed  certain  variations  from  country  to 
country,  but  in  the  main  they  ran  true  to  certain  standard  forms.  The 
two  main  forms  were  increased  note  issue  and  increased  bank  credits. 
The  increased  note  issue  may  be  brought  about  either  by  the  direct  print¬ 
ing  of  legal  tender  notes  by  the  government  or  by  indirect  printing  by 
the  central  banks  acting  under  direction  of  the  government.  But 
whether  the  issue  be  direct  or  indirect,  the  consequence  is  the  same,  for 
both  alike  swell  the  active  currency  in  circulation,  both  alike  create  extra 
buying  power  in  the  hands  of  the  government,  and  both  alike  lead  to 
inflationary  price  movements.  The  second  main  form  of  inflation,  in¬ 
creased  bank  credits,  may  be  brought  about  by  government  borrowings 
from  the  banks,  through  the  creation  of  deposits  subject  to  check  in  favor 
of  the  government.  These  extra  bank  balances  place  fresh,  buying 
power  in  the  hands  of  the  government  and  lead  to  inflationary  price 
movements.  Whatever  the  method  of  inflation,  the  process  means  ad¬ 
ditional  units  of  purchasing  power  in  circulation.  The  over-supply  of 
these  units  means  less  buying  power  per  unit,  or,  what  comes  to  the  same 
thing,  a  definite  increase  of  prices.  The  methods  of  government  financ¬ 
ing,  it  must  be  emphasized,  are  not  aimed  deliberately  at  causing  in¬ 
flation.  They  are  aimed  at  raising  the  government  revenue  necessary 
for  prosecuting  war.  But  whatever  their  aim,  their  consequence  so  far 
as  money  and  prices  are  concerned  is  depreciation  of  the  money  unit  and 
rise  of  the  price  level. 

During  the  war,  the  leading  cause  of  inflation  was  government  fiscal 
necessity,  and  the  leading  methods  were  increased  note  issue  and  in¬ 
creased  bank  credits  at  the  disposal  of  governments.  Another  influence 
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was  however  at  all  times  present,  and  with  special  vigor  after  the  war. 
This  influence  was  private  business.  Private  business  goes  to  the  banks 
to  borrow  the  purchasing  power  wherewith  to  command  capital.  If  the 
rate  of  interest  is  too  low,  too  much  purchasing  power  of  this  kind  is 
borrowed.  In  other  words,  if  bank  credit  is  too  cheap,  too  much  of  it 
will  be  demanded  by  business  men.  This  excessive  private  borrowing 
was  possible  during  and  after  the  war  because  interest  rates  were  too 
low.  The  extra  medium  of  exchange  had  the  same  effect  as  the  extra 
bank  credits  placed  at  the  disposal  of  governments.  It  depreciated  the 
value  of  the  money  unit  and  inflated  the  price  level.  Private  demand, 
when  unchecked  by  adequate  interest  rates,  leads  to  inflation  during 
peace  as  well  as  war,  just  as  surely  as  does  government  demand,  when 
unchecked  by  sound  principles  of  budgeting  and  of  public  finance.  In 
so  far  as  private  or  government  demand  for  greater  command  over 
capital  leads  to  excessive  note  issue  or  bank  credit,  the  outcome  is 
inflation. 

Mixed  up  with  the  general  movement  of  inflation  was  the  fallacious 
notion  that  gold  must  be  strictly  hoarded  in  bank  reserves.  Early  in 
the  war  nearly  all  countries  abolished  the  free  convertibility  of  paper 
notes  into  gold,  prohibited  free  gold  markets,  and  for  all  practical 
purposes  thereby  abandoned  the  gold  standard.  Most  countries  tried  to 
hoard  an  imposing  amount  of  gold  in  their  central  banks,  on  the  assump¬ 
tion  that  the  sight  of  gold  reserves  would  inspire  the  confidence  of  the 
public.  But  inasmuch  as  this  gold  was  absolutely  unavailable  because 
redemption  of  paper  money  in  gold  was  abolished,  it  ceased  to  do  the 
work  of  gold  in  most  important  ways.  It  ceased  to  check  the  issue  of 
notes  and  ci’edit  to  excess,  and  became  an  idle  mass  of  useless  wealth. 
The  notion  that  gold  exists  to  be  used  in  active  redemption  of  credit 
currency  was  abandoned,  in  favor  of  the  notion  that  gold  exists  to  be 
hoarded  in  idle  heaps  for  the  rapt  gaze  of  an  awe-inspired  public  in  time 
of  emergency.  The  quick  declaration  of  inconvertibility  was  a  grave 
and  irreparable  monetary  mistake. 

Why  did  inconvertible  paper  money  depreciate  in  value  ?  The  answer 
to  this  question  is  mainly  that  the  supply  of  such  money  was  excessive. 
We  must,  it  is  true,  concede  that  the  degree  of  confidence  in  ultimate 
redemption  affects  the  value  of  paper  money,  but  this  confidence  chiefly 
depends  upon  how  excessive  is  the  supply  of  paper  money  put  into  cir¬ 
culation.  In  other  words,  the  chief  force  undermining  confidence  in 
ultimate  convertibility  is  too  great  an  issue  of  fiat  paper.  The  fact  which 
was  not  admitted  by  governments  early  in  the  period  of  inflation  but 
which  in  the  course  of  time  was  demonstrated  to  everybody’s  sorrow  is 
simply  that  the  value  of  a  pure  paper  currency  is  chiefly  controlled  by 
its  scarcity.  As  issue  after  issue  of  fiat  paper  was  poured  into  circula¬ 
tion  in  European  countries,  the  value  of  each  paper  mark,  or  franc,  or 
kronen  became  less  and  less.  There  was  no  check  upon  excess  issue 
except  the  arbitrary  will  of  governments.  The  old  automatic  check  of 
gold  convertibility  had  been  abandoned.  The  new  check  of  political 
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policy  was  ineffective.  Over-issue  resulted  everywhere,  and  over-issue 
led  inevitably  to  inflation.  The  value  of  paper  money  depreciated  be¬ 
cause  its  scarcity  was  not  adequately  controlled. 

Inflation  and  Deflation  in  the  United  States  Since  1913. — The 
United  States  differed  from  other  countries  in  that  her  inflation  due 
to  the  war  was  gold  inflation  whereas  theirs  was  paper  inflation.  The 
United  States  adhered  to  convertibility  of  notes  into  gold.  This  was  at 
all  times  a  drastic  check  upon  over-issue  of  notes  and  over-expansion 
of  bank  credit.  It  was  not  a  perfect  check.  It  was  not  an  adequate 
check.  It  was  not  a  check  which  prevented  inflation.  But  the  inflation 
which  came  in  the  gold  standard  United  States  was  less  severe  and  less 
disastrous  than  the  inflation  which  came  in  the  paper  standard  countries 
of  the  world.  Gold  inflation  was  bad  enough,  but  paper  inflation  at  its 
mildest  was  worse  and  at  its  severest  was  infinitely  worse. 

The  reasons  why  the  check  of  gold  convertibility  did  not  prevent 
inflation  altogether  in  the  United  States  were  threefold.  First,  gold  was 
withdrawn  from  circulation  as  much  as  possible  and  concentrated  in  the 
reserves  of  the  banks  as  a  basis  for  credit  and  note  expansion.  Second, 
gold  was  imported  from  European  countries,  in  payment  for  the  heavy 
shipments  of  war  and  post-war  goods  which  they  were  buying  from  the 
United  States.  Both  movements  served  to  swell  the  gold  reserves  as  they 
had  never  been  swollen  before.  Third,  the  ratio  of  gold  reserves  to  credit 
was  made  thinner  than  ever  before.  The  reserve  ratios  required  of 
national  banks  in  central  reserve  cities  had  been  25  per  cent  of  all 
deposits,  in  reserve  cities  25  per  cent,  in  other  cities  and  towns  15  per 
cent.  The  new  reserves  against  demand  deposits  in  banks  in  these  three 
classes  of  cities  were  13,  10,  and  7  per  cent,  respectively.  The  reserves 
against  time  deposits  were  3  per  cent  for  all  cities  alike.  The.  threefold 
forces  worked  strongly  in  the  direction  of  gold  inflation.  The  banks 
were  flooded  with  greater  supplies  of  gold  than  ever  before,  and  each 
dollar  of  gold  would  support  more  dollars  of  credit  than  ever  before. 
The  foundation  for  gold  inflation  was  firmly  laid  in  these  underlying 
changes. 

The  actual  price  history  of  the  United  States  from  1913  to  1923  is 
shown  in  the  following  index  of  wholesale  prices  as  compiled  by  the 
Bureau  of  Labor  Statistics.  The  monthly  indexes  for  1920  are  given 
becanse  that  year  marked  the  turning  point  from  rising  prices  to  falling 
prices,  from  inflation  to  deflation. 


Index  or  Wholesale  Prices  in  the  United  States 


(U.  S.  Bureau  of  Labor  Statistics,  1913  =  100) 


Year 


1913 

1914 

1915 

1916 

1917 

1918 


Inflation  before  the  United  States 
entered  the  war. 


Inflation  during  the  war. 
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1919  .  206 

1920  (average)  .  226 

January  .  233 

February  .  232 

March  .  234 

April  .  245 

May  .  247 

June  .  243 

July  .  241 

August  .  231 

September  .  226 

October  .  211 

November .  196 

December  .  179 

1921  .  147 

1922  .  149 

1923  .  154 


>■  Inflation  after  the  war. 


>  Deflation. 


I  Post-war  price  levels  as  compared 
)  with  pre-war  as  100. 


From  this  table  it  is  apparent  that  the  rise  of  pi’iees  started  before 
the  United  States  entered  the  war,  accelerated  while  she  was  in  the 
war,  and  reached  a  climax  two  and  one-half  years  after  the  war.  The 
turning  point  from  rising  to  falling  prices  was  reached  in  the  middle  of 
1920.  By  1921  the  price  level  was  down  to  147  as  compared  with  247 
in  May  of  1920  and  with  100  in  1913.  Following  1921,  the  price  index 
fluctuated  moderately  above  and  below  a  point  about  50  per  cent  above 
the  pre-war  level. 

The  close  relationship  between  the  inflation  which  culminated  in  1920 
and  the  expansion  of  notes  and  bank  credits  is  indicated  by  the  fol¬ 
lowing  table : 


Inflation  in  the  United  States,*  1913-1920 


Year 

Price  Index, 
Bureau  of 
Labor 
Statistics 

Money  in  Circulation 

(amount  in  Index 

millions)  Number 

Bank  Deposits 

(amount  in  Index 

millions)  Number 

Physical 
Volume  of 
Business 
(Index  No.) 

1913 

100 

$3,390  .  . 

...  100 

$12,678  .. 

...  100 

100 

1914 

98 

3,505  .. 

...  103 

13,430  .  . 

. .  .  106 

99 

1915 

101 

3,682  .. 

...  109 

14,411  .. 

...  114 

104 

1916 

127 

4,159  .. 

...  123 

17,840  .  . 

...  141 

109 

1917 

177 

4,914  .. 

...  145 

21,273  .. 

...  168 

112 

1918 

194 

5,579  .. 

...  165 

23,771  .. 

...  188 

113 

1919 

206 

5,793  .. 

...  171 

27,928  .  . 

. . .  220 

106 

1920 

226 

6,060  .. 

...  178 

30,300  .. 

...  239 

111 

*  Sop  E.  W.  Kemmerer,  High  Prices  and  Deflation,  pp.  7,  12,  27,  and  George  R.  Davies, 
Introduction  to  Economic  Statistics ,  pp.  S8,  00,  09. 

To  summarize  the  inflation  from  1913  to  1920,  we  find  that  during 
these  seven  years  the  physical  volume  of  business  increased  approxi¬ 
mately  11  per  cent,  the  monetary  circulation  78  per  cent,  bank  deposits 
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139  per  cent,  and  the  wholesale  price  level  126  per  cent.  The  striking 
fact  is  that  in  the  midst  of  the  many  abnormalities  of  the  period,  the 
price  level  corresponded  roughly  and  approximately  to  changes  in  the 
volume  of  money  and  credit.  The  rise  in  prices  u>as  made  possible  by 
the  rise  in  the  quantity  of  media  of  exchange. 


Wholesale  Prices  Compared  with  Notes  in  Circulation  in  Various 
Countries  Following  1913  * 


United  Kingdom 

France 

Italy 

Bank  of 

England 

Bank  Notes 

Notes  and 

Pripp. 

Bank  Notes 

and 

Year 

Price 

Currency 

Index 

(000,000’s 

Price 

State  Notes 

Index 

Notes 

( Statis- 

omitted) 

Index 

(000,000’s 

(Statist) 

(000,000’s 

tique 

(Bachi) 

omitted) 

omitted) 

Generate) 

pounds 

francs 

lire 

1913 

100 

30 

100 

5,714 

100 

2,783 

1914 

100 

75 

102 

10,043 

95 

3,593 

1915 

127 

138 

140 

13,310 

133 

5,050 

1916 

160 

190 

188 

16,679 

202 

6,329 

1917 

206 

259 

262 

22,337 

299 

10,173 

1918 

226 

393 

339 

31,055 

410 

13,874 

1919 

242 

444 

356 

37,275 

364 

18,551 

1920 

295 

481 

510 

37,444 

631 

22,000 

1921 

182 

433 

345 

36,488 

578 

21,476 

1922 

154 

405 

327 

36,359 

562 

20,279 

1923 

153 

405 

419 

37,905 

575 

19,675 

1924 

160 

394 

465 

39,665 

566 

18,944 

(July) 

(July) 

(July) 

(July) 

(July) 

(April) 

*  Compiled  from  Memorandum  on  Currency,  1913-1923,  issued  by  the  League  of 
Nations  ;  from  the  London  Economist,  Monthly  Supplement ;  and  from  European  Currency 
and  Finance,  Commission  of  Gold  and  Silver  Inquiry,  United  States  Senate,  1925. 


The  causes  of  the  deflation  which  began  in  1920  were  closely  inter¬ 
woven  with  the  causes  which  bring  about  crisis  and  depression  in  any 
business  cycle.  The  general  nature  of  these  causes  is  discussed  separately 
in  the  chapter  dealing  with  business  cycles.  This  particular  period  of 
deflation  was,  however,  sharply  aggravated  by  the  extraordinary  inherit¬ 
ance  of  war-time  influences  which  was  carried  over  into  the  years  1919 
and  1920.  The  deflation  of  1920  was  due  to  the  forces  of  the  business 
cycle  plus  the  left-over  forces  of  the  war.  These  forces  were  inter¬ 
national  as  well  as  domestic.  An  abnormal  export  demand  for  American 
products  had  been  sustained  after  the  war  by  the  reckless  extension  of 
credit  to  European  buyers.  An  abnormal  domestic  demand  for  goods 
had  been  stimulated  by  a  wave  of  extravagance  and  speculation  when 
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men  were  released  from  active  service  in  the  Army  and  Navy  and  when 
the  psychological  l’eaction  from  war-time  thrift  had  a  chance  to  assert 
itself.  This  abnormal  foreign  and  domestic  demand  was  supported  by 
a  great  expansion  of  bank  credits.  The  credit  strain  led  to  advances  in 
Federal  Reserve  discount  rates  in  December,  1919,  and  further  advances 
during  1920.  Rising  interest  rates  acted  as  a  check  upon  abnormal 
market  demand.  Large  accumulated  stocks  of  goods  had  to  be  thrown 
upon  the  markets,  producing  a  general  commodity  liquidation.  Orders 
both  at  home  and  abroad  were  cancelled  on  a  tremendous  scale.  Produc¬ 
tion  declined,  markets  were  disorganized,  and  prices  fell  from  247  in 
May,  1920,  to  an  average  of  147  for  the  year  1921.  The  deflation  was 
the  inevitable  reaction  from  the  war-time  and  cyclical  inflation. 


Wholesale  Prices  Compared  with  Notes  in  Circulation  in  Various 
Countries  Following  1913  ( Cont .) 


Japan 

Russia  * 

Year 

Price 
Index 
(Bank  of 

Bank  Notes 
(000,000’s  omitted) 

State  Notes 
(000,000’s  omitted) 

yen 

rubles 

Japan) 

1913 

100 

426 

2,000 

1914 

96 

360 

1915 

97 

396 

1916 

117 

611 

1917 

148 

824 

1918 

196 

1,091 

57,000 

1919 

236 

1,460 

1920 

259 

1,311 

1921 

200 

1,547 

17,540,000 

1922 

196 

1,590 

2,138,710,000 

1923 

199 

1,697 

1.287 

178,509,900,000 

768,000,000,000 

(March) 

1924 

205 

(May) 

(May) 

*  Reliable  price  indexes  for  Russia  throughout  this  period  are  not  available,  and 
indexes  for  this  country  are  therefore  omitted.  Price  inflation,  however,  is  known  to  have 
been  extreme,  having  been  exceeded  only  by  that  of  Germany. 


World  Inflation  and  Deflation  Since  1913. — The  price  movements 
of  various  leading  countries  are  traced  in  the  following  table.  Side  by 
side  with  the  price  movements  are  traced  the  fluctuations  of  notes  in 
circulation.  Note  issues  are  not  a  perfect  measure  of  the  rate  of  change 
in  bank  deposits,  but  in  a  rough  and  general  way,  they  do  reflect  the 
changes  in  such  deposits  and  in  the  total  medium  of  exchange.  Compari¬ 
sons  of  price  and  money  movements  are  here  made  not  for  the  sake  of 
proving  an  exact  and  precise  correspondence  between  the  two  but  for 
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the  sake  of  showing  the  general  and  fundamental  correspondence.  The 
table  makes  clear  the  fact  that  the  great  war  and  post-war  inflation  was 
made  possible  by  the  great  increase  of  the  supply  of  money.  This  money 
was  fiat  money,  inconvertible  and  irredeemable  in  gold.  Interwoven 
with  the  increase  in  paper  notes  was  a  corresponding  increase  in  bank 
credits.  Each  fresh  expansion  of  notes  and  credits  raised  prices.  Each 
rise  of  pinces  called  for  more  notes  and  credits  with  which  to  do  business. 
A  vicious  spiral  of  inflation  was  the  result.  Each  rise  of  prices  called 
for  more  money  issue.  Each  rise  of  money  issue  called  forth  a  further 
rise  in  prices. 


Wholesale  Prices  Compared  with  Notes  in  Circulation  in  Various 
Countries  Following  1913  ( Cont .) 


Germany 

Year 

Price  Index 

Total  Currency  in 
Circulation 

(Reichsamt  Indexes) 

(000,000’s  omitted) 
marks 

1913 

100 

6,070 

1914 

125 

7,045 

1915 

148 

8,916 

1916 

151 

10,400 

1917 

203 

14,851 

1918 

245 

22,751 

1919 

803 

41,020 

1920 

1,440 

67,889 

1921 

3,490 

90,791 

1922 

147,480 

352,173 

1923 

126,160,000,000,000 

74,954,802,000,000 

1924 

1,520,511,000,000,000  * 

131  f 

1,911  f 

*  September,  1924. 

t  Reichsmarks  in  December,  1924.  One  reichsmark  equals  one  trillion  old  paper  marks. 


These  estimates  show  that  English,  French,  and  Italian  prices  rose 
more  severely  than  United  States  prices  in  1920  and  failed  to  fall  to 
the  same  level  as  those  of  the  United  States  after  1920.  The  worst  dis¬ 
asters  of  inflation  occurred  in  Russia  and  Germany.  In  these  countries 
inflation  became  steadily  more  and  more  disastrous 'after  1920.  Not  until 
1923  and  1924  did  these  countries  curb  their  issues  of  fiat  paper,  and 
reconstruct  their  currency  systems.  The  reconstruction  in  each  case  was 
some  form  of  return  to  gold  backing  as  a  check  .upon  the  issue  of  paper 
money. 

The  early  stages  of  inflation  were  very  mild  in  comparison  with  the 
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later  stages.  During  a  single  year,  ending  early  in  1923,  the  world’s 
note  circulation  outside  of  Russia  increased  ten  times.  In  a  single  year 
Austria’s  note  circulation  increased  seventeen  times,  Germany’s  thirty- 
five  times,  and  Russia’s  forty  times.  At  one  period,  Germany  doubled 
her  note  circulation  in  a  single  week.  This  rapid  rate  of  inflation  de¬ 
stroyed  the  last  shreds  of  public  confidence  in  the  paper  marks,  rubles, 
and  kronen.  The  events  of  the  period  brought  out  clearly  that  the  rate 
of  inflation  has  a  great  deal  to  do  with  the  consequences  of  inflation. 
Slow  inflation  may  work  injury,  but  it  can  be  endured  and  coped  with. 
Swift  inflation  works  disaster,  and  can  neither  be  endured  nor  coped 
with. 


Value  in  Dollars  at  Current  Rates  op  Exchange  op  the  Total 
Amount  op  German  Paper  Marks  in  Circulation 


Billions 
of  OOLLARS 


\  v 

\  GE 

\  C 

AlUE  OF 
RMAN  NOT C 
RCULATION 

1919  1920  1921  1922  1923 


It  is  possible  to  measure  the  evil  that  flows  from  rapid  inflation  by 
determining  the  total  purchasing  value  of  the  currency  as  a  whole  from 
period  to  period.  In  the  early  stages  of  inflation,  the  value  of  each 
unit  of  paper  money  depreciates,  but  only  in  approximate  proportion 
to  the  number  of  new  units  issued.  In  the  later  stages,  the  value  of 
each  unit  of  paper  money  falls  much  faster  than  the  number  of  units 
increases.  In  the  final  stages  of  the  process,  the  purchasing  power  of 
each  unit  becomes  almost  infinitesimal,  and  the  purchasing  power  of  the 
whole  currency  becomes  too  small  to  handle  the  business  of  the  country. 
In  January,  1919,  the  dollar  value  of  the  total  mark  circulation  at  the 
current  rate  of  exchange  was  about  $4,000,000,000  but  by  the  end  of 
1923  the  dollar  value  of  the  total  mark  circulation  was  less  than 
$100,000,000.  In  the  latter  year  sextillions  of  marks  were  in  circula¬ 
tion,  but  the  purchasing  power  of  each  mark  had  fallen  so  much  faster 
than  the  supply  of  marks  from  the  printing  presses  had  risen  that 
the  total  value  of  the  currency  shrank  to  insignificant  size.  A  note 


550  Money ,  Credit ,  and  Banking 

circulation  worth  less  than  $100,000,000  was  utterly  inadequate  to 
carry  on  the  business  of  the  German  nation.  The  decline  in  the  value 
in  dollars  of  the  total  circulation  of  marks  is  shown  in  the  diagram  on 
page  549. 16 

Under  similar  influences,  the  value  of  the  total  circulation  of  paper 
rubles  in  Russia  fell  to  a  low  point  of  less  than  $20,000,000  in  1922. 
Austria,  Hungary,  and  other  nations  met  the  same  financial  fate.  In¬ 
flation  could  not  go  on  endlessly.  It  came  to  a  point  where  it  defeated 
itself.  This  point  was  one  of  diminishing  returns.  Additional  incre¬ 
ments  of  paper  money  yielded  less  total  purchasing  power  than  the 
currency  of  the  country  possessed  in  the  first  place.  If  France,  Eng¬ 
land,  and  various  other  countries  of  Europe  failed  to  reach  this  final  stage 
of  inflation,  it  was  solely  because  they  called  a  halt  to  their  note  issues 
before  it  was  too  late.  They  stopped  issuing  additional  paper  notes,  and 
this  self-restraint  alone  averted  the  complete  money  collapse  which 
eventuated  in  Russia,  Germany,  and  other  countries. 

The  financial  collapse  brought  untold  social  suffering  in  Germany 
and  Russia,  but  these  human  costs  need  not  be  discussed  at  this  point. 
It  is  sufficient  here  to  make  clear  that  as  a  source  of  government  revenue, 
inflation  eventually  dissipated  itself.  From  the  first  we  have  stressed 
the  fact  that  war  inflation  was  a  means  of  raising  purchasing  power 
for  the  governments.  The  new  money  eventually  failed  even  of  this  fiscal 
purpose.  For  example,  when  during  a  single  week  in  Germany  quin- 
tillions  of  marks  were  issued  and  the  total  number  of  marks  was  doubled, 
the  revenue  so  raised  was  equivalent  to  only  $15,000,000.  When  doubling 
the  money  circulation  would  yield  only  this  meager  amount  of  revenue, 
the  last  bitter  drops  had  been  drained  from  the  revenue  possibilities  of 
inflation.  Ultimately,  inflation  collapsed  as  a  revenue  measure.  In 
addition  to  all  its  other  havoc,  inflation  finally  failed  utterly  even  as  a 
form  of  fiscal  policy. 

The  reaction  from  inflation  did  not  occur  at  the  same  time  or  in  the 
same  degree  in  different  countries.  One  group  of  countries,  consisting 
of  England  and  of  the  European  neutral  countries,  began  a  genuine 
process  of  deflation  in  1920.  They  contracted  their  currency  issues, 
and  experienced  a  positive  fall  in  prices.  This  fall  did  not,  however, 
bring  prices  down  to  the  level  reached  by  the  United  States.  The  first 
return  to  gold  convertibility  by  any  European  country  occurred  April 
1,  1924,  when  the  Swedish  Riksbank  resumed  redemption  of  its  notes 
in  gold.  Great  Britain  returned  to  the  gold  standard  at  pre-war  parity 
in  May,  1925.  Her  return  was  accompanied  by  similar  action  by  Aus¬ 
tralia,  New  Zealand,  the  Netherlands,  the  Dutch  East  Indies,  and  South 
Africa.  A  second  group  of  countries  is  illustrated  by  France  and  Italy. 
In  1920  and  1921,  these  countries  arrested  the  expansion  of  their  cur¬ 
rencies,  and  brought  about  a  mild  recession  of  prices.  However,  their 
price  levels  remained  from  400  to  600  per  cent  above  the  pre-war  point. 
If  such  countries  were  to  return  to  gold  convertibility,  they  would  be 

16  From  data  of  tlie  Federal  Reserve  Bank  of  New  York. 
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obliged  to  do  so  at  new  rates  of  conversion  whereby  several  paper  francs 
or  lira  would  be  exchangeable  for  one  pre-war  gold  unit. 

A  third  group  of  countries  includes  such  extreme  examples  of  in¬ 
flation  as  Germany,  Austria,  Hungary,  and  Russia.  Austria  and  Hun¬ 
gary  were  salvaged  by  the  aid  of  the  League  of  Nations.  Under  the 
auspices  of  the  League,  a  loan  of  $125,000,000  was  raised  from  outside 
countries  for  Austria  and  a  loan  of  $50,000,000  for  Hungary.  These 
loans  served  to  cover  deficits  until  budgets  could  be  balanced,  and  to 
strengthen  bank  reserves.  Balancing  of  budgets  was  further  facilitated 
by  sharp  cutting  of  government  expenditures  and  by  increasing  taxes. 
New  banks  of  issue  were  created,  independent  of  the  governments  of 
these  countries,  and  endowed  with  sole  powers  of  note  issue.  Foreign 
exchanges  and  internal  price  levels  were  stabilized  by  proper  limitation 
of  the  quantity  of  note  issue.  An  impartial  commissioner  from  the 
outside  was  brought  in  to  supervise  the  whole  plan  of  financial  recon¬ 
struction.  By  balancing  the  budgets  and  stabilizing  the  currencies  of 
these  countries,  the  League  plan  restored  a  more  normal  activity  in 
business  and  a  fair  degree  of  prosperity  in  both  foreign  and  domestic 
trade. 

Germany,  after  preliminary  attempts  at  financial  reconstruction, 
finally  adopted  in  1924  substantially  the  policies  which  were  formulated 
by  the  Dawes  Commission.  A  loan  of  800,000,000  gold  marks  was  floated 
abroad.  This  fund  aided  in  meeting  the  budgetary  deficit  until  the 
budget  could  be  properly  balanced,  and  meantime  supplied  reserves  for 
the  central  bank.  A  new  central  bank  was  created,  the  Reichsbank, 
independent  of  the  government,  and  endowed  with  a  monopoly  of  note 
issue.  Borrowing  by  the  Treasury  from  the  central  bank,  which  had 
been  the  principal  occasion  for  the  issue  of  paper  marks,  came  to  an 
end.  A  new  money  unit,  the  reichsmark,  was  adopted,  equivalent  to  one 
former  gold  mark,  and  exchangeable  for  outstanding  fiat  marks  at  the 
ratio  of  1,000,000,000,000  (one  trillion)  paper  marks  per  new  reichs¬ 
mark.  The  old  paper  marks  were  required  to  be  withdrawn  from  cir¬ 
culation.  The  new  bank  was  required  to  maintain  40  per  cent  reserves 
against  notes  in  circulation,  in  the  form  of  gold  and  foreign  exchange. 
A  substantial  part  of  the  reserves  was  allowed  to  remain  in  foreign 
financial  centers,  principally  London  and  New  York.  This  form  of 
redemption  of  note  issue  in  gold  or  gold  exchange  on  foreign  countries 
amounted  substantially  to  the  adoption  of  the  gold  exchange  standard 
until  such  time  as  the  complete  gold  standard  might  prove  feasible. 
Stabilization  of  the  currency  was  the  objective,  and  as  in  the  case  of 
Austria  and  Hungary,  such  stabilization  was  closely  interwoven  with 
the  balancing  of  the  budget. 

Russia  chose  her  individual  way  of  escape  from  the  coils  of  inflation. 
Two  kinds  of  notes  were  allowed  in  circulation  side  by  side.  State  notes 
of  limited  quantity  were  issued  mainly  for  hand  to  hand  circulation  in 
retail  transactions.  They  were  supplemented  by  new  copper  and  silver 
coins.  The  standard  money  in  domestic  business  and  in  foreign  trade 
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was  a  new  unit,  the  chervonetz,  equivalent  to  ten  pre-war  gold  rubles. 
In  February,  1924,  the  issue  of  Soviet  paper  rubles  was  prohibited,  and 
outstanding  rubles  were  to  be  withdrawn  from  circulation  at  the  ratio  of 
50,000,000,000  original  Soviet  rubles  per  gold  ruble.  A  new  State  Bank 
was  created,  with  the  power  to  issue  chervonetz  notes.  The  required 
backing  for  these  notes  was  25  per  cent  gold  and  gold  exchange,  and 
75  per  cent  commercial  paper.  The  gold  cover,  although  not  at  first 
restoring  the  full  gold  standard,  nevertheless  served  as  a  definite  check 
upon  note  issue.  This  check  put  a  stop  to  inflation,  introduced  stability 
into  the  currency,  and  laid  the  foundation  for  business  confidence  and 
expansion  of  production.  Simultaneously,  plans  were  formed  for  re¬ 
ducing  the  public  deficit  and  balancing  the  budget  as  rapidly  as  possible. 

Certain  common  features  of  reconstruction  appear  in  the  third  group 
of  countries,  where  inflation  worked  its  severest  ravages.  First  of  all, 
each  country  had  to  stop  the  printing  of  paper  money.  No  recovery 
was  possible  until  the  printing  presses  were  stopped.  Secondly,  each 
country  provided  some  form  of  gold  cover  as  a  means  of  restricting  the 
future  issue  of  notes.  Gold  backing  was  looked  upon  as  the  only  ade¬ 
quate  check  upon  excessive  note  issue.  This  gold  backing  was  looked 
upon  in  each  case  as  a  preliminary  step  toward  the  ultimate  restoration 
of  the  gold  standard.  Thirdly,  the  budget  in  each  case  had  to  balance. 
Inflation  started  as  a  fiscal  measure  to  meet  deficits  in  the  budget.  In¬ 
flation  ended  by  making  note  issue  independent  of  fiscal  policy  and  by 
balancing  the  budget  through  economy  of  expenditure  and  adequacy  of 
taxation. 
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CHAPTER  XXVII 


BANKING  PRINCIPLES  AND  PRACTICE 

The  Classes  of  Banking  Institutions. — The  commercial  banks  are 
the  most  numerous  and  in  many  respects  the  most  important  of  all 
banking  institutions.  In  the  United  States,  there  are  in  the  vicinity  of 
thirty  thousand  commercial  banks  in  active  operation.  Their  primary 
activity  is  the  making  of  short  time  loans  to  individuals  engaged  in 
some  branch  of  industry  or  trade.  The  short  time  loans  supply  business 
with  circulating,  or  working,  capital.  Although  this  is  the  primary  work 
of  commercial  banks,  it  is  not  the  only  important  work.  They  supply 
a  certain  amount  of  investment  credit  to  business.  Recent  tendencies 
have  increased  the  investment  services  of  such  banks.  A  considerable 
portion  of  their  resources  is  tied  up  in  long  term  loans  for  fixed  capital 
purposes.  They  buy  large  quantities  of  securities. 

Four  incidental  activities  of  commercial  banks  may  also  be  men¬ 
tioned.  First,  they  provide  vaults  for  the  safe  keeping  of  important 
papers,  money,  or  valuables  of  any  sort.  Second,  many  of  them  perform 
the  functions  of  a  trustee,  and  act  as  administrator,  executor,  registrar, 
transfer  agent,  assignee,  receiver,  or  guardian.  Third,  many  of  them 
issue  bank  notes,  under  government  restrictions,  to  serve  as  part  of  the 
circulating  currency  of  the  country.  Fourth,  they  provide  facilities 
for  the  care  and  handling  of  money.  They  receive  deposits,  keep  check¬ 
ing  accounts,  pay  out  money  where  due,  and  deal  in  drafts  and  bills  of 
exchange.  The  tendency  has  been  for  commercial  banks  to  broaden  their 
functions,  and  instead  of  specializing  in  purely  short  time  loans,  to 
enter  upon  the  duties  of  trustees  and  of  investment  bankers. 

However,  when  long  time  loans  are  involved,  the  main  institutions 
are  investment  banks.  These  banks  are  specialists  in  providing  fixed 
capital  for  modern  industry.  They  take  over  the  bonds  and  stocks  of 
corporations,  and  sell  them  to  the  investing  public.  Some  of  the  larger 
commercial  banks  have  established  subsidiary  corporations  to  carry  on  an 
investment  banking  business. 

Savings  banks  and  insurance  companies  gather  the  relatively  small 
savings  of  individuals  into  an  aggregate  fund  which  can  be  invested  in 
safe  long  time  securities.  Many  commercial  banks  conduct  a  savings 
department. 

Trust  companies  assume  the  duties  of  trustee,  administrator,  executor, 
receiver,  and  the  like.  These  duties  have  become  indispensable  under  the 
modern  regime  of  corporate  property  and  complex  legal  restrictions  upon 
the  management  of  property.  Many  commercial  banks  incidentally 
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undertake  the  functions  of  trusteeship.  Most  trust  companies  do  not 
confine  themselves  strictly  to  trusteeship,  but  branch  out  into  commercial 
and  investment  banking. 

Miscellaneous  forms  of  financial  agencies  include  Morris  plan  banks 
for  the  provision  of  consumer’s  loans  or  small  producer’s  loans,  mort¬ 
gage  companies,  discount  and  finance  companies,  commercial  paper 
houses,  note  brokers,  building  and  loan  associations,  and  cooperative 
credit  societies.  Since  commercial  banking  is  of  pivotal  importance, 
we  shall  limit  our  discussion  for  the  most  part  to  that  particular  form 
of  financial  institution.  The  other  forms  are  important,  but  it  is  im¬ 
possible  on  account  of  space  limitations  to  treat  separately  eac-h  type  of 
institution. 

The  Function  of  Commercial  Banking.— Commercial  banking  is  a 
form  of  productive  enterprise.  To  any  one  who  looks  beyond  the  mere 
making  of  loans  or  handling  of  deposits,  it  must  be  obvious  that  the  final 
outcome  of  all  technical  banking  detail  must  be  a  broad  productive 
function.  The  test  of  the  effectiveness  of  banking  institutions  is  whether 
industries  produce.  If  factories  are  idle,  if  plant  is  being  used  at  a 
fraction  of  capacity,  if  goods  and  services  are  not  being  marketed  con¬ 
tinuously  at  full  capacity,  then  banking  to  that  extent  has  failed  of  its 
purpose.  Other  things  may  have  failed  also,  but  above  all,  banking  has 
failed.  Banks  have  over-financed  here  and  under-financed  there.  They 
have  failed  to  serve  fully  and  adequately  the  economic  purpose  for 
which,  in  the  interest  of  the  community,  they  are  intended. 

The  banks  influence  production  in  three  main  ways:  by  the  judicious 
selection  of  the  persons  to  whom  money  will  be  loaned;  by  controlling 
the  total  of  all  loans  in  such  a  way  as  will  avert  inflation  or  deflation 
of  prices ;  by  charging  an  interest  rate  which  reflects  the  true  scarcity  of 
and  demand  for  capital. 

By  the  use  of  the  first  method,  banks  divert  the  control  of  capital 
to  the  hands  of  those  most  capable  of  making  a  profit  from  its  use  and 
employment.  All  sorts  of  people  come  to  the  banks  for  loans.  Some  are 
deserving,  others  are  not.  One  borrower  can  take  his  loan  out  of  the 
bank,  engage  in  business  successfully,  earn  a  profit,  and  pay  off  his  debt 
at  maturity.  Another  borrower  can  take  the  same  amount  of  credit, 
bungle  the  use  of  it,  lose  his  investment,  and  default  on  the  debt  at 
maturity.  The  commercial  banks  attempt  to  place  loans  in  the  hands  of 
those  producers  who  are  most  competent  to  use  them  for  a  productive 
purpose.  To  the  extent  that  the  banks  rise  sound  discrimination,  they 
tend  to  further  production  by  placing  purchasing  power  in  the  hands  of 
the  most  effective  producers. 

With  regard  to  the  second  method,  banks  as  a  class  are  seriously 
concerned  with  the  grand  total  of  their  credit  extensions.  The  grand 
total  of  all  loans  has  a  powerful  influence  upon  the  price  level.  As 
previous  chapters  have  shown,  a  relatively  steady  price  level  is  in¬ 
dispensable  to  sustained  production.  Inflation  and  deflation  destroy  the 
steady  continuity  of  full  time  production.  The  total  of  bank  credit 
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is  of  vital  importance  because  through  its  effect  upon  price  fluctuations 
it  dominates  the  course  of  production. 

The  third  method  is  of  coordinate  importance  as  the  bank  rate  of 
interest  vitally  affects  the  course  of  production  for  good  or  for  ill.  The 
bank  rate  should  reflect  the  true  scarcity  of  savings  of  capital  and  the 
true  demand  for  capital.  A  high  rate  of  interest  may  be  used  to  check 
the  expansion  of  money  and  the  inflation  of  prices,  and  at  the  same  time 
to  check  the  over-expansion  of  production.  A  low  rate  of  interest  may 
be  used  to  resist  deflation  and  to  stimulate  the  expansion  of  production. 
The  interest  rate  is  a  most  important  regulator  of  business  activity. 

These  three  tests  of  the  effect  of  banking  upon  production  serve  to 
emphasize  the  fact  that  banks  exist  for  a  purpose  outside  themselves. 
They  are  auxiliaries  and  servants  of  the  main  productive  currents  of 
economic  life.  Banking  must  face  broad  economic  tests,  in  order  to  find 
an  economic  justification  for  its  existence. 

Instruments  of  Bank  Credit. — Credit  instruments  may  be  classified 
under  two  headings:  orders  to  pay  and  promises  to  pay.  Orders  to  pay 
are  bills  of  exchange,  drafts,  checks,  and  acceptances.  Such  instruments 
are  orders  by  one  party  on  a  second  to  pay  to  a  third,  or  to  the  first  party 
himself,  a  certain  sum  of  money.  A  orders  B  to  pay  C,  or  under  certain 
circumstances  to  pay  A  himself,  the  stated  sum.  The  person  to  whom 
money  is  owed  makes  out  the  order  and  is  the  “drawer.”  The  person 
who  owes  money  and  on  whom  the  draft  is  drawn  is  the  “drawee.” 
A  draft  is  synonymous  with  a  bill  of  exchange.  An  acceptance  is  a 
draft  or  bill  drawn  on  a  person  who  owes  money,  and  by  him  accepted 
by  writing  the  word  “Accepted”  across  its  face  and  placing  underneath 
his  signature.  The  acceptance  is  in  form  an  order  to  pay,  but  when 
accepted,  becomes  the  acceptor’s  promise  to  pay.  It  is  then  as  binding 
on  him  as  a  promissory  note.  A  check  is  a  special  form  of  order  to  pay, 
in  which  the  drawer  orders  his  bank  to  pay  out  of  his  own  deposit 
account  with  the  hank  a  stated  sum,  either  to  another  named  party,  or 
to  bearer,  or  to  himself,  as  the  case  may  be.  Drafts,  bills,  checks,  ac¬ 
ceptances  are  alike  orders  to  pay. 

The  type  form  of  promise  to  pay  is  the  promissory  note.  Such 
promises  form  a  very  important  part  of  the  total  credit  used  in  modern 
business.  An  acceptance  becomes  in  effect  a  promise  to  pay  when  the 
drawee  writes  “Accepted”  across  the  face  of  the  instrument.  The 
promise  to  pay  is  a  contract,  enforceable  at  law,  and  the  fact  that  such 
contracts  are  binding  underlies  much  of  the  confidence  which  is  indis¬ 
pensable  to  business  transactions  on  a  credit  basis. 

Bank  Activities:  Discount,  Deposit,  and  Issue. — Banking  serves 
the  needs  of  commerce  and  business  by  three  major  types  of  operations, 
which  may  be  classified  as  discount,  deposit,  and  issue. 

(1)  Deposit.  The  popular  conception  often  seems  to  be  that  a  bank 
is  merely  a  place  to  put  money  for  safe  keeping,  perhaps  also  to  draw 
a  small  rate  of  interest.  This  phase  of  banking  is  often  the  main  phase 
in  the  eyes  of  the  individual  who  maintains  a  small  deposit  and  checking 
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account.  It  is  true  that  banks  solicit  deposits  of  money  and  are  very 
anxious  to  have  such  deposits  as  large  as  possible.  But  in  the  aggregate, 
all  deposits  of  actual  money  are  only  a  fraction  of  total  bank  deposits. 
Bank  deposits  are  several  times  as  great  as  all  the  actual  money  in  the 
country.  There  must  be  some  outside  source  of  deposits  much  more 
important  than  the  mere  deposits  of  money  itself. 

This  outside  source  is  the  creation  of  loans  and  discounts  by  the 
banks  themselves.  Banks  make  extensions  of  credit  to  borrowers,  and 
these  borrowers  in  turn  redeposit  the  credits  with  the  banks.  “The 
naive  idea  that  a  bank  deposit  normally  originates  by  the  bank’s  cus¬ 
tomer  making  a  deposit  of  cash  in  the  bank  does  not  reveal  the  sub¬ 
stance  of  the  situation  in  countries  like  the  United  States,  with  a  highly 
developed  system  of  bank  credit  and  its  utilization  through  the  form  of 
the  deposit  account.  The  most  usual  form  in  which  bank  deposits  origi¬ 
nate  is  by  borrowers  going  to  a  bank  to  seek  accommodation  and  offering 
their  notes  for  discount,  the  bank  making  the  loan  sought  by  the  cus¬ 
tomer  by  opening  a  credit  or  ‘deposit’  on  its  books  in  the  borrower’s 
favor.  Normally,  therefore,  what  are  called  deposits,  increase  as  loans 
and  discounts  do;  in  other  words,  as  borrowings  from  banks  increase.”  1 

In  the  course  of  the  day’s  business,  the  merchant  receives  in  payment 
for  his  goods  and  services  a  mass  of  checks,  drafts,  and  other  credit 
instruments,  as  well  as  actual  money.  Scores  and  hundreds  of  checks 
and  other  credit  instruments  pour  in,  drawn  on  a  widely  scattered 
list  of  banks  and  individuals.  The  merchant  takes  them  all  to  his  own 
bank  for  deposit,  and  the  bank  considers  them  “cash  items”  of  deposit. 
“Cash  items”  clearly  are  not  actual  money.  They  are  simply  rights  to 
demand  actual  money  from  the  various  banks  on  which  they  are  drawn. 
The  bank  which  receives  the  cash  items  of  the  merchant  proceeds  to 
collect  payment  from  all  other  banks. 

But  in  the  process  of  collection,  the  bank  finds  that  other  banks  are 
intending  to  collect  similar  items  from  its  funds.  The  merchant,  for 
instance,  has  drawn  checks  on  his  bank,  payable  to  scattered  dealers  in 
other  cities,  and  these  dealers  will  deposit  such  checks  with  their  respec¬ 
tive  banks.  These  various  banks  will  in  turn  collect  such  cash  items 
from  the  merchant’s  bank.  In  other  words,  cash  items  constitute  two 
streams  of  payments.  One  stream  is  collections  by  bank  No.  1  from 
all  other  banks.  The  other  stream  is  collections  by  all  other  banks  from 
bank  No.  1.  The  greater  part  of  cash  claims  in  favor  of  the  bank  will 
be  offset  by  cash  claims  against  the  bank.  The  claims  for  and  against 
each  bank  are  largely  cancelled  or  cleared,  without  the  give  and  take 
of  actual  cash.  Cash  items  are,  then,  deposits  of  rights  to  other  people’s 
cash,  but  since  these  rights  are  cancelled  by  counter  rights  to  cash  by 
other  people,  only  a  small  amount  of  cash  is  moved. 

Deposits,  therefore,  arise  in  three  main  ways :  actual  money  savings ; 
loans  and  discounts  left  with  the  bank ;  and  cash  items.  The  bulk  of  the 
deposits  arise  in  the  second  and  third  ways.  Both  of  these  sources  are 

i  Federal  Reserve  Bulletin,  September  1,  1919,  p.  815. 
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traceable  ultimately  to  the  amount  of  credit  extended  by  the  bank. 
Bank  deposits  are  created  by  the  banks  themselves,  through  the  process 
of  loans  and  discounts. 

The  use  of  deposit  accounts  is  a  matter  of  business  convenience. 
When  the  individual  or  corporation  carries  a  deposit  at  the  bank,  the 
fund  may  be  used  to  meet  a  wide  variety  of  bills  and  expenses  in  the 
business.  The  bulk  of  payments  may  be  met  by  checks  and  drafts  drawn 
on  the  depositor’s  bank  account.  But  at  the  same  time,  the  business  man 
has  payments  owing  to  him.  He  receives  their  checks  and  drafts,  and 
deposits  them  at  the  bank  to  be  collected  and  put  to  his  account.  The 
bank  keeps  a  record  of  the  outgoing  and  incoming  payments.  At  certain 
intervals,  the  bank  supplies  statements  of  the  amounts  of  each,  and  of 
the  balance  still  on  deposit.  The  process  of  accounting  balances  the 
two  records  of  expenditures  and  receipts,  and  affords  proper  facilities 
for  the  settlement  of  an  enormous  number  of  transactions. 

The  banker  bears  a  heavy  burden  of  expense  in  rendering  this  service. 
The  deposits  as  such  yield  him  no  gain.  Their  management  and  super¬ 
vision  are  purely  a  cost,  and  if  interest  is  paid  to  depositors,  that  pay¬ 
ment  increases  the  cost.  Why,  then,  should  the  banker  be  so  anxious  to 
secure  deposits  ?  The  only  reason  is,  that  deposits  make  possible  further 
loans  by  the  bank.  Deposits  are  but  a  stepping  stone  to  loans.  The  loans 
are  the  thing.  On  them  the  bank  receives  interest.  From  them  the  bank 
receives  income.  Through  them,  the  bank  has  hope  of  defraying  expenses 
and  making  profit. 

(2)  Loans  and  Discounts.  In  loans,  interest  is  added  to  the  principal 
at  maturity.  In  discounts,  interest  is  deducted  from  the  principal  in 
advance.  “Loans  and  discounts”  group  together  the  total  extensions 
of  credit  to  commercial  borrowers. 

The  borrower  has  new  purchasing  power  at  his  disposal.  Ordinarily 
the  borrower  will  deposit  this  purchasing  power  in  the  bank,  and  check 
it  out  as  he  needs  it.  The  purpose  of  the  borrowing  was  to  create  a 
deposit  account  on  which  checks  and  drafts  could  be  drawn. 

If  the  Standard  Oil  Company  of  New  York  borrows  $1,000,000  from 
the  National  City  Bank,  deposits  the  amount  to  its  account,  and  proceeds 
to  draw  checks  and  drafts  for  the  bulk  of  the  sum,  the  deposit  will  be 
quickly  cut  down  to  a  fraction  of  the  original  amount.  The  deposit 
exists  to  be  used,  and  the  only  way  to  use  it  is  to  pay  bills  and  expenses 
by  drawing  checks  on  it.  But  this  using  up  of  deposits  is  a  danger  to 
the  bank,  since  it  drains  the  bank  of  cash.  Unless  this  drawing  out  of 
deposits  by  the  Standard  Oil  Company  is  offset  by  new  deposits  in  the 
National  City  Bank  by  other  customers,  or  by  the  Standard  Oil  itself, 
the  bank  will  be  in  a  precarious  position.  Everything  going  out  and 
nothing  coming  in  would  quickly  exhaust  cash  and  ruin  the  bank.  The 
soundness  of  banking  depends  upon  making  sure  that  for  all  deposits 
drawn  out,  other  deposits  will  be  coming  in. 

Not  one  customer  but  hundreds  or  thousands  are  involved.  Some  are 
drawing  out  large  sums  while  others  are  depositing  large  sums.  The 
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average  outgo  of  funds  will  just  about  equal  the  average  intake  of  fresh 
deposits.  As  fast  as  one  deposit  account  is  worn  down,  some  other 
deposit  account  is  built  up.  The  loss  of  funds  on  account  of  checks 
cashed  will  be  made  up  by  the  gain  of  funds  on  account  of  new  deposits. 
Debits  to  individual  accounts  must  be  offset  by  new  deposits  to  individual 
accounts. 

The  come  and  go  of  deposits  is  a  common  routine  of  banking.  The 
bank  may  be  compared  with  a  gigantic  reservoir.  Two  great  pipes  of 
intake  and  outflow  are  connected.  By  arranging  that  on  the  average  the 
intake  of  new  deposits  shall  be  about  equal  to  the  outflow  from  old 
deposits,  the  level  of  the  contents  of  the  reservoir  can  be  maintained. 
Loans  without  deposits  would  drain  the  reservoir.  Deposits  without 
loans  would  be  a  stagnant  burden  of  expense,  earning  nothing  for  the 
bank.  Deposits  and  loans  go  together.  Loans  are  unsafe  without  de¬ 
posits.  Deposits  are  impossible  except  to  a  limited  extent  without  loans. 

(3)  Note  Issue.  A  certain  percentage  of  all  payments  involve  the 
use  of  currency,  either  specie  or  paper  money.  The  proportion  of  total 
payments  made  in  this  manner  varies  somewhat  from  country  to  country. 
For  instance,  in  England  and  the  United  States,  probably  less  than  one- 
tenth  of  all  payments  require  currency  itself,  whereas  in  France  probably 
more  than  one-half  of  all  payments  require  currency.  Since  the  World 
War,  gold  coin  has  practically  disappeared  from  circulation.  Subsidiary 
coin  and  paper  notes  constitute  the  active  circulation. 

Notes  may  be  issued  either  by  governments  or  by  banks.  Govern¬ 
ment  issue  usually  has  been  due  to  the  desire  of  the  government  to 
secure  revenue  for  some  emergency.  The  emergency  of  war  commonly 
results  in  government  issue,  and  tends  to  lead  to  fiat  money  and  inflation. 
The  Greenbacks  are  government  notes  issued  in  the  United  States  during 
the  Civil  War.  The  drawback  with  government  issue  has  always  been 
that  the  criterion  has  been  fiscal  need  rather  than  business  need  for 
money.  The  government  issue  does  not  expand  in  proportion  to  the 
requirement  of  business  for  a  larger  volume  of  medium  of  exchange, 
nor  does  it  contract  in  proportion  to  the  contraction  of  business.  The 
government  issue  expands  primarily  with  reference  to  the  desire  of  the 
treasuries  to  get  revenue  without  taxation.  The  government  issue  rarely, 
if  ever,  contracts.  Consequently,  under  normal  conditions,  note  issue 
is  best  left  to  banks.  However,  bank  note  issue  is  not  left  wholly  to 
the  private  judgment  of  bankers,  but  is  placed  under  some  degree  of 
government  regulation.  The  notes  issued  by  banks  have  general  ac¬ 
ceptability  in  the  community,  and  perform  all  the  work  of  gold  money 
itself.  They  are  commonly  backed  by  some  commodity  or  asset.  The 
significance  of  the  backing  is  that  it  places  some  limit  upon  the  quantity 
of  notes  that  can  be  issued. 

By  virtue  of  the  combined  activities  of  discount,  deposit,  and  issue, 
banks  provide  a  medium  of  exchange  for  business,  and  contribute  to  the 
ability  of  business  to  produce  goods  for  the  use  of  the  community. 
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Banking  in  the  United  States  before  the  Civil  War. — Prior  to 

the  Civil  War,  the  national  government  failed  to  exercise  any  direct 
supervision  of  the  banks  of  the  country.  There  grew  up  in  each  state 
numerous  banks  which  were  subject  only  to  such  loose  supervision  as 
the  state  governments  wished  to  give.  In  a  large  part  of  the  country, 
such  supervision  was  hopelessly  inadequate.  Banks  issued  notes  freely, 
with  scant  regard  for  ability  to  redeem  the  notes.  Masses  of  notes 
remained  in  circulation  even  after  the  issuing  banks  had  failed,  because 
people  had  no  way  of  knowing  the  fate  of  the  issuing  banks.  Counterfeit 
notes  flooded  the  country,  and  became  a  source  of  widespread  loss.  Notes 
passed  at  par  in  some  communities  and  below  par  in  other  communities. 
There  was  no  even  standard  of  value.  Note  issue  was  chaotic.  It  was 
unsafe  and  it  was  non-uniform. 

When  the  Civil  War  occurred,  the  federal  government  believed  that 
a  system  of  national  banks  could  be  made  to  provide  a  market  for  bonds 
to  finance  the  war.  Moreover,'  it  hoped  to  combine  with  this  advantage 
the  gain  that  would  come  from  a  reformed  bank  note  currency  through¬ 
out  the  country.  Accordingly,  the  National  Banking  Act  was  passed 
in  1863.  The  state  banks  were  reluctant  to  join  the  national  system 
until,  in  1865,  the  law  was  amended  to  impose  a  tax  of  10  per  cent  on 
all  future  notes  issued  by  other  than  national  banks.  This  prohibitive 
tax  brought  the  leading  banks  rapidly  into  the  system  and  insured  the 
support  of  the  new  law. 

The  expected  market  for  bonds  did  not  materialize,  but  from  a  cur¬ 
rency  standpoint,  the  new  law  was  an  undoubted  success.  It  aimed  to 
put  safety  and  unifomnity  into  the  note  circulation  of  the  country,  and 
these  two  qualities  were  possessed  in  ideal  degree  by  the  national  bank 
notes.  National  banks  were  required  to  buy  designated  government 
bonds,  up  to  a  certain  percentage  of  their  capital.  These  bonds  Avere 
acceptable  as  backing  for  notes  issued  under  the  name  of  the  national 
banks.  The  establishment  of  an  exclusive  bond  secured  note  issue,  regu¬ 
lated  by  the  federal  government,  and  circulating  uniformly  at  par  in 
all  parts  of  the  United  States,  was  a  great  piece  of  financial  recon¬ 
struction. 

Banking  in  the  United  States  from  the  Civil  War  to  1913. — In  the 

course  of  time,  certain  shortcomings  of  the  national  banks  made  them¬ 
selves  felt.  The  shortcomings  were  twofold.  On  the  one  hand,  the  bank 
notes  were  inelastic,  and  did  not  readily  expand  and  contract  in  accord 
with  the  needs  of  trade.  On  the  other  hand,  bank  reserves  were  not 
controlled  by  any  central  authority  and  therefore  could  not  be  ade¬ 
quately  mobilized  in  time  of  emergency.  The  occurrence  of  severe 
panics  in  the  ’80 ’s  and  ’90 ’s,  culminating  in  the  disastrous  panic  of 
1907,  aroused  the  country  to  action,  and  led  to  the  passage  of  the  Federal 
Reserve  Act.  It  is  important  to  examine  briefly  the  two  major  defects 
of  the  old  national  laAv. 

The  inelasticity  of  national  bank  notes  embarrassed  the  country  both 
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because  of  the  stress  at  certain  stages  of  the  business  cycle  and  because 
of  the  stress  at  certain  months  of  the  year.  Inelasticity  was  both  cyclical 
and  seasonal.  When  a  state  of  advanced  prosperity  was  reached,  the 
banks  faced  a  need  for  more  currency,  and  when  a  financial  crisis  ap¬ 
proached  the  banks  needed  emergency  currency  in  order  to  avert  out¬ 
right  panic.  After  the  strain  had  passed  and  business  had  contracted, 
the  banks  needed  to  be  in  a  position  where  they  could  contract  currency 
proportionately.  This  was  the  cyclical  need  for  elasticity,  but  there  was 
another  important  need,  the  seasonal.  The  farmers  in  the  fall  of  the 
year  required  abnormally  large  amounts  of  currency  in  order  to  finance 
the  harvesting  and  marketing  of  crops.  When  this  demand  appeared 
each  year,  currency  had  to  be  shipped  from  the  East  to  the  West,  at 
cost,  bother,  and  delay.  Under  the  seasonal  scarcity  of  funds,  interest 
rates  fluctuated  abnormally.  There  was  a  pressing  need  for  seasonal 
elasticity  of  the  currency. 

There  were  several  reasons  why  the  national  bank  notes  failed  to 
provide  elasticity  of  either  kind.  The  maximum  note  issue  against  bond 
backing  was  not  to  exceed  the  par  value  of  the  latter,  and  if  market 
value  was  less  than  par,  then  not  to  exceed  market  value.  The  price  of 
government  bonds  determined  whether  the  banks  could  make  a  profit 
from  note  issue.  When  bonds  were  high,  the  expense  of  obtaining  the 
necessary  bond-backing  became  prohibitive.  The  state  of  the  bond 
market  was  the  vital  factor  in  determining  whether  more  notes  should 
be  issued.  At  times  the  bond  market  wTas  favorable  to  issue  although 
business  was  in  a  state  of  depression.  At  other  times  the  bond  market 
prohibited  issue,  although  business  was  in  a  state  of  expansion.  The 
result  was  often  that  banks  issued  notes  when  business  least  needed 
them,  and  refrained  from  issue  when  business  most  needed  them.  Notes 
were  said  to  have  a  perverse  elasticity  with  respect  to  the  needs  of 
business. 

If  a  bank  decided  to  issue  notes,  considerable  delay  occurred.  It 
required  about  forty  days  for  the  first  application  to  be  filled,  and  after 
plates  were  made  about  twenty  days.  At  time  of  panic,  the  emergency 
would  be  a  thing  of  the  past  before  new  notes  could  be  rushed  into 
use  by  the  banks. 

The  volume  of  note  issue  was  limited  by  the  amount  of  certain  kinds 
of  bonds  in  existence.  If  the  government  paid  off  its  debt,  as  it  did  in 
part  between  1880  and  1891,  the  result  was  a  decrease  in  the  amount 
of  note  issue.  If  the  government  arbitrarily  increased  the  bonds  eligible 
for  note  backing,  the  currency  supply  would  tend  to  increase.  Fiscal 
policy  rather  than  the  needs  of  commerce  and  industry  determined  the 
volume  of  notes  that  could  be  issued. 

When  business  contracted,  bank  notes  did  not  contract  accordingly. 
The  law  limited  the  amount  that  could  be  retired  in  any  one  month  to 
$9,000,000.  The  red  tape  and  cost  of  retirement  in  addition  to  that  of 
issue  made  it  desirable  that  notes  should  be  issued  only  to  that  amount 
which  could  be  kept  permanently  in  circulation.  Retirement  and  reissue 
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would  wipe  out  practically  all  possibility-  of  profit  from  note  issue. 
Consequently,  note  issue  was  unresponsive  to  declines  in  business  need 
for  money. 

National  banks  were  required  to  deposit  with  the  Treasurer  of  the 
United  States  a  sum  of  lawful  money  equal  to  5  per  cent  of  their  notes 
outstanding.  This  fund  aided  in  maintaining  the  redemption  of  the 
notes  but  it  did  not  aid  in  giving  them  elasticity. 

Although  the  defects  of  note  issue  were  serious,  they  were  not  as 
menacing  as  the  defects  of  the  reserves  of  the  banks.  The  difficulty  with 
reserves  was  not  that  they  were  too  small  in  volume  but  that  they  were 
too  weakly  organized  and  controlled.  For  reserve  purposes,  national 
banks  were  classified  as  to  location.  The  ratios  of  reserves  to  deposits 
were  as  follows: 

Banks  in  Towns,  Smaller  Cities,  and  Country  Districts. 

15  per  cent,  of  which  two-fifths  or  more  must  be  in  the  bank’s 
own  vaults,  and  three-fifths  or  less  might  be  in  either  reserve 
city  banks  or  central  reserve  city  banks. 

Banks  in  Reserve  Cities. 

25  per  cent,  of  which  one-half  or  more  must  be  in  its  own  vaults 
and  one-half  or  less  might  be  in  central  reserve  city  banks. 

Banks  in  Central  Reserve  Cities. 

25  per  cent,  of  which  all  must  be  carried  in  its  own  vaults. 

That  part  of  reserves  kept  in  vault  constituted  a  scattered  and  dis¬ 
organized  mass.  In  time  of  stress  and  strain,  some  banks  had  more 
reserves  than  were  needed  in  their  own  vaults  and  some  had  less.  But 
each  bank  jealously  guarded  its  own  reserves,  and  refused  to  help  out 
other  banks  which  were  in  difficulty.  There  was  no  possibility  of  mobiliz¬ 
ing  the  scattered  reserves  for  the  benefit  of  those  institutions  which  were 
threatened  with  ruin.  Decentralization  was  the  heart  of  the  reserve 
problem. 

But  another  part  of  the  reserve  suffered  from  the  opposite  evil, 
extreme  centralization.  New  York  City  banks  received  deposits  from 
the  banks  of  the  rest  of  the  country,  these  deposits  counting  as  legal 
reserve.  About  half  of  all  the  deposits  of  New  York  City  banks  con¬ 
sisted  of  such  deposits  of  reserves  by  outlying  banks.  In  1912,  ten  of 
the  leading  banks  and  trust  companies  of  New  York  City  had  15,483 
banks  on  the  list  of  their  depositors.  The  interior  banks  were  anxious 
to  make  these  deposits  in  central  reserve  cities,  because  they  received 
a  small  rate  of  interest,  usually  about  2  per  cent,  on  the  money.  If 
they  had  held  the  reserves  in  their  own  vaults,  they  would  have  earned 
no  interest  rate  whatsoever.  The  New  York  banks  used  these  deposits 
largely  for  call  loans  to  finance  speculation  on  the  Stock  Exchange.  In 
ordinary  times,  interior  banks  could  recover  their  deposits  by  requesting 
their  return  from  the  New  York  representatives.  The  New  York  banks 
wrere  able  to  obtain  the  funds  only  by  calling  in  the  loans  to  brokers. 
The  called  loans  might  cause  temporary  flurries  in  call  rates  and  in 
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a  surplus  fund  until  that  fund  equals  100  per  cent  of  the  subscribed 
capital  stock  Thereafter,  excess  earnings  must  be  divided,  90  per  cent 
going  to  the  government  as  a  franchise  tax  and  10  per  cent  being  set 
aside  as  additional  surplus  for  the  bank.  This  disposal  of  earnings  is 
a  guarantee  that  the  Reserve  banks  shall  not  become  mainly  profit-seek¬ 
ing  institutions.  They  exist  chiefly  for  service  and  only  incidentally 
for  profits. 

One  of  the  Class  C  directors  is  designated  by  the  Federal  Reserve 
Board  as  Federal  Reserve  Agent  and  as  Chairman  of  the  Board  of 
Directors.  The  chief  duties  of  the  Federal  Reserve  Agent  are : 

1.  To  promote  friendly  relations  with  member  banks,  and  by  pub¬ 
licity  and  education,  bring  about  effective  cooperation. 

2.  To  have  custody  of  the  backing  for  Federal  Reserve  notes,  to 
receive  and  pass  upon  applications  for  note  issue,  and  to  issue  the  notes 
to  member  banks. 

3.  To  supervise  examinations  of  member  banks,  and  to  safeguard 
the  enforcement  of  the  law. 

4.  To  maintain  statistical  records  of  business  and  finance,  and  to 
make  such  reports  and  publications  as  may  be  helpful  to  banking  and 
business. 

The  Federal  Advisory  Council  consists  of  one  representative  from 
each  district,  selected  by  the  directors  of  the  Federal  Reserve  bank. 
Most  selections  are  of  prominent  bankers,  and  are  looked  upon  as 
honorary.  Members  serve  without  compensation  and  for  a  term  of 
one  year,  unless  reelected.  The  Council  is  intended  to  form  a  point  of 
contact  between  actual  bankers  and  the  agencies  of  government.  Its 
recommendations  are  purely  advisory,  although  in  practice  the  govern¬ 
ment  agencies  have  gone  out  of  their  way  to  solicit  the  advice  and  aid 
of  the  Council,  to  the  end  that  solid  bonds  of  cooperation  might  be 
maintained. 

Reserves. — Under  the  Federal  Reserve  Act,  member  banks  in  cen¬ 
tral  reserve  cities  must  maintain  reserves  of  13  per  cent  of  their  demand 
deposits,  in  reserve  cities  10  per  cent,  in  all  other  cities  and  towns  7  per 
cent.  In  cities  of  all  sizes,  reserves  against  time  deposits  must  be  3  per 
cent.  Under  the  old  National  Bank  Act,  the  reserves  were  25,  25,  and 
15  per  cent,  respectively,  against  both  time  and  demand  deposits  com¬ 
bined. 

These  reserve  ratios  apply  to  the  member  banks  alone.  But  the  Fed¬ 
eral  Reserve  banks  also  have  reserve  requirements.  Gold  reserves  must 
be  35  per  cent  against  deposits  and  40  per  cent  against  Federal  Reserve 
notes.  The  ultimate  reserve  against  demand  deposits  of  a  rural  bank  is, 
therefore,  35  per  cent  of  7  per  cent  of  such  deposits,  or  only  2.45  per 
cent.  The  ultimate  reserve  against  demand  deposits  of  a  bank  in  New 
York  City  is  35  per  cent  of  13  per  cent  of  such  deposits,  or  only  4.55 
per  cent.  In  general,  one  dollar  of  reserves  in  the  Federal  Reserve  bank 
may  support  as  much  as  about  twenty  dollars  of  demand  and  time 
deposits  of  member  banks. 
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The  new  reserve  ratios  made  possible  a  thinner  reserve  backing  for 
bank  deposits.  Under  the  new  law,  each  dollar  of  reserves  in  a  Federal 
Reserve  bank  came  to  support  about  50  per  cent  more  deposits  and 
notes  than  under  the  old  law.  During  the  period  1917  to  1923,  the 
volume  of  gold  reserves  increased  materially  and  since  each  dollar  would 
support  more  credit  than  ever  before,  a  marked  expansion  of  bank 
credit  occurred.  This  expansion  contributed  to  the  inflation  of  prices 
which  occurred  during  the  period. 

But  in  spite  of  the  fact  that  the  reserve  ratios  were  thinner  than 
before,  they  were  far  safer.  The  entire  legal  reserve  of  each  member 
bank  must  be  carried  with  the  Federal  Reserve  bank  of  its  district.  This 
arrangement  was  intended  as  a  blow  to  the  excessive  centralization  of 
reserves  in  New  York  City  for  call  loan  speculation.  Whatever  vault 
reserve  a  bank  carries  for  till-money  purposes  does  not  come  under  legal 
regulation  and  does  not  count  as  reserve.  Everything  which  is  to  count 
as  legal  reserve  must  be  in  the  hands  of  the  Reserve  banks. 

The  Reserve  banks  pay  no  interest  on  legal  reserves  deposited  with 
them.  At  first,  member  banks  thought  it  a  hardship  to  give  up  the  2  per 
cent  interest  which  their  deposits  with  correspondent  banks  had  yielded, 
but  in  the  course  of  time  it  appeared  that  this  loss  was  offset  by  the  fact 
that  smaller  total  reserves  could  be  carried  and  by  other  advantages  of 
bank  cooperation. 

The  concentration  of  legal  reserves  is  a  pronounced  step  in  the  direc¬ 
tion  of  mobilizing  reserves  for  emergency  purposes.  The  member  bank 
can  replenish  reserves  in  time  of  stress  by  either  of  two  methods.  First, 
it  can  send  additional  cash,  in  the  form  of  gold,  Federal  Reserve  notes, 
currency,  or  checks  drawn  on  other  banks.  But  in  time  of  stress,  these 
sources  of  new  reserves  are  likely  to  be  exhausted.  Second,  it  can 
borrow  the  additional  reserves  from  the  Federal  Reserve  bank,  by 
rediscounting  commercial  paper.  This  method  is  the  special  reliance  for 
emergency  elasticity  of  credit  and  mobilization  of  reserves.  Banks  short 
of  reserves  may  borrow  them  from  the  Reserve  banks.  They  can  borrow, 
either  on  their  own  secured  promissory  notes,  or  by  selling  to  the  Federal 
Reserve  the  notes,  drafts,  or  acceptances  of  their  customers.  The  con¬ 
stant  access  to  this  flexible  source  of  reserves  protects  the  member 
banks  from  the  panicky  feeling  which  otherwise  occurs  in  time  of  strain 
and  crisis.  In  addition,  it  gives  seasonal  elasticity  to  reserves  and 
credits,  and  adjusts  banking  facilities  to  business  needs. 

But  it  may  happen  that  all  the  member  banks  in  a  given  district 
will  over-borrow  from  the  Reserve  bank,  and  exhaust  its  reserves.  If 
emergency  demand  for  reserves  in  any  district  reaches  this  extreme,  it 
is  possible  for  the  Reserve  bank  of  that  district  to  borrow  from  some 
other  Federal  Reserve  bank.  The  Federal  Reserve  Board  in  Wash¬ 
ington  may  permit  or  compel  such  interdistrict  borrowing.  In  1920, 
Federal  Reserve  banks  in  St.  Louis,  Minneapolis,  Dallas,  Kansas  City, 
Richmond,  Atlanta  and  New  York  borrowed  heavily  from  other  Reserve 
banks,  principally  from  Boston  and  Cleveland.  Such  borrowing  spreads 
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reserves  out  to  the  greatest  possible  use,  and  adjusts  reserves  to  the 
sectional  differences  prevailing  at  the  time. 

But  it  is  conceivable  that  the  expansion  might  continue  to  such  a 
point  that  for  the  country  as  a  whole,  reserves  in  Federal  Reserve  banks 
would  be  below  legal  requirements.  This  contingency  is  provided  for  by 
the  rule  that  the  Federal  Reserve  Board  may  suspend  for  a  limited  time 
any  reserve  requirements,  but  shall  impose  a  graduated  tax  upon  the 
amounts  by  which  reserve  balances  are  allowed  to  fall  below  legal  require¬ 
ments.  The  over-expansion  is  permissible,  but  only  under  penalties  which 
tend  to  make  it  as  short  lived  as  possible.  This  provision  of  the  law  has 
not  been  used  up  to  the  present  date,  although  in  1920  reserves  were 
nearly  reduced  to  the  point  where  suspension  would  have  been  required. 

In  making  current  reports  of  reserve  ratios,  the  Federal  Reserve 
Board  follows  the  policy  of  consolidating  the  reserves  against  both  notes 
and  deposits.  Thus,  if  the  reserve  ratio  is  reported  as  60,  the  ratio 
means  that  gold  reserves  are  60  per  cent  of  the  combined  Federal  Reserve 
note  issue  and  deposit  liabilities  of  the  Federal  Reserve  banks.  This 
consolidated  ratio  is  often  used  as  an  index  of  business  expansion.  If 
gold  reserves  remain  constant,  a  decline  of  the  ratio  means  that  notes 
and  loans  have  expanded  to  meet  the  expanding  needs  of  business.  The 
significance  of  the  index  depends  upon  whether  the  change  is  due  to 
expanding  gold  supply  or  to  expanding  bank  credit.  The  heavy  inflow 
of  gold  imports  to  the  United  States  during  the  war  and  post-war  period 
upset  the  normal  significance  of  the  reserve  ratio,  since  fluctuations  in 
that  ratio  reflected  gold  movements  rather  than  business  movements. 

Discounts. — When  a  bank  discounts  paper  for  a  customer,  it  buys 
from  him  a  promissory  note,  draft,  acceptance,  or  bill  of  exchange,  and 
calculates  the  purchase  price  at  the  face  amount  of  the  paper  less  the 
interest  deducted  in  advance.  Discounting  is  a  method  of  extending 
credit  to  borrowers.  If  a  member  bank,  having  bought  such  paper  from 
a  customer,  decides  to  resell  the  paper  to  another  bank  or  to  the  Federal 
Reserve  bank,  the  process  is  known  as  rediscounting. 

Only  certain  kinds  of  paper  are  eligible  for  rediscount  with  the 
Federal  Reserve  bank.  Eligible  paper  presented  by  a  member  bank 
for  rediscount  must  have  a  maturity  at  the  time  of  discount  of  not  more 
than  ninety  days  if  the  loan  is  for  a  commercial  purpose,  and  of  not 
more  than  nine  months  if  the  loan  is  for  an  agricultural  purpose.  Paper 
must  arise  out  of  actual  commercial  transactions,  and  must  be  issued  or 
drawn  for  agricultural,  industrial,  or  commercial  purposes.  Paper  must 
not  be  issued  or  drawn  for  investment  purposes,  or  for  speculation  on 
the  stock  exchange.  However,  paper  drawn  for  the  purpose  of  carrying 
or  trading  in  bonds  and  notes  of  the  government  of  the  United  States 
is  eligible  for  rediscount.  All  such  paper  rediscounted  for  member  banks 
must  bear  the  indorsement  of  the  member  banks,  and  therefore  must  be 
two  name  paper  or  better. 

In  addition  to  rediscounting  customer’s  paper,  member  banks  may 
discount  their  own  promissory  notes  directly  with  the  Federal  Reserve 
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bank.  Such  notes  must  be  for  periods  not  exceeding  fifteen  days,  but 
may  be  renewed.  They  may  have  as  collateral  either  securities  of  the 
United  States,  or  commercial  paper  otherwise  eligible  for  rediscount. 

The  Federal  Reserve  banks  may  go  outside  the  member  banks  and 
buy  commercial  paper  in  the  open  market.  By  the  open  market  is 
meant  not  any  single  building  such  as  the  stock  exchange  but  that  net¬ 
work  of  banks,  brokers,  and  commercial  paper  houses  which  daily  engage 
in  the  purchase  and  sale  of  notes,  bills  and  acceptances.  Before  the 
Federal  Reserve  Act  there  was  no  open  discount  market  worthy  of  the 
name  in  the  United  States  In  this  respect,  the  United  States  stood  in 
sharp  contrast  to  European  countries,  where  a  highly  organized  dis¬ 
count  market  was  considered  the  essence  of  sound  banking.  The  framers 
of  the  Federal  Reserve  Act  had  in  mind  the  creation  in  this  country  of 
an  open  market  modelled  somewhat  after  European  practice.  The  Fed¬ 
eral  Reserve  Board  and  banks  have  deliberately  done  all  within  their 
power  to  encourage  and  stimulate  the  development  of  the  market,  and 
the  result  has  been  the  expansion  of  open  market  facilities  to  an  en¬ 
couraging  degree.  The  Federal  Reserve  banks  are  authorized  to  purchase 
and  sell  in  the  open  market  principally  bankers’  acceptances  and  bills 
of  exchange,  domestic  or  foreign,  and  with  or  without  the  indorsement 
of  a  member  bank.  They  may  also  purchase  or  sell  acceptances  of 
Federal  Intermediate  Credit  Banks  and  of  National  Agricultural  Credit 
Corporations,  whenever  the  Federal  Reserve  Board  shall  declare  that 
the  public  interest  so  requires. 

Finally,  Federal  Reserve  banks  may  rediscount  paper  for  each  other. 
The  Federal  Reserve  Board  has  power  to  permit  or  compel  Federal 
Reserve  banks  to  rediscount  the  discounted  paper  of  other  Federal  Re¬ 
serve  banks  at  rates  of  interest  to  be  fixed  by  the  Board.  This  inter¬ 
district  rediscounting  is  intended  to  secure  the  mobilization  of  reserves, 
by  enabling  those  districts  which  are  over-expanded  to  borrow  from  those 
districts  which  are  under-expanded. 

Discounting  and  rediscounting  in  the  ways  specified  is  intended  to 
remedy  the  great  defect  of  the  old  National  Banking  system.  Reserves 
are  organized  and  controlled  to  the  end  that  they  may  be  moved  promptly 
to  the  points  where  they  are  most  needed.  This  feature  of  the  Federal 
Reserve  plan  is  a  primary  reliance  in  averting  panics  and  in  insuring 
the  safety  and  stability  of  banks. 

Each  Federal  Reserve  bank  announces  from  time  to  time  its  official 
discount  rate.  The  power  to  fix  the  official  rate  is  divided  between  the 
bank  and  the  Federal  Reserve  Board.  In  general,  the  Federal  Reserve 
Dank  takes  the  initiative  in  proposing  that  changes  be  made  in  the  rate, 
and  the  Federal  Reserve  Board  accepts  or  rejects  the  proposal,  although 
the  Board  itself  may  take  the  initiative  if  it  considers  that  the  bank  is 
slow  to  propose  needed  changes.  The  power  to  fix  the  official  discount 
rate  is  of  the  greatest  importance  to  the  successful  administration  of 
the  banking  system. 

The  importance  of  the  official  rate  may  easily  be  exaggerated,  but 
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it  is  safe  to  emphasize  the  fact  that  it  is  of  fundamental  influence  in 
all  banking  policy.  The  interest  rate  has  a  strong  influence  upon  the 
pace  of  business.  Inflation  and  boom  may  be  held  in  check  by  a  timely 
raising  of  the  rate,  and  recovery  from  depression  may  be  stimulated  by 
a  timely  lowering  of  the  rate.  The  rate  is  an  instrument  of  control 
over  business 

But. the  degree  to  which  the  official  rate  can  affect  the  market  rate 
of  interest  will  depend  largely  upon  the  extent  to  which  member  banks 
feel  obliged  to  borrow  from  the  Federal  Reserve  banks.  Obviously,  if 
the  official  rate  is  merely  theoretical,  and  no  paper  is  presented  for 
rediscount,  the  official  rate  cannot  affect  the  market  rate.  At  Avhat 
times,  then,  do  member  banks  tend  to  borrow  from  Reserve  banks?  At 
times  of  abnormal  demands  from  their  customers  for  credit.  When 
business  expands,  bank  loans  expand.  But  banks  find  their  own  re¬ 
sources  exhausted,  and  so  turn  to  the  Reserve  banks.  By  rediscounting 
commercial  paper,  reserves  may  be  replenished.  If  the  member  bank 
is  charged  a  high  rate  on  such  borrowing,  it  will  in  turn  pass  the  cost 
on  to  its  customers  in  the  form  of  higher  market  rates.  Thus,  the 
official  rate  will  be  passed  on  to  the  market,  and  will  become  effective. 
This  process  may  go  on  haltingly  and  incompletely,  but  it  will  never¬ 
theless  be  a  most  important  influence  in  time  of  expansion  and  abnormal 
demand  for  credit. 

But  this  process  depends  upon  an  initiative  taken  by  member  banks 
in  applying  for  rediscounts.  If  they  do  not  apply,  the  official  rate 
cannot  directly  affect  them.  In  order  to  make  the  rate  effective  at  such 
times,  it  is  necessary  for  the  Reserve  banks  to  deal  in  the  open  mai’ket. 
To  tighten  money  rates  in  the  open  market,  the  Reserve  banks  will  sell 
commercial  paper  already  in  their  possession.  Such  sales  to  private 
parties  in  the  open  market  will  drain  out  the  funds  belonging  to  those 
parties.  The  private  buyers  will  have  commercial  paper,  but  will  have 
divested  themselves  of  money.  The  Reserve  banks  will  have  the  money, 
and  such  withdrawals  will  make  money  scarce  and  will  make  the  market 
“tight.”  To  ease  the  money  market  and  depress  rates,  the  Reserve 
banks  would  buy  commercial  paper,  thereby  flooding  the  market  with 
new  funds.  By  buying  or  selling  in  the  open  market,  the  Reserve  banks 
may  help  to  make  the  official  rate  of  discount  effective.  There  are  limi¬ 
tations  upon  the  use  of  this  power,  but  in  spite  of  limitations,  the  power 
is  a  potent  weapon  of  control. 

Numerous  factors  enter  into  the  determination  of  what  is  a  proper 
discount  policy.  The  Federal  Reserve  Board  in  April,  1923,  adopted 
the  following  resolution :  ‘  ‘  That  the  time,  manner,  character,  and  volume 
of  open  market  investments  purchased  by  Federal  Reserve  banks  be 
governed  with  primary  regard  to  the  accommodation  of  commerce  and 
business  and  to  the  effect  of  such  purchases  and  sales  on  the  general 
credit  situation.”  Although  this  resolution  refers  specifically  to  open- 
market  transactions,  it  may  safely  be  taken  as  the  principle  which  is 
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accepted  by  the  Federal  Reserve  authorities  for  control  of  discount  rates 
as  well. 

The  word  “accommodation,”  which  is  the  heart  of  this  pronounce¬ 
ment,  is  capable  of  a  variety  of  interpretations.  What  is  “accommoda¬ 
tion”?  And  what  are  the  needs  of  “commerce  and  industry”?  How 
may  these  broad  terms  be  defined  as  a  matter  of  practical  policy?  The 
main  factors  involved  are  as  follows : 

1.  Reserve  Ratios.  “It  is  to  the  reserve  ratio  that  the  public  in  most 
countries  looks  to  get  an  indication  of  changes  in  the  banking  position 
and  in  the  credit  situation.”2  A  falling  reserve  ratio  under  pre-war 
normal  conditions  meant  that  commerce  and  credit  were  expanding 
and  that  inflation  and  boom  were  in  process.  But  under  post-war  con¬ 
ditions,  gold  is  so  abnormally  distributed  that  a  falling  reserve  ratio 
may  mean  simply  that  gold  exports  have  been  high,  rather  than  com¬ 
mercial  demand  for  credit  excessive.  As  long  as  these  abnormal  gold 
conditions  operate,  the  reserve  ratio  will  have  a  limited  value  as  a  guide 
to  discount  and  credit  policy. 

2.  Market  Rates.  The  average  official  discount  rate  for  all  districts 
in  1923  was  4.47  per  cent,  whereas  the  average  rate  which  commercial 
borrowers  paid  to  member  banks  in  the  same  districts  was  5.48  per  cent. 
The  official  rate  averaged  1  per  cent  lower  than  the  member  bank  rate 
to  customers.  European  practice  has  in  general  been  to  keep  official 
rates  above  rates  to  customers,  on  the  theory  that  the  higher  rate  will 
discourage  private  bank  borrowing  unless  it  is  absolutely  necessary. 
Owing  to  different  conditions  in  the  United  States,  the  Federal  Reserve 
Board  refuses  to  be  guided  by  any  mechanical  rule  as  to  the  necessity 
of  maintaining  a  fixed  and  invariable  relationship  between  reserve  bank 
rates  and  member  bank  customer  rates.  In  fact,  however,  the  official 
rate  tends  to  be  below  the  customer  or  market  rates. 

3.  Price  Indexes.  Many  authorities  have  urged  that  the  Federal 
Reserve  Board  regulate  credit  with  reference  to  price  levels,  particularly 
in  such  manner  as  to  avoid  fluctuations  of  general  prices.  The  Board 
has  refused  to  be  guided  arbitrarily  by  any  such  statistical  indicator.  It 
will  take  into  account  the  trend  of  prices  as  one  factor  among  many,  but 
will  not  avowedly  set  out  to  regulate  credit  with  a  view  to  stabilizing 
the  price  level. 

4.  Production  Indexes.  Indexes  of  physical  production  of  mines 
and  factories,  of  distribution,  and  of  consumption  of  commodities,  show 
whether  the  economic  system  is  functioning  to  capacity.  If  such  indexes 
show  that  productive  equipment  is  being  used,  that  labor  is  fully  em¬ 
ployed,  that  the  economic  system  is  functioning  to  capacity,  it  is  obvious 
that  further  expansion  of  credit  can  only  increase  dollars ;  it  cannot 
increase  goods.  Further  expansion  of  production  cannot  occur,  no 
matter  how  much  credit  may  be  allowed  to  expand.  Rates  of  discount 
may  be  raised  sufficiently  to  prevent  an  over-expansion  of  credit.  Credit 

2  See  Annual  Report  of  the  Federal  Reserve  Board  for  1923. 
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should  be  made  to  adapt  itself  to  the  needs  of  business,  and  such  indexes 
of  productive  activity  are  of  primary  importance  in  showing  exactly 
what  the  needs  of  business  are. 

5.  Psychological  Factors.  The  “temper  of  the  community”  in¬ 
fluences  the  regulation  of  credit.  A  rise  of  1  per  cent  in  rates  of  dis¬ 
count  when  optimism  is  unbounded  and  confidence  is  firm  may  not  check 
business  at  all,  whereas  a  rise  of  one-quarter  of  one  per  cent  when  fear 
and  doubt  prevail  may  precipitate  a  financial  crisis.  The  state  of  busi¬ 
ness  psychology  must  be  taken  into  account  in  shaping  credit  policy. 
Statistical  indexes  and  mechanical  guides  are  indispensable,  but  taken 
alone  they  are  inadequate.  They  make  no  allowance  for  the  fickle  psy¬ 
chological  factor.  It  is  necessary  that  business  judgment  and  banking 
wisdom  consider  psychological  factors  with  statistical  indicators  in  deter¬ 
mining  official  credit  policies. 

Federal  Reserve  Notes. — The  proposed  remedy  for  the  inelasticity 
of  the  National  Bank  note  was  the  Federal  Reserve  note.  The  new  note 
introduced  a  form  of  backing  which  increases  and  decreases  automati¬ 
cally  with  the  business  and  agricultural  needs  of  the  community.  This 
security  consists  of  commercial  paper  and  gold.  Back  of  the  paper  are 
immediately  salable  goods  or  other  assets  which  may  be  realized  upon 
rapidly,  and  maturities  are  so  arranged  that  part  of  the  paper  is  paid 
every  day.  The  backing  may  consist  of  100  per  cent  gold,  or  of  as  low 
as  40  per  cent  gold,  the  remaining  60  per  cent  being  commercial  paper. 
When  gold  is  plenty,  the  whole  backing  may  be  gold,  in  which  case  the 
Federal  Reserve  note  becomes  practically  a  gold  certificate.  But  when 
gold  is  scarce  and  expansion  sets  in,  the  needs  of  the  community  for 
currency  are  met  by  using  proportionately  more  of  commercial  paper 
and  less  of  gold  as  backing.  Gold  equal  to  at  least  5  per  cent  of  the 
note  issue  must  be  deposited  in  the  Treasury  of  the  United  States  as  a 
redemption  fund,  but  this  fund  counts  as  part  of  the  40  per  cent  reserve 
requirement. 

Each  Federal  Reserve  bank,  through  its  Federal  Reserve  Agent,  keeps 
on  hand  at  all  times  a  supply  of  notes  ready  to  send  out  upon  demand 
of  member  banks.  The  Reserve  banks  pay  shipping  costs  on  currency 
both  to  and  from  out-of-town  member  banks.  The  process  of  issue  is 
expedited,  to  the  end  that  banks  may  obtain  new  currency  immediately 
and  conveniently.  The  process  of  retirement  of  note  issue  is  facilitated 
by  prohibiting  member  banks  from  counting  Federal  Reserve  notes  as 
part  of  their  legal  reserve,  and  by  prohibiting  any  Federal  Reserve 
bank  receiving  the  note  issued  by  another  from  again  putting  the  note 
into  circulation,  under  penalty  of  a  10  per  cent  tax  annually.  As  soon 
as  the  business  use  of  money  has  been  completed,  currency  is  returned 
to  the  member  banks,  where  it  becomes  superfluous.  The  member  banks 
retire  such  unused  surplus  of  currency  at  the  Federal  Reserve  bank, 
and  by  so  much  contract  the  currency  supply. 

Because  of  the  provisions  facilitating  retirement  as  well  as  original 
issue,  the  volume  of  notes  tends  to  rise  and  fall  in  proportion  to  the 
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needs  of  business.  Note  elasticity  has  reference  to  two  main  types  of 
changes, — seasonal  and  cyclical.  In  response  to  the  heavy  seasonal 
demand  for  currency  at  the  time  of  Christmas  shopping,  at  holiday 
periods,  or  at  the  time  of  harvesting  farm  crops,  Federal  Reserve  notes 
increase  in  volume,  and  after  such  demands  have  been  satisfied,  the 
notes  again  decrease  in  volume.  The  promptness  with  which  issue  ex¬ 
pands  and  contracts  makes  possible  a  genuine  seasonal  elasticity. 

Cyclical  elasticity  is  illustrated  by  the  fluctuations  of  note  issue  in 
the  post-war  period.  Notes  in  circulation  rose  from  $2,569,000,000  in 
November  of  1918  to  $3,351,000,000  on  October  29,  1920,  and  then 
shrank  to  $2,132,000,000  in  July,  1922,  and  $1,656,000,000  in  May,  1925. 
The  peak  of  note  issue  coincided  roughly  with  the  peak  of  the  business 
cycle,  and  the  decline  in  note  issue  accompanied  the  depression  phase 
of  the  cycle.  The  elasticity  of  note  issue  insures  an  adaptation  of  cur¬ 
rency  supply  to  the  changing  needs  of  business  at  each  stage  of  cyclical 
movements. 

But  elasticity  is  not  without  its  dangers.  If  elasticity  is  carried  too 
far,  it  steps  over  into  inflation  and  deflation.  For  this  reason  we  may 
doubt  the  perfect  confidence  in  the  automatic  working  of  elasticity  shown 
in  the  following  statement  of  the  Governor  of  the  Federal  Reserve 
Board  in  1919:  “The  difficulty,  indeed  the  impossibility,  of  keeping  in 
circulation  an  excessive  volume  of  Federal  Reserve  notes  should  be 
understood.  They  are  issued  only  as  need  for  them  develops,  and  as 
they  become  redundant  in  any  locality,  they  are  returned  to  the  Treasury 
in  Washington  or  to  a  Federal  Reserve  bank  for  redemption.  Thus 
there  cannot  at  any  time  be  more  Federal  Reserve  notes  in  circulation 
than  the  needs  of  the  country  at  the  present  level  of  prices  require.”3 
This  theory  assumes  that  note  expansion  is  purely  the  result  of  high 
prices  and  in  no  wise  the  cause.  This  theory  is  the  exact  reverse  of 
the  usual  quantity  theory  of  prices.  It  appears  in  retrospect  that  the 
inflation  of  1919  was  in  substantial  measure  due  to  the  excessive  elas¬ 
ticity  of  note  issue.  If  an  over-elastic  issue  can  cause  inflation,  it  be¬ 
comes  the  duty  of  the  Federal  Reserve  Board  and  banks  to  restrain  and 
control  the  expansion  of  notes.  The  means  of  control  are  contained  in 
the  power  to  regulate  the  rate  of  discount  which  shall  be  charged  on  the 
paper  presented  as  collateral,  upon  careful  discrimination  in  selection 
of  collateral  paper  by  member  banks,  and  upon  direct  refusals  of  further 
issue.  If  notes  threaten  to  violate  the  40  per  cent  gold  requirement,  the 
legal  minimum  may  temporarily  be  waived,  but  only  with  the  imposi¬ 
tion  of  a  graduated  tax  on  all  over-issue.  In  brief,  elasticity  cannot  be 
trusted  blindly  as  a  sufficient  guide  unto  itself.  It  requires  the  directing 
hand  of  careful  banking  authority. 

Federal  Reserve  Bank  Notes. — The  Federal  Reserve  Act  did  not 
abolish  outstanding  National  Bank  notes,  nor  did  it  forbid  additional 
issue  in  the  future.  But  it  anticipated  a  gradual  retirement  of  the  old 
notes,  and  made  special  provision  to  facilitate  retirement  by  the  creation 
3  Federal  Reserve  Bulletin,  August  1,  1919,  p.  699  ff. 
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of  the  Federal  Reserve  Bank  note.  National  Bank  notes  have  fluctuated 
in  the  neighborhood  of  $700,000,000  in  circulation.  It  was  expected  that 
National  Banks  would  sell  the  government  bonds  behind  the  old  notes 
to  the  Federal  Reserve  banks,  although  the  latter  were  not  permitted  to 
purchase  more  than  $25,000,000  worth  of  such  bonds  in  any  one  year. 
The  Federal  Reserve  banks  were  to  be  permitted  in  turn  to  issue  Federal 
Reserve  Bank  notes  on  the  government  bonds  as  backing.  The  National 
Banks  did  not  care  to  surrender  their  old  notes,  and  as  a  result  the  plan 
to  issue  Federal  Reserve  Bank  notes  became  practically  inoperative. 
However  from  an  unexpected  source,  Federal  Reserve  Bank  notes  came 
into  existence  in  the  war  period.  The  Pittman  Act  authorized  the  melt¬ 
ing  and  selling  of  not  to  exceed  208,000,000  ounces  of  silver  coin,  to  be 
used  largely  to  enable  Great  Britain  to  stabilize  exchange  relations  with 
India.  Federal  Reserve  Bank  notes  were  to  be  issued  in  place  of  the 
retired  silver  certificates  and  coin.  The  amount  of  Federal  Reserve 
Bank  notes  so  issued  was  $260,000,000.  After  the  crisis  was  over,  the 
Treasury  was  required  to  repurchase  an  equivalent  amount  of  silver,  and 
to  retire  the  temporary  Federal  Reserve  Bank  notes.  That  process  has 
been  completed  and  Federal  Reserve  Bank  notes  are  a  negligible  portion 
of  the  present  monetary  circulation. 

Realizing  the  unwillingness  of  the  National  Banks  to  surrender  their 
old  style  bank  notes,  the  Treasury  Department  has  announced  the  in¬ 
tention  of  forcing  the  retirement  of  the  old  notes.  Some  of  the  govern¬ 
ment  bonds  used  as  backing  mature  soon,  and  instead  of  being  renewed, 
they  will  be  paid  off.  Other  bonds  are  callable,  and  advantage  will  be 
taken  of  this  option.  By  gradually  eliminating  the  bond  backing  for 
National  Bank  notes,  the  notes  can  be  forced  out  of  existence.  Even 
this  process,  however,  is  very  gradual,  and  must  be  expected  to  occupy 
a  long  period  of  years. 

Clearance. — In  any  city  of  considerable  size,  the  main  banks  are 
organized  in  clearing  houses.  The  principle  of  the  clearing  house  is  in 
essence  that  the  member  banks  shall  settle  the  balances  of  debit  and 
credit  among  themselves  by  a  process  of  cancellation.  In  a  single  city, 
the  banks  are  not  acting  each  independently  of  all  the  others,  but  are 
constantly  doing  business  with  each  other.  If  there  are  twenty  important 
commercial  banks  in  a  given  city,  the  depositors  of  each  bank  are  draw¬ 
ing  cheeks  on  their  accounts  and  sending  the  checks  to  depositors  in 
the  other  banks  as  a  means  of  paying  bills  to  business  men  who  keep 
their  deposits  with  those  other  banks.  Suppose  a  business  man  who 
does  his  banking  with  bank  No.  1  is  engaged  in  business  deals  which 
involve  the  payment  of  bills  to  and  the  receiving  of  money  from  fifty 
other  men.  Suppose  the  fifty  other  men  have  banking  done,  not  by 
bank  No.  1,  but  by  the  other  nineteen  banks  in  the  city.  Checks  are  pass¬ 
ing  back  and  forth  through  the  various  banks,  to  and  from  the  various 
business  men,  with  the  result  that  the  deposits  of  each  business  man 
vary  from  day  to  day.  The  check  amounts  to  an  order  to  the  business 
man’s  banker  to  transfer  a  certain  amount  of  funds  to  another  man’s 
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banker  to  be  put  to  the  deposit  account  of  the  second  business  man  in 
that  bank.  Hundreds  of  checks  call  for  hundreds  of  transfers  of  funds 
from  bank  to  bank,  involving  millions  of  dollars.  The  clearing  house 
is  a  simple  and  convenient  means  of  effecting  such  transfers  by  means 
of  cancelling  the  accounts  of  the  various  banks  in  the  clearing  associa¬ 
tion.  Each  bank  sends  to  the  central  clearing  house  its  cheeks  on  other 
banks,  representing  the  amount  owed  to  it  by  other  banks.  The  other 
banks  bring  to  the  clearing  house  the  checks  on  the  bank  first  men¬ 
tioned,  representing  the  amount  owed  by  it  to  other  banks.  The  totals 
are  set  over  against  each  other,  and  balances  are  ascertained.  The 
balances  only  are  paid. 

The  methods  of  paying  such  balances  vary  greatly,  including  direct 
transfer  of  cash,  clearing-house  certificates  based  upon  cash  deposits  by 
each  member  bank  with  the  clearing  house,  drafts  by  small  banks  upon 
banks  in  large  centers,  and  adjusting  banks’  balances  with  the  regional 
Federal  Reserve  banks.  Since  the  entry  of  the  Federal  Reserve  system 
of  banking,  balances  can  be  settled  by  each  bank’s  depositing  funds  with 
the  Federal  Reserve  bank  of  the  district  and  thereafter  ordering  the 
bookkeepers  of  the  Federal  Reserve  bank  to  transfer  on  their  books  the 
balances  involved  in  the  inter-bank  clearings.  A  system  of  book  account¬ 
ing  then  increases  or  diminishes  the  deposits  of  each  bank  and  thereby, 
without  the  handling  of  actual  money,  even  the  balances  are  adjusted 
by  merely  making  the  proper  entries  on  the  books  of  the  Federal  Reserve 
bank. 

A  considerable  percentage  of  the  banks  in  a  city  are  not  members 
of  the  clearing-house  association,  due  to  the  cost  or  to  the  fact  that  they 
are  not  wanted.  These  non-member  banks  clear  their  accounts  by  using 
one  of  the  member  banks  as  agent.  In  smaller  communities  local  clear¬ 
ings  between  banks  are  made  by  each  bank’s  sending  a  messenger  to 
the  other  banks  to  present  the  check  accounts,  and  thereby  to  secure  a 
cancellation  of  a  part  of  the  count  and  a  payment  of  the  balance.  The 
bulk  of  clearings,  however,  are  made  through  the  big  banks  organized 
in  clearing  houses.  The  largest  clearings  are  in  New  York,  where  the 
average  daily  clearance  runs  around  $1,000,000,000. 

The  discussion  thus  far  has  been  devoted  to  interbank  clearings 
within  a  town  or  city.  It  is  equally  important  to  effect  clearings  between 
banks  scattered  all  over  the  country.  The  Federal  Reserve  system  sup¬ 
plies  a  means  for  carrying  out  these  clearings  between  the  banks  of  dif¬ 
ferent  communities.  Each  of  the  reserve  banks  acts  as  a  clearing  agent 
for  the  banks  within  its  district.  For  example,  if  a  bank  in  Buffalo 
receives  from  one  of  its  customers  a  deposit  of  checks,  some  of  them 
made  out  on  a  bank  in  Albany,  some  on  a  bank  in  Rochester,  and  some 
on  a  bank  in  Poughkeepsie,  the  Buffalo  bank  may  send  the  checks  direct 
to  the  Federal  Reserve  bank  of  that  district,  located  in  New  York  City. 
The  Federal  Reserve  bank  in  turn  makes  the  collections  from  the  banks 
in  Albany,  Rochester  and  Poughkeepsie.  At  the  same  time,  the  three 
latter  banks  may  have  sent  checks  drawn  on  the  Buffalo  bank  to  be  col- 
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lected  through  the  Federal  Reserve  hank.  The  reserve  bank,  by  a  process 
of  book  accounting,  may  offset  the  debits  and  credits  of  the  various 
banks,  and  the  balances  may  be  adjusted  by  book  entries  transferring 
deposits  which  the  member  banks  carry  with  the  reserve  bank.  This 
system  practically  does  away  with  the  shipment  of  specie  from  bank  to 
bank,  and  effects  clearance  between  banks  by  the  use  of  checks  and  book 
accounting. 

The  clearings  between  banks  in  the  twelve  separate  reserve  districts 
are  effected  in  a  similar  way.  A  bank  in  one  district  desiring  to  collect 
a  check  drawn  on  a  bank  in  another  district  sends  it  to  the  reserve  bank 
in  its  own  district,  which  forwards  the  check  to  the  reserve  bank  in  the 
other  district,  which  in  turn  collects  from  the  specified  bank  within  its 
jurisdiction.  Each  of  the  twelve  Federal  Reserve  banks  ascertains  daily 
the  total  of  all  its  credit  demands  upon  the  other  reserve  banks  and 
wires  the  amount  by  private  leased  wire  to  the  Federal  Reserve  Board 
at  Washington,  D.  C.  This  central  organization  at  Washington  holds 
a  “gold  settlement  fund,”  consisting  of  actual  deposits  of  gold  or  gold 
certificates  from  the  twelve  reserve  banks.  The  central  board  therefore 
lines  up  the  claims  of  each  of  the  twelve  reserve  banks  against  the  others, 
and  after  arriving  at  the  balances  due  to  or  from  each  bank,  pays  the 
balance  by  making  an  entry  on  its  books  increasing  or  diminishing  the 
gold  deposits  of  each  bank.  This  gold  clearance  fund  is  not  actually 
handled  in  each  case ;  there  is  simply  a  record  made  on  the  books  of  the 
central  board  signifying  that  a  part  of  the  gold  deposits  of  one  reserve 
bank  is  transferred  to  the  account  of  another.  This  system  of  cleai-ance 
involves  a  minimum  of  money  shipments,  and  accomplishes  the  services 
of  clearance  by  the  use  of  checks  and  book  accounting.  The  gold 
settlement  fund  on  May  20,  1925,  was  $654,158,000.  The  volume  of 
transactions  cleared  through  this  fund  during  the  year  1923  was 
$89,614,733,000. 

The  Federal  Reserve  Board  and  banks  have  developed  a  nationwide 
par  collection  system.  Non-member  as  well  as  member  banks  may  have 
the  Federal  Reserve  banks  collect  checks  for  them  at  par,  provided  only 
such  banks  agree  themselves  to  remit  at  par  all  checks  presented  for 
collection  by  the  Reserve  banks.  Par  remittance  refers  to  the  policy 
of  the  drawee  bank.  Such  a  bank  must  pay  the  face  amount  of  checks, 
without  deductions  for  fees  or  charges.  The  person  in  whose  behalf 
the  collection  is  being  made  is  assured  that  his  account  will  be  credited 
for  the  full  amount  of  all  items.  Uniformity  and  certainty  are  the  main 
advantages  of  par  remittance.  Much  opposition  was  encountered  from 
many  banks  to  the  surrender  of  the  right  to  charge  fees  on  remittances. 
However,  the  par  list  of  banks  had  increased  to  a  point  in  the  middle 
of  1924  where,  aside  from  member  banks,  15,820  non-member  banks 
were  remitting  at  par,  and  only  3,553  were  not  remitting  at  par.  Judicial 
decisions  have  restricted  somewhat  the  authority  of  the  Federal  Reserve 
institutions,  and  in  the  future  the  scope  of  the  plan  must  depend  upon 
the  voluntary  support  of  the  banks  of  the  country.  The  substantial  ad- 
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vantages  of  uniform  and  economical  collection  promise  to  hold  the  bulk 
of  the  banks  on  the  par  list. 

Fiscal  Agency  Duties. — Subtreasuries  of  the  United  States  have 
been  done  away  with,  and  the  Reserve  banks  have  become  the  exclusive 
fiscal  agents  of  the  federal  government.  During  the  World  War  the 
Reserve  banks  had  charge  of  issuance  of  bonds  and  payment  of  coupons. 
Government  disbursements  are  made  by  checks  drawn  on  the  Reserve 
banks.  The  revenues  of  the  government  may  be  deposited  in  the  Reserve 
banks.  The  fiscal  operations  lead  to  important  forms  of  cooperation 
between  banks  and  government. 

Members  Other  than  National  Banks. — All  National  banks  are  of 
necessity  members  of  the  Federal  Reserve  system.  State  banks  and  trust 
companies  may  become  members  upon  fulfillment  of  certain  requirements. 
The  capital  requirement  is  the  same  as  for  national  banks,  namely,  at 
least  $25,000  for  banks  in  towns  of  less  than  3,000  population ;  $50,000 
in  towns  of  3,000  to  6,000  population ;  $100,000  in  towns  of  6,000  to 
50,000  population,  and  $200,000  in  towns  of  more  than  50,000  population. 
State  banks  having  only  60  per  cent  of  the  required  capital  may  become 
members,  provided  they  undertake  to  accumulate  the  additional  capital 
within  a  reasonable  period.  State  members  like  national  banks  are 
required  to  make  reports  to  and  submit  to  examinations  by  the  Federal 
Reserve  authorities.  They  become  subject  to  the  same  requirements 
for  legal  reserves,  and  obtain  the  same  privileges  of  rediscounting  and 
borrowing  from  Federal  Reserve  banks.  Under  date  of  June  30,  1924, 
the  member  banks  were  distributed  as  follows: 


Membership  in  the  Federal  Reserve  System,  1924 


Number  of  Banks 

Amount  of  Resources 
(millions  of  dollars) 

National . 

8,043 

1,544 

24,369 

14,618 

State  . 

Total  . 

9,587 

38,987 

At  the  same  date  there  were  13,598  non-member  banks,  with  resources 
of  $11,587,000,000.  Although  the  larger  proportion  of  individual  in¬ 
stitutions  are  non-members,  nevertheless  most  of  these  are  very  small 
banks.  Consequently,  the  bulk  of  banking  resources  of  the  country  is  in 
the  Federal  Reserve  System.  Only  about  one-third  of  all  the  banks  are 
members,  but  this  third  have  nearly  two-thirds  of  the  banking  resources 
of  the  country. 

Agricultural  Credit. — The  banking  needs  of  farmers  have  been  of 
a  special  character,  requiring  specific  adaptations  of  banking  facilities 
to  these  particular  needs.  The  purchase  of  farms  requires  long  term 
credits.  To  provide  these,  two  types  of  institutions  have  been  created. 
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First,  there  are  twelve  federal  land  banks,  making  loans  in  some  cases 
direct  to  farmers,  but  indirectly,  for  the  most  part,  through  the  medium 
of  voluntarily  formed  local  cooperative  farm  loan  associations.  Members 
of  such  associations  must  be  actual  farm  owners.  Loans  may  be  from 
five  to  thirty-six  years.  Reasonable  rates  of  interest  are  insured,  and 
gradual  retirement  of  the  principal  sum  is  provided -for.  The  banks 
are  permitted  to  raise  capital  by  issue  of  tax  exempt  bonds  for  sale  in 
investment  markets,  such  bonds  being  backed  by  farm  mortgage  col¬ 
lateral.  Second,  there  are  joint  stock  land  banks,  privately  owned  and 
managed.  Farmers  who  do  not  wish  to  join  a  farm  loan  association 
may  borrow  from  these  banks.  Loans  are  for  a  long  time  period  and 
at  reasonable  rates  of  interest.  Both  the  federal  land  banks  and  the 
joint  stock  land  banks  are  under  the  regulation  and  control  of  a  Federal 
Farm  Loan  Board,  consisting  of  the  Secretary  of  the  Treasury,  and  six 
other  members  appointed  by  the  President  with  Senate  approval. 

The  agricultural  depression  following  1920  impressed  the  farmers 
with  the  need  for  intermediate  credits,  to  provide  loans  for  longer 
periods  than  ordinary  commercial  credits  and  for  shorter  periods  than 
the  farm  loan  system.  Two  types  of  institutions  were  provided  to  meet 
this  need :  intermediate  credit  banks  and  national  agricultural  credit 
associations.  The  capital  of  the  former  is  subscribed  by  the  United 
States  government,  while  the  capital  of  the  latter  is  subscribed  by 
private  investors.  Loans  may  be  made  for  periods  of  from  six  months 
to  three  years,  and  loan  policy  is  subject  to  regulation  by  the  Federal 
Farm  Loan  Board.  A  further  concession  to  agriculture  was  made  by 
extending  the  maturity  of  paper  eligible  for  rediscount  with  Federal 
Reserve  banks  from  the  old  limit  of  six  months  to  a  new  maximum  of 
nine  months.  Also,  national  banks  may  lend  on  farm  mortgage  security 
up  to  five  years.  Other  incidental  extensions  of  farm  credit  privileges 
combined  to  create  unprecedented  facilities  for  financing  agriculture. 

Proposals  for  Regulation  of  Money  and  Prices.— The  importance 
of  introducing  a  greater  degree  of  stability  into  the  value  of  money  and 
the  level  of  prices  has  led  to  various  proposals.  Three  methods  of 
stabilization  may  be  mentioned: 

1.  The  compensated  dollar. 

2.  The  manipulation  of  money  issue. 

3.  The  manipulation  of  the  discount  rate. 

The  proposal  for  a  compensated  dollar  aims  to  stabilize  the  value  of 
the  dollar  by  manipulating  the  xveight  of  the  dollar.  The  mode  of 
procedure,  to  quote  Irving  Fisher,  would  be  as  follows :  ‘  ‘  In  short,  then, 
our  rule  of  adjustment  is  simply  this :  for  every  1  per  cent  of  deviation 
of  the  index  number  above  or  below  par  at  any  adjustment  date,  we  then 
increase  or  decrease  the  dollar’s  weight  by  1  per  cent.”  4  The  objection 
that  confusion  would  result  from  coining  gold  dollars  of  varying  weights 
is  met  by  the  explanation  that  gold  would  not  be  coined  but  would 
remain  in  bullion  form.  It  would  be  a  redemption  fund  in  weight.  A 

4  For  detailed  explanation,  see  Irving  Fisher,  Stabilizing  the  Dollar. 
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tendency  for  prices  to  rise  would  be  compensated,  or  checked,  by  in¬ 
creasing  the  weight  of  the  dollar.  Since  rise  in  prices  is  the  obverse  of 
the  fall  in  value  of  money,  we  can  put  the  same  principle  in  terms  of 
money  value  by  stating  that  a  fall  in  the  value  of  the  dollar  would  be 
offset  by  putting  more  gold  into  the  dollar,  until  its  value  was  restored 
to  the  former  level.  The  many  complex  problems  raised  by  this  plan 
cannot  be  discussed  here.  It  may  be  observed,  however,  that  the  com¬ 
pensated  dollar  would  have  its  chief  value  in  stabilizing  the  secular 
trend  of  prices.  A  long  upswing  of  prices  such  as  occurred  from  1896 
to  1914  would  be  held  in  check  by  the  proposed  plan.  It  may  be 
doubted,  however,  whether  the  plan  taken  alone  would  be  effective  in 
controlling  the  cyclical  rhythm  of  prices.  It  would  require  to  be  supple¬ 
mented  by  at  least  two  other  policies  of  control,  which  may  be  briefly 
presented. 

The  manipulation  of  the  volume  of  currency  with  a  view  to  stability 
of  prices  would  be  an  indispensable  auxiliary.  If  a  government  allows 
violent  fluctuations  in  the  amount  of  note  issue,  the  difficulties  of  price 
stabilization  are  insurmountable.  Inflation  would  be  unpreventable  un¬ 
less  the  issue  of  new  currency  could  be  brought  under  restriction. 
During  the  war  period,  we  had  abundant  illustration  of  the  devastating 
consequences  of  unrestricted  note  issue.  No  plan  for  a  compensated 
dollar  or  any  other  stabilizing  device  could  hope  to  succeed  in  the  face 
of  such  lavish  expansion  of  note  issue.  A  proper  restriction  of  currency 
sxipply  is  a  necessary  adjunct  of  any  device  of  price  stabilization. 

The  manipulation  of  the  discount  rates  is  a  possible  device  for  use 
by  the  central  bank  of  a  country,  and  in  the  United  States,  for  use  by 
the  Federal  Reserve  authorities.  The  rate  of  discount  affects  primarily 
the  volume  of  bank  credit.  As  the  rate  is  raised,  loans  become  more 
expensive,  and  borrowers  are  discouraged  from  asking  for  further  ex¬ 
pansion  of  credits.  Although  the  Federal  Reserve  Board  has  refused 
to  tie  itself  up  with  any  definite  policy  of  rate  control  of  prices,  never¬ 
theless  such  a  consideration  is  undoubtedly  one  important  factor  in  rate 
determination.  Such  rate  control  would  be  chiefly  useful  in  reducing  the 
excessive  fluctuations  in  the  business  cycle.  It  would  be  valueless  in 
controlling  the  secular  trend  of  px-ices.  Rate  control  in  conjunction 
with  the  compensated  dollar  would  afford  a  rather  comprehensive  plan 
for  steadying  the  price  level.  Rate  control  would  especially  apply  to 
cyclical  trends,  and  the  compensated  dollar  would  especially  apply  to 
secular  trends.  The  two  together  would  have  a  powerful  influence  over 
price  movements. 

An  important  qualification  of  this  proposal  should  be  indicated.  The 
word  “stabilization”  is  not  used  in  an  absolutely  fixed  sense.  Rather, 
it  is  used  comparatively.  The  desire  is  to  reduce  the  excessive  price 
fluctuations  of  the  past.  The  desire  is  not  to  reduce  prices  for  all  time 
to  a  dead  level.  A  mild  rise  and  fall  of  prices  may  well  be  a  dynamic 
influence  in  business.  It  is  the  excessive  rise  and  fall  which  has  been  the 
gross  price  evil  of  the  past. 
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Conclusion.— The  banking  system  has  not  reached  a  final  and  per¬ 
fected  form.  It  is  in  process  of  development  and  evolution.  The  Federal 
Reserve  institutions  have  been  an  invaluable  aid  to  American  banking. 
They  provide  the  conditions  for  future  progress  and  expansion.  They 
solved  the  two  great  evils  of  the  old  National  Bank  system,  namely, 
inelasticity  of  note  issue  and  inability  to  mobilize  reserves  for  emergency 
purposes.  They  face  new  problems  equally  severe  and  equally  per¬ 
plexing.  The  system  must  be  pictured  as  in  a  state  of  growth,  adjust¬ 
ment,  and  transition.  One  of  the  greatest  problems  of  present-day 
banking  is  the  proper  formulation  of  discount  policy  by  the  Federal 
Reserve  authorities.  To  what  extent  the  Federal  Reserve  authorities 
should  use  their  powers  to  steady  the  value  of  money  is  a  basic  issue, 
and  the  final  solution  arrived  at  will  have  the  most  important  conse¬ 
quences  for  the  people  of  the  United  States. 
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CHAPTER  XXVIII 


BUSINESS  CYCLES 


The  Meaning  of  the  Business  Cycle.— “Business  cycle”  is  a  phrase 
used  to  designate  the  series  of  changes  in  business  activity  which  are 
characterized  by  alternating  prosperity  and  depression.  The  phrase 
serves  to  emphasize  the  observed  fact  that  the  typical  condition  in  busi¬ 
ness  is  not  permanent  prosperity.  Instead,  it  is  a  constant  series  of 
changes — from  prosperity  to  crisis,  from  crisis  to  depression,  from  de¬ 
pression  to  recovery,  from  recovery  back  to  prosperity  again.  This  suc¬ 
cession  of  changes  is  not  exceptional  or  unusual,  but  is  the  customary 
and  expected  round  of  business  behavior.  When  business  is  at  a  peak 
of  good  times,  it  is  on  the  verge  of  depression.  When  business  is  in 
the  slough  of  despond,  it  is  at  the  threshold  of  recovery.  Ebb  and  flow 
between  good  times  and  bad  times  is  the  essential  characteristic  of  the 
business  cycle. 

However,  the  ups  and  downs  of  business  do  not  occur  with  the  exact 
regularity  with  which  a  pendulum  swings  back  and  forth.  No  two 
business  cycles  are  of  exactly  the  same  duration.  No  two  cycles  have 
exactly  the  same  rise  and  fall  of  prices  or  production.  No  two  cycles 
have  exactly  the  same  background  of  fundamental  economic  conditions. 
Each  cycle  has  an  individuality  of  its  own.  Nevertheless,  in  spite  of 
all  such  individual  differences  and  variations,  all  cycles  run  true  to 
type.  They  follow  well  defined  lines  of  general  behavior.  They  have 
basic  traits  in  common.  They  operate  under  the  influence  of  similar 
fundamental  forces.  The  individual  peculiarities  of  each  cycle  exist 
within  limits  clearly  defined  by  the  basic  common  characteristics  of  all 
cycles.  Two  errors  are  equally  to  be  avoided :  the  one,  exaggeration  of 
the  notion  that  a  cycle  runs  a  stereotyped,  fixed,  and  absolutely  periodic 
course ;  the  other,  exaggeration  of  the  notion  that  the  ups  and  downs  of 
business  are  chaotic  or  haphazard  phenomena  which  obey  no  general 
laws. 

Duration  of  Business  Cycles. — Since  1810,  American  business  has 
experienced  a  breakdown  of  prosperity  sixteen  times.  Viewing  the  fact 
that  such  crises  occurred  in  1825,  1837,  1847,  and  1857,  and  after  the 
Civil  War  in  1873,  1884,  1893,  and  1903,  some  authorities  have  concluded 
that  a  crisis  is  due  to  occur  every  ten  years.  However,  during  more 
recent  years  a  seven-year  cycle  has  been  assumed,  chiefly  due  to  the  fact 
that  crises  occurred  in  1907,  1914,  and  1920.  Both  of  these  historical 
assumptions,  however,  are  too  arbitrary  and  uncertain  to  be  used  as  a 
basis  for  forecasting  cycles  of  the  present  day. 
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The  most  commonly  accepted  modern  version  of  the  duration  of 
business  cycles  is  that  periods  of  business  depression  since  1890  have 
occurred  at  intervals  of  approximately  forty  to  forty-four  months.  This 
conclusion  is  based  upon  a  statistical  study  of  the  intervals  between 
successive  low  points  in  interest  rates  and  commodity  prices.  These 
low  points  from  1892  to  1914  recurred  at  intervals  of  thirty-four  months, 
twenty-six,  forty-four,  forty-four,  forty-three,  forty-three,  and  thirty-six. 


Business  Activity  Over  50  Years,  as  Reflected  in  Bank  Clearings  Out¬ 
side  New  York  City,  Corrected  for  Price  and  Seasonal  Varia¬ 
tions,  and  for  Normal  Long  Time  Rate  of  Growth.  The 
Computed  Trend  of  Business  Activity  Equals 
100  Per  Cent  * 


*reetH*r 


PtaeiNT. 


*  Constructed  by  the  Federal  Reserve  Bank  of  New  York,  Monthly  Review,  May  1,  1024. 


The  forty-three  and  forty-four-month  cycle  was  of  most  common 
occurrence,  with  one  as  short  as  twenty-six  months,  and  two  midway 
between  twenty-six  and  forty-four  months.  In  general,  therefore,  a 
period  of  three  to  four  years  intervened  between  depression  and  de- 
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pression.1  These  historical  observations  would  indicate  that  the  duration 
of  the  business  cycle  is  not  sufficiently  regular  and  fixed  to  warrant 
the  precise  forecasting  of  each  stage  of  the  cycle  on  the  basis  of  a 
constant  time  interval. 

The  duration  and  recurrence  of  the  oscillations  of  business  may  be 
visualized  from  the  diagram  of  bank  clearings  (see  page  580).  Bank 
clearings  are  a  valuable  index  of  business  activity  because  the  bulk 
of  business  involves  the  use  of  bank  credit  and  the  changes  in  use  of 
bank  credit  are  reflected  in  the  rise  and  fall  of  bank  clearings.  Bank 
clearings  outside  of  New  York  City  are  used  as  a  means  of  eliminating 
the  heavy  volume  of  bank  credit  used  in  New  York  for  speculation  on 
the  stock  exchanges.  These  outside  clearings  measure  more  strictly 
business  activity,  to  the  exclusion  of  speculative  activity  on  the  stock 
markets.  The  deviations  above  and  below  the  line  of  100  per  cent  show 
the  divergence  of  business  activity  from  the  trend  of  normal  growth. 
Allowance  has  been  made  for  changes  in  the  price  level,  so  that  the 
fluctuations  measure  actual  physical  volume  of  trade  and  not  merely 
dollar  values.  The  deviations  from  the  line  of  regular  increase,  there¬ 
fore,  represent  substantially  the  cyclical  changes  in  the  volume  of  the 
country’s  business. 

Phases  of  the  Business  Cycle. — For  convenience  in  analysis,  the 
cyclical  oscillations  of  business  may  be  separated  into  their  main  phases 
or  stages.  The  four  main  phases,  in  order  of  sequence,  are  prosperity, 
crisis,  depression,  recovery.  Each  phase  represents  a  distinct  stage  of 
evolution  into  the  succeeding  phase.  Prosperity  sets  in  operation  forces 
which  develop  into  crisis,  crisis  develops  into  depression,  depression  into 
recovery,  recovery  into  prosperity. 

The  behavior  of  each  phase  is  exceedingly  complex,  and  in  order  to 
thread  a  way  through  the  complexity,  a  central  clue  or  guide  is  neces¬ 
sary.  This  guide  is  contained  in  profits,  present  and  prospective.  Pros¬ 
perity  exists  when  the  prospect  of  profits  is  good.  Crisis  comes  when 
the  prospect  of  profits  collapses.  Depression  exists  as  long  as  the  pros¬ 
pect  of  profits  remains  low.  Recovery  comes  when  the  prospect  of  profits 
revives.  The  many  forces  which  affect  any  phase  of  the  cycle  bring  their 
influence  to  bear  by  altering  in  some  way  the  prospect  of  profits.  The 
waxing  or  waning  of  profits  is  the  crucial  center,  the  focal  point,  in  each 
phase  of  the  business  cycle.2 

If  wre  start  with  the  prosperity  phase  of  the  cycle,  the  natural  in¬ 
quiry  is:  Why  does  prosperity  not  tend  to  be  permanent?  In  general, 
the  answer  is,  because  prosperity  sets  in  operation  forces  which  tend  to 
bring  a  downfall  of  profits  and  the  prospect  of  profits.  The  downfall 
of  profits  causes  a  downfall  of  prosperity  all  along  the  line.  The  reasons 
for  this  downfall  of  profits  may  be  briefly  traced.  As  prosperity  goes 
on,  various  business  costs  advance  more  rapidly  than  prices  of  goods 

1  See  Homer  B.  Vanderblue,  Problems  in  Business  Economics,  pp.  18-19. 

2  For  statistical  analysis  of  the  phases  of  the  cycle,  see  W.  C.  Mitchell,  Business 
Cycles,  pp.  44-558. 
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from  which  business  income  is  derived.  Expanded  business  requires  the 
use  of  old  machinery  and  poorly  located  plant.  Labor  costs  per  unit  of 
product  increase,  partly  because  scarcity  of  hands  requires  the  employ¬ 
ment  of  the  less  effective  classes  of  labor,  partly  because  of  rising  wages 
and  overtime  pay,  but  probably  mainly  because  of  the  declining  efficiency 
of  labor  when  there  is  no  fear  of  being  fired  for  slacking.  Capital  costs 
rise  as  interest  rates  advance  in  response  to  the  demands  of  expanding 
business.  Prices  of  raw  materials  tend  to  rise  more  than  prices  of 
finished  products,  thus  increasing  costs  relative  to  income  of  manu¬ 
facturers.  Managerial  costs  increase  due  to  waste,  laxity,  and  extrava¬ 
gance  born  of  the  general  spirit  of  buoyancy  and  optimism  and  the 
feeling  that  since  money  comes  easy,  there  is  no  necessity  for  strict 
economy  and  frugality.  When  costs,  of  which  these  are  illustrative, 
advance  out  of  proportion  to  selling  price,  profits  begin  to  suffer. 

The  check  upon  selling  prices  comes  from  various  quarters.  Many 
lines  of' retail  prices  cannot  be  raised  further  because  custom  and  habit 
have  become  so  ingrained  that  the  public  will  not  buy  at  higher  levels. 
Other  lines  of  prices,  particularly  public  utilities,  cannot  be  raised  be¬ 
cause  public  service  commissions  regulate  their  rates.  Other  lines  of 
prices  cannot  be  raised  further  because  of  price  fixing  laws,  and  of 
prosecution  for  profiteering  or  for  conspiracy  to  raise  prices  in  violation 
of  anti-trust  laws  Still  other  lines  of  prices  cannot  be  raised  because 
over-production  of  those  particular  types  of  goods  has  occurred.  In  all 
such  lines,  the  jacking-up  of  selling  prices  to  cover  rising  costs  comes 
to  a  halt. 

This  very  fact  of  restraint  in  certain  prices  brings  gross  inequalities 
as  between  industries.  Concerns  that  can  no  longer  advance  prices  have 
to  buy  materials  from  concerns  that  “kite”  their  prices  to  extremes. 
These  individual  inequalities  of  prices  are  aggravated  by  the  general 
unevenness  of  broad  classes  of  price  fluctuations.  Retailers,  for  instance, 
find  that  wholesale  prices  tend  to  rise  faster  and  higher  than  retail  prices. 
Dealers  find  that  prices  of  consumers’  goods  do  not  tend  to  rise  as  fast 
as  prices  of  producers’  goods.  Manufacturers  find  that  prices  of  raw 
materials  tend  to  rise  faster  than  prices  of  finished  products.  These 
accumulating  inequalities  in  prices  bring  severe  maladjustments  be¬ 
tween  business  costs  and  selling  prices.  The  inevitable  result  is  an 
encroachment  upon  profits.  The  concerns  which  are  the  hardest  hit 
face  the  possibility  of  failure.  This  danger  of  failure  is  of  the  utmost 
importance  to  the  banks,  to  the  money  markets,  and  to  the  security 
markets. 

The  acute  situation  which  then  arrests  the  attention  of  the  banks  is 
but  the  culmination  of  a  series  of  banking  phenomena  which  are  char¬ 
acteristic  of  the  prosperity  phase  of  business.  The  financial  aspect  of 
prosperity  is  a  fundamental  part  of  the  train  of  forces  which  tends 
to  undermine  business  expansion.  Demand  for  bank  loans  increases, 
partly  because  of  the  increasing  volume  of  business  and  partly  because 
at  rising  price  levels  more  bank  credit  is  necessary  to  conduct  business. 
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The  reaction  of  the  banks  to  this  growing  demand  for  their  funds  is  to 
advance  the  rates  of  interest.  They  cannot  increase  loans  indefinitely 
because  their  reserves  tend  to  become  exhausted.  The  advance  of  in¬ 
terest  rates  restrains  further  loans  and  thereby  protects  the  banks’ 
reserves.  But  what  is  a  device  of  self-protection  for  the  banks  is  a 
burden  upon  business  men  in  pursuit  of  profits.  The  rise  of  interest 
rates  not  only  threatens  their  profits  by  imposing  upon  them  heavier 
costs  for  capital,  but  acts  as  a  psychological  depressant  and  raises  a 
doubt  everywhere  as  to  the  prospective  earnings  of  business.  Business 
men  have  to  give  up  plans  for  further  expansion  because  at  the  higher 
interest  costs  they  cannot  hope  to  make  a  profit  or  because  banks  are 
reluctant  to  grant  further  accommodation  even  at  the  higher  rates. 
When  old  loans  come  due,  bankers  are  reluctant  to  grant  renewals. 
Borrowers  whose  prospects  of  future  earnings  are  poorest  are  pressed 
to  pay  off  their  loans  at  the  banks.  The  liquidation  of  loans  forces 
business  men  to  turn  their  earning  assets  into  cash.  This  means  dumping 
goods  on  the  markets  for  what  they  will  bring,  curtailment  of  productive 
activity,  and  a  weakening  of  the  whole  business  structure. 

While  the  individual  bankers  are  taking  steps  to  protect  their  finan¬ 
cial  position,  the  official  banking  authorities  are  taking  action  looking 
to  the  protection  of  the  banking  system  as  a  whole.  The  Federal  Reserve 
banks  in  the  United  States — or  the  central  banks  in  foreign  systems — 
raise  their  discount  rates  as  a  means  of  conserving  gold  reserves  and  of 
limiting  the  unhealthy  expansion  of  credit.  The  official  advance  of  dis¬ 
count  rates  not  only  tends  to  increase  interest  costs  to  business  but 
exerts  a  powerful  psychological  influence  in  warning  business  that  the 
boom  has  reached  a  danger  point.  The  prestige  and  leadership  of  official 
action  thus  reinforces  the  self-imposed  restraints  of  the  individual 
bankers,  and  both  alike  tend  to  halt  the  flood  of  prosperity. 

The  security  markets  usually  assume  an  attitude  of  caution  and 
restraint  some  months  in  advance  of  the  commercial  banks.  The  demand 
for  loans  for  business  purposes  becomes  so  strong  during  boom  times 
that  funds  for  speculation  become  scarce.  As  funds  are  drawn  away 
from  speculation,  a  liquidation  of  securities  is  initiated  on  the  stock 
markets.  This  liquidation  is  accelerated  by  the  anticipation  on  the  part 
of  speculators  that  profits  are  likely  to  diminish  owing  to  the  unhealthy 
condition  of  business  and  banking.  Speculators  seek  to  unload  their 
holdings  before  dividends  fall.  Higher  call  loan  rates  increase  the  cost 
of  speculation.  When  the  stock  markets  assume  this  attitude,  it  is 
difficult  for  business  to  raise  new'  capital  on  favorable  terms,  and  busi¬ 
ness  feels  obliged  to  curtail  its  expansion.  The  security  markets,  like 
the  banks,  are  closely  linked  at  all  points  with  the  prospect  of  profits 
and  with  the  causes  of  the  downfall  of  prosperity. 

These  checks  upon  prosperity  are  augmented  by  maladjustments  in 
the  physical  volume  of  production  and  trade.  As  industry  expands, 
some  lines  over-produce  while  other  lines  under-produce.  This  does  not 
necessarily  mean  over-production  in  the  aggregate,  but  only  an  un- 
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balancing  of  production — too  much  of  this  commodity,  too  little  of  that 
commodity.  The  over-produced  lines  of  goods  accumulate  in  dealers’ 
hands  and  develop  into  excessively  large  inventories.  When  industry 
and  trade  discover  to  what  an  extent  individual  producers  have  over¬ 
estimated  the  market  for  their  product  and  have  piled  up  excessive  stocks 
of  goods,  there  ensues  a  slump  of  prices  in  those  lines.  Goods  are 
dumped  on  the  market  at  cut  prices.  Inventories  are  liquidated  for 
what  they  will  bring.  Profits  suffer  heavily.  Prosperity  is  undermined. 

Coloring  all  of  these  tangible  influences  is  an  intangible  psychological 
influence.  Prosperity  feeds  upon  a  general  state  of  confidence  and 
optimism.  But  when  rumors  of  excess  stocks  and  business  losses  float 
around  and  when  the  prospect  of  profits  disappears  in  certain  hard-hit 
industries,  a  contagion  of  caution,  doubt  and  pessimism  spreads  every¬ 
where.  Psychological  depression,  once  it  is  under  way,  hastens  the  gath¬ 
ering  momentum  of  the  tangible  forces  which  are  breeding  the  downfall 
of  prosperity. 

When  these  factors  have  reached  an  acute  stage,  the  crisis  phase  of 
the  cycle  follows.  Prices  of  securities  reach  bottom,  and  general  liquida¬ 
tion  takes  place  on  the  stock  markets.  Prices  of  commodities  fall  sharply, 
and  liquidation  of  inventories  takes  place  in  the  commodity  markets. 
Interest  rates  rise  to  a  high  point,  bank  reserves  decline  to  a  low  point, 
and  pressure  is  brought  to  bear  on  weak  borrowers  to  liquidate  their 
loans  at  the  banks.  So  many  businesses  are  in  need  of  bank  funds  to 
tide  them  over  the  emergency  that  the  volume  of  bank  loans  continues 
high,  even  at  the  unusual  rates  of  interest.  The  crying  need  of  business 
is  for  “accommodation”  until  the  crisis  is  past.  Fundamentally  solvent, 
most  concerns  nevertheless  require  to  be  ‘  ‘  taken  care  of  ’  ’  by  their  banks 
until  conditions  have  bettered.  Some  concerns  are  fundamentally  in¬ 
solvent,  but  the  banks  dare  not  let  them  fail  for  fear  of  the  general 
state  of  panic  which  such  failures  might  cause.  The  strain  is  so  great 
on  individual  banks  that  they  fall  back  upon  the  Federal  Reserve  banks — 
or  the  central  banks  in  foreign  systems — for  extra  resources.  By 
mobilizing  the  country’s  reserves  at  the  point  of  need,  the  Federal 
Reserve  banks  are  able  to  supply  the  extra  resources  to  the  banks  which 
need  them.  Before  the  Federal  Reserve  system  was  established,  the 
inability  to  mobilize  reserves  meant  that  a  crisis  usually  developed  into  a 
financial  panic.  All  efforts  of  banks  and  business  are  concentrated  oil 
maintaining  solvency  until  the  crisis  is  past.  Meanwhile  the  physical 
volume  of  business  declines.  Factories  close  down  or  run  part  time. 
Workmen  are  discharged  and  unemployment  increases  sharply.  Psycho¬ 
logical  pessimism  becomes  acute.  The  prospect  of  profits  is  thoroughly 
undermined,  and  most  business  concerns  consider  themselves  fortunate 
if  they  can  simply  minimize  their  losses  and  avert  the  disaster  of 
bankruptcy. 

This  critical  tension  usually  lasts  only  a  few  months.  Then  the 
depression  phase  of  the  business  cycle  envelops  the  whole  field  of  busi¬ 
ness.  Pessimism  settles  down  like  a  pall.  With  the  prospect  of  profits 
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at  a  low  ebb,  the  prices  of  securities  on  the  stock  markets  stand  at  the 
time  at  a  minimum.  With  the  business  demand  for  capital  weakened, 
the  rate  of  interest  falls  to  a  low  level,  and  reserves,  savings,  and  unused 
business  deposits  accumulate  in  the  banks.  With  labor  unemployed,  the 
purchasing  power  of  consumers  declines,  and  the  fall  in  the  demand  for 
commodities  is  reflected  in  low  commodity  prices.  The  physical  volume 
of  production  is  below  normal  and  trade  is  sluggish  and  uncertain. 
Operating  costs  tend  to  decrease  because  of  the  lowered  prices  of  ma¬ 
terials,  the  lowered  interest  rates,  the  increased  efficiency  of  labor,  and 
the  increased  economy  of  management.  Depression  tends  to  squeeze  the 
waste  and  extravagance  out  of  business  with  an  iron  hand.  The  psy¬ 
chology  of  hard  times  permeates  the  whole  area  of  business,  and  the 
worst  pessimists  begin  to  believe  that  depression  is  bound  to  be  the 
permanent  condition  of  business. 

But  depression  sets  in  operation  forces  which  tend  to  pull  business 
out  of  depression.  These  forces  initiate  a  period  of  recovery,  developing 
into  prosperity  again.  The  earliest  recognition  of  this  recovery  is  a  rise 
in  security  prices  and  an  increase  in  speculative  activity.  Even  while 
conditions  look  black  to  the  casual  observer,  the  shrewd  calculators  on 
the  stock  markets  discern  that  in  the  not  far  distant  future  business  is 
likely  to  pick  up.  Acting  upon  this  anticipation  of  a  reviving  prospect 
of  profits,  the  stock  market  bids  up  the  prices  of  securities.  Low  interest 
rates  and  consequent  low  cost  of  capital  offer  an  incentive  to  business 
men  to  borrow  and  expand  production.  Low  costs  of  materials  and  of 
labor  likewise  stimulate  production.  A  further  stimulus  to  production 
begins  to  be  felt  from  the  side  of  demand.  The  stocks  of  goods  left  over 
from  the  earlier  boom  period  become  exhausted,  and  new  production  is 
required  in  order  to  meet  the  current  demand  of  consumers.  This 
demand  factor  not  only  stimulates  new  production,  but  also  causes  an 
upward  movement  of  commodity  prices.  Such  a  price  incline  aids  the 
business  man  in  profit  making  by  buying  low  and  selling  high.  Banks 
accommodate  the  recovery  of  business  because  their  accumulated  reserves 
from  depression  are  high  and  they  are  anxious  to  convert  idle  resources 
into  earning  assets.  Actual  profits  increase  and  the  prospect  of  still 
greater  profits  becomes  strong.  The  psychological  factor  of  confidence 
and  optimism  responds  to  all  these  stimulants,  and  business  resumes  the 
state  of  prosperity  which  it  held  at  the  beginning  of  our  analysis  of 
the  cycle. 

Some  Major  Factors  in  Cyclical  Changes. — The  foregoing  account 
of  the  evolution  of  each  phase  of  the  business  cycle  has  referred  to  a 
number  of  the  main  factors  which  contribute  to  the  fluctuations  of 
business.  We  may  now  isolate  some  of  these  factors  and  study  their 
significance  singly  and  individually. 

(1)  Prices  of  Securities  and  Activity  on  the  Stock  Markets.  The 
stock  markets  play  a  highly  sensitive  role  in  the  business  cycle.  The 
prices  of  securities  show  a  pronounced  cyclical  movement.  And  these 
price  movements  are  accompanied  by  similar  ups  and  downs  in  the 
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volume  of  sales  on  the  exchanges.  Rising  prices  and  rising  volume  of 
sales  are  commonly  described  as  a  “bullish  market”;  falling  prices  and 
falling  volume  of  sales  as  a  “bearish  market.”  The  accompanying  dia¬ 
gram  shows  the  averages  of  twelve  industrial  stock  prices  up  to  the  out¬ 
break  of  the  war  in  1914,  and  the  averages  of  twenty  industrial  stock 
prices  since  that  time.  In  the  latter  period  the  entire  list  is  composed  of 
common  stocks.3 


The  price  fluctuations  of  common  stocks  show  in  more  extreme  degree 
what  the  price  fluctuations  of  other  kinds  of  stocks  show  in  moderation. 
These  fluctuations,  both  extreme  and  moderate,  occur  early  in  each  phase 
of  the  business  cycle  and  tend  to  foreshadow  the  changes  that  are  to 
come  in  industry  and  trade.  This  is  because  the  buying  and  selling  of 
securities  is,  in  a  fundamental  sense,  buying  and  selling  the  right  to 
share  in  the  present  and  the  expected  future  profits  of  industry.  The 
stock  market  does  not  wait  for  an  increase  of  profits  and  dividends  to 
occur,  but  anticipates  the  increase  before  it  actually  arrives.  Stock 
market  prices  are  based  upon  expectancy,  upon  anticipation,  upon  future 
prospects.  Consequently,  while  business  appears  still  to  be  depressed,  the 
stock  market  develops  a  bullish  movement,  not  because  conditions  today 
are  better,  but  because  the  stock  market  reflects  a  belief  that  conditions 
a  few  months  hence  will  be  better.  On  the  other  hand,  while  business 
appears  still  to  be  in  an  excellent  state  of  prosperity,  stock  prices  fall 
in  a  bearish  movement,  not  because  conditions  are  bad,  but  because  of 
a  belief  that  conditions  a  few  months  hence  will  be  bad. 

The  impelling  cause  of  the  price  movements  is  the  prospect  of  profits, 
but  the  degree  to  which  this  cause  can  work  itself  out  depends  in  im¬ 
portant  ways  upon  the  level  of  interest  rates.  The  prerequisites  for  a 
stock  market  boom  are  low  interest  rates  and  abundant  bank  resources 
for  speculative  loans.  The  foundation  for  a  major  bullish  movement  is 
cheap  money.  On  the  other  hand,  dear  money  acts  as  a  brake  upon 
stock  market  activity,  and  tends  to  precipitate  a  major  bearish  move¬ 
ment.  The  reason  for  this  influence  of  interest  rates  is  partly  the  fact 
that  they  directly  determine  the  cost  of  speculative  loans,  but,  in  a  more 

s  This  chart  is  derived  from  the  prices  of  industrial  stocks  compiled  by  the 
Dow  Jones  Company  and  published  by  the  Wall  Street  Journal.  For  a  critical  dis¬ 
cussion  of  the  index,  and  of  the  significance  of  the  change  from  12  to  20  stocks  in 
1014,  see  the  Harvard  Review  of  Economic  Statistics,  April,  1910,  pp.  145-147;  and 
August,  1021,  pp.  265-275.  The  fluctuations  of  this  index  are  found  to  correspond 
fundamentally  with  those  of  an  index  of  common  stock  prices  compiled  by  the 
Harvard  University  Committee  on  Economic  Research. 
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important  respect,  the  fact  that  interest  rates  have  a  broad  significance 
as  to  fundamental  business  and  banking  conditions.  This  broad  meaning 
of  interest  rates  is  of  high  importance.  Since  high  interest  rates  reflect 
an  exhaustion  of  bank  resources  and  a  tendency  to  over-expansion  in 
business  generally,  they  are  an  indication  of  the  probability  of  decline 
in  future  profits  and  a  downfall  of  prosperity.  Since  low  rates  reflect 
large  potential  bank  resources  and  under-developed  business,  they  are 
an  indication  of  the  probability  of  increase  in  future  profits  and  a  re¬ 
covery  of  prosperity.  Thus  interest  rates  reflect  broadly  the  funda¬ 
mental  conditions  of  business  and  of  profits.  Consequently,  in  the  stock 
markets  low  interest  rates  combined  with  a  bright  prospect  of  profits  lay 
the  foundation  for  a  boom  market,  and  high  rates  combined  with  a  dark 
prospect  of  profits  bring  it  to  a  close. 

The  stock  markets,  therefore,  occupy  a  most  important  cyclical  posi¬ 
tion.  Their  sensitive  adjustment  to  prospective  profits  and  to  changes 
in  interest  rates  causes  them  to  anticipate  the  fluctuations  in  funda¬ 
mental  business  and  banking  conditions.  Speculation  in  securities  re¬ 
volves  primarily  around  these  two  factors  of  future  profits  and  interest 
rates.  Because  speculation  is  so  sensitive  to  these  important  factors, 
stock  market  cycles  are  an  integral  part  of  business  cycles. 

(2)  The  Prices  of  Commodities.  In  general,  commodity  prices  ad¬ 
vance  during  business  recovery,  reach  their  crest  during  prosperity, 
collapse  during  crisis,  and  reach  bottom  during  depression.  Inflation 
stimulates  business  by  enabling  concerns  to  sell  at  today’s  high  prices 
what  they  bought  at  yesterday’s  low  prices;  deflation  depresses  business 
by  forcing  concerns  to  sell  at  today’s  low  prices  what  they  bought  at 
yesterday’s  high  prices.  The  diagram  on  p.  588,  based  upon  the 
Bureau  of  Labor  Statistics  index  of  wholesale  prices  for  404  com¬ 
modities,  shows  the  cyclical  wave  of  the  general  price  level.  To  ascertain 
the  real  significance  of  this  cyclical  wave,  it  would  be  necessary  to  study 
the  elements  of  which  it  is  composed.  These  elements  show  a  most 
complex  array  of  individual  variations.  The  average  wipes  out  these 
individual  differences,  and  shows  the  change  in  the  general  purchasing 
power  of  the  dollar.  For  the  purpose  for  which  it  is  intended,  the  price 
index  which  wipes  out  individual  variations  and  measures  general  pur¬ 
chasing  power  is  thoroughly  sound.  However,  for  the  purpose  of 
analyzing  the  business  cycle,  the  individual  variations  themselves  are  of 
just  as  vital  importance  as  the  general  average.  Consequently,  for  busi¬ 
ness  cycle  purposes,  indexes  of  individual  price  movements  are  necessary 
as  a  supplement  to  the  more  general  indexes. 

For  the  special  purpose  of  measuring  business  cyclical  fluctuations, 
Professor  Warren  M.  Persons  has  constructed  a  special  price  index  based 
upon  prices  of  ten  selected  commodities.  The  commodities  used  are 
cotton  seed  oil,  coke,  pig  iron,  bar  iron,  pig  zinc,  mess  pork,  hides,  print 
cloths,  sheetings,  and  worsted  yarns.  These  commodities  were  chosen  be¬ 
cause  they  were  found  to  be  unusually  sensitive  to  price  changes  and  not 
to  be  greatly  affected  by  seasonal  changes,  and  because  they  are  of  a 
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varied  nature  and  important  to  the  industrial  life  of  the  country.  These 
commodities  respond  quickly  and  sharply  to  the  influences  of  the  business 
cycle,  whereas  other  commodities  often  respond  sluggishly  or  uncertainly. 
The  accompanying  diagram  of  this  index  shows  distinct  cyclical  fluctua¬ 
tions.  The  chart  comparing  the  ten  commodity  index  with  the  404 
commodity  index  of  the  Bureau  of  Labor  Statistics  shows  the  greater 
amplitude  and  sensitiveness  of  the  former  index. 

Ten  Commodity  Price  Index 
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Comparison  oe  Price  Indexes  * 


Bureau  of  Labor  Statistics 
Ten  Commodities,  Persons 


*  See  Harvard  Review  of  Economic  Statistics >  January,  1924,  p.  9. 

Although,  as  these  price  indexes  suggest,  all  prices  are  affected  in 
some  way  by  cyclical  movements,  not  all  are  affected  in  the  same  way. 
We  find  not  one  price  cycle,  but  a  complex  array  of  many  price  cycles. 
Different  markets,  different  commodities,  different  businesses,  each  show 
different  price  fluctuations.  Prices  which  move  relatively  late  and  rela¬ 
tively  slow  are  said  to  “lag”  in  the  cyclical  fluctuations.  Certain  price 
lags  are  typical  and  characteristic.  Retail  prices  tend  to  lag  behind 
wholesale.  Prices  of  consumers’  goods  tend  to  lag  behind  prices  of 
producers’  goods.  Prices  of  manufactured  goods  tend  to  lag  behind 
prices  of  raw  materials.  Prices  of  raw  materials  in  general  tend  to 
lag  behind  prices  of  one  special  group  of  such  materials,  namely,  mineral 
products.  Prices  of  farm  products  show  no  definite  cyclical  lag,  since 
they  are  fundamentally  governed  by  crop  and  weather  conditions. 
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Price  lags  of  individual  commodities  can  be  measured  by  comparing 
percentages  of  rise  and  dates  of  maximum  rise  in  different  industries. 
The  following  table  presents  such  a  comparison  for  a  number  of  com¬ 
modities  for  the  period  beginning  with  1913  and  ending  with  the  crisis 
of  1920: 


Individual  Price  Fluctuations 


Commodity 

Percentage 
Rise  from 
1913  to 
Highest  Point 

Month  in  Which 
Highest  Point 
Was  Reached 

Month  in  Which 
Lowest  Point 
Was  Reached 
After  Crisis 

Cotton  seed  oil . 

274.2 

July,  1919 

April,  1921 

Hides,  calf  skins  . 

390.5 

August 

March 

Copper  ingots . 

45.0 

August 

August 

India  rubber . 

—40.2 

November 

March,  1922 

Raw  silk . 

366.4 

January,  1920 

July,  1920 

Sugar,  granulated  . 

426.0 

May 

January,  1922 

Women’s  dress  goods . 

152.6 

August 

November,  1921 

Coke,  Connellsville  . 

537.0 

August 

December 

Pig  iron,  Bessemer . 

Coal,  bituminous . 

195.0 

September 

February,  1922 

223.0 

December 

February 

Person’s  10  commodities  .  .  . 
Bureau  of  Labor  Statistics, 

.... 

June,  1920 

July,  1921 

all  commodities . 

147.0 

May,  1920 

July,  1921 

The  extreme  inequality  in  percentage  of  rise  is  found  in  a  com¬ 
parison  of  rubber  and  coke.  Rubber  declined  40  per  cent  after  1913 
whereas  coke  increased  537  per  cent.  Extreme  differences  in  dates  of 
maximum  rise  and  fall  are  obvious.  Some  commodities  began  to  fall 
in  July,  1919,  while  others  continued  to  rise  for  nearly  a  year  there¬ 
after.  A  great  many  individual  prices  had  been  falling  for  ten  months 
before  the  average  of  all  prices  began  its  fall  in  May,  1920.  The  con¬ 
spicuous  and  cardinal  feature  of  these  cyclical  price  movements  is  their 
glaring  inequalities  and  non-uniformities.  It  is  these  inequalities  which 
breed  maladjustments  between  various  industries  and  which  lead  to  a 
general  unbalancing  of  price  relationships.  Cycles  of  cost  prices  are 
in  discord  with  cycles  of  selling  prices.  The  different  rates  of  rising 
prices  cause  rising  profits  for  a  while,  but  eventually  the  price  inequali¬ 
ties  prove  their  own  undoing  by  causing  the  encroachment  of  costs 
upon  selling  values  and  the  dissolution  of  profits  and  prosperity. 

The  precise  nature  of  the  cause  and  effect  relationships  involved  in 
these  price  fluctuations  is  well  summarized  by  Persons  in  the  following 
generalization:  “As  a  period  of  prosperity  develops,  the  costs  of  materials 
regularly  outrun  the  prices  of  finished  goods ;  the  values  of  manufac¬ 
turers  ’  inventories  of  materials  increase  disproportionately  to  selling 
prices  and  to  business  done,  even  with  a  constant  physical  volume  of 
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stocks  and  production ;  paper  profits  accumulate ;  the  attempt  to  realize 
these  profits  through  increased  selling  prices  always  fails  ultimately;  a 
decline  in  the  costs  of  materials  then  occurs  and  is  followed  by  general 
price  declines  and  business  recession ;  costs  of  materials  decline  more 
drastically  than  do  selling  prices ;  at  these  new  costs  and  selling  prices, 
manufacture  again  becomes  profitable;  business  revives  and  the  cycle  is 
complete.  ’  ’ 4 

(3)  The  Prices  of  the  Use  of  Capital — Interest  Bates.  Interest  is 
itself  a  price, — a  price  paid  for  the  use  of  capital.  As  a  price,  interest 
shows  a  distinct  lag  with  reference  to  other  prices.  In  general  interest 
rates  lag  behind  commodity  prices,  both  on  the  fall  and  on  the  rise. 
They  are  slower  to  start  upward  during  recovery  than  commodity  prices, 
slower  to  reach  their  maximum  than  commodity  prices  at  the  height 
of  prosperity,  slower  to  start  their  downward  movement,  and  slower  to 
reach  their  low  point  during  depression.  The  interest  lag  is  an  im¬ 
portant  cause  of  maladjustments  between  costs  and  selling  prices,  and 
therefore  an  important  cause  of  the  downfall  of  profits  and  prosperity. 

Three  aspects  of  interest  rates  in  the  business  cycle  appear  to  be  of 
paramount  significance :  first,  their  influence  on  costs  of  doing  business ; 
second,  their  influence  on  price  inflation  and  price  deflation ;  third,  their 
influence  on  all  property  values  which  rest  upon  capitalization  of  income. 

To  grasp  the  significance  of  interest  as  a  business  cost,  it  is  necessary 
to  bear  in  mind  that  modern  business  is  a  regime  of  capitalism.  Capi¬ 
talism  rests  at  all  points  upon  credit  and  the  use  of  capital.  The  cost 
of  this  use  of  capital  is  a  crucial  factor  in  all  business  calculations.  Since 
interest  is  this  cost  factor,  interest  is  a  most  powerful  regulator  of  the 
business  use  of  capital.  Low  interest  cost  is  a  powerful  stimulus  to 
business  to  use  more  capital  and  expand  activities ;  high  interest  cost 
is  a  powerful  restraint  upon  the  further  use  of  capital  and  business 
expansion.  The  cost  of  the  use  of  capital  is,  therefore,  one  of  the  main 
restrictive  and  stimulating  forces  in  the  whole  business  cycle. 

This  influence  of  interest  as  a  cost  arises  directly  from  the  unequal 
rates  of  movement  of  interest  rates  and  commodity  prices.  At  some 
stages  of  the  business  cycle,  this  discrepancy  between  rates  and  prices 
is  conducive  to  prosperity,  but  eventually  it  contributes  to  the  mal¬ 
adjustments  which  destroy  prosperity.  During  recovery,  interest  rates 
are  low  while  prices  of  goods  are  rising.  During  the  earlier  stages  of 
prosperity,  interest  rates  rise,  but  commodity  prices  rise  faster.  Con¬ 
sequently,  increases  in  interest  costs  are  more  than  compensated  by 
high  selling  prices  of  goods.  During  these  phases  of  the  cycle,  therefore, 
the  lag  of  interest  rates  is  conducive  to  prosperity.  But  as  prosperity 
reaches  its  advanced  stages,  the  situation  changes.  Commodity  prices 
reach  a  limit  and  are  threatened  with  a  decline.  But  interest  rates, 
instead  of  coming  to  a  halt  simultaneously,  continue  to  rise.  They 
augment  business  costs,  but  business  can  no  longer  offset  the  burden 
by  jaeking-up  selling  prices.  As  this  tension  becomes  acute,  the  margin 
*  Review  of  Economic  Statistics,  1921,  p.  356. 
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of  profits  is  seriously  cut  into,  and  there  ensues  the  liquidation  of  loans 
and  commodities  which  has  previously  been  described  as  characteristic 
of  crisis.  Commodity  prices  fall  early  in  the  crisis,  whereas  interest 
rates  usually  remain  high  until  the  crisis  is  well  past.  The  relationship 
forces  retrenchment  in  business,  conservatism,  and  sub-normal  business 
activity.  When  interest  rates  finally  reach  bottom  during  depression, 
commodity  prices  have  already  begun  to  climb  again.  With  costs  low 
and  selling  prices  rising,  there  is  a  strong  incentive  to  business  to  borrow 
and  expand  again.  The  lag  of  interest  rates  then  restores  to  business 
the  life  which  at  a  former  stage  it  had  taken  away. 

The  cost  of  capital  use  is  particularly  important  in  one  special  group 
of  industries,  namely,  those  which  are  devoted  to  the  making  of  capital 
goods.  The  construction  industries,  the  industries  supplying  building 
materials,  the  industries  manufacturing  machinery  and  transportation 
equipment,  bear  the  brunt  of  the  effect  of  changing  interest  costs.  High 
costs  of  capital  are  quickly  reflected  in  lessened  orders  for  new  building 
and  equipment,  and  these  industries  are  among  the  first  to  feel  the  check 
upon  expansion.  Low  costs  of  capital  are  reflected  in  expanding  orders 
for  new  building  and  equipment,  and  these  industries  are  among  the 
first  to  feel  the  pulse  of  recovery.  Consequently,  the  construction  indus¬ 
tries  show  an  uncommonly  wide  amplitude  of  cyclical  movement  and 
an  unusual  sensitivity  to  the  changing  costs  of  capital. 

In  addition  to  the  cost  aspect,  interest  must  be  considered  from  the 
standpoint  of  its  influence  on  inflation  and  deflation  of  commodity  prices. 
Prices  cannot  continue  to  rise  for  any  length  of  time  or  to  any  marked 
degree  unless  the  supply  of  money  and  credit  in  active  use  increases. 
This  proposition  reverts  to  the  doctrine  of  the  relation  between  prices 
and  the  quantity  of  media  of  exchange  which  has  been  discussed  in  a 
separate  chapter.  The  inflation  of  prices  cannot  become  serious  unless 
it  is  accompanied  by  a  sharp  expansion  of  money  and  credit.  This  much 
practically  all  economists  are  agreed  upon.  Interest  rates  are  of  sig¬ 
nificance  because  they  exert  an  influence  over  the  quantity  of  money  and 
credit  put  into  circulation.  Low  interest,  or  cheap  money,  encourages 
borrowing  on  a  large  scale.  It  thereby  increases  the  supply  of  purchas¬ 
ing  power  in  circulation.  It  stimulates  an  increase  in  the  quantity  of 
media  of  exchange.  By  so  doing,  it  makes  possible  drastic  price  in¬ 
flation.  To  summarize  the  matter,  low  interest  causes  much  borrowing; 
much  borrowing  causes  over-supply  of  money  and  credit ;  such  over¬ 
supply  makes  possible  price  inflation. 

But  if  this  is  the  process  of  inflation,  the  reverse  is  the  process  of 
deflation.  High  interest,  or  dear  money,  discourages  borrowing.  It 
causes  a  contraction  of  loans,  and  a  decrease  in  the  quantity  of  money 
and  credit  in  active  use.  By  so  doing,  high  interest  checks  inflation,  and 
if  carried  far  enough  causes  positive  deflation  of  prices.  Recognizing 
this  influence  of  interest  on  volume  of  credit  and  price  movements,  many 
authorities  have  advocated  that  the  price  level  be  stabilized  by  a  de¬ 
liberate  manipulation  of  interest  rates  for  that  avowed  purpose.  A 
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fuller  discussion  of  this  proposal  is  presented  later  in  the  present 
chapter. 

The  third  aspect  of  interest  influence  in  the  business  cycle  is  con¬ 
cerned  with  the  capitalization  of  incomes.  It  is  a  commonplace  of  the 
property  markets  that  property  values  are  based  upon  earning  power. 
To  get  the  value  of  a  property,  it  is  necessary  to  capitalize  the  earnings. 
By  the  earnings  are  meant  not  merely  present  income,  but  anticipated 
future  income.  The  capitalized  value  is  a  resultant  of  two  things,  the 
size  of  the  earnings  and  the  rate  of  capitalization.  Earnings  of  $6,  if 
capitalized  at  4  per  cent,  are  worth  $150,  but  if  capitalized  at  6  per  cent, 
are  worth  only  $100.  The  rate  of  capitalization  in  effect  at  any  particu¬ 
lar  time  depends  upon  the  prevailing  rate  of  interest  at  the  time.  With 
these  facts  in  mind,  we  may  inquire  how  capitalized  values  contribute  to 
the  downfall  of  prosperity.  During  recovery  and  prosperity,  capitalized 
values  run  up  to  high  levels  because  prospective  earnings  are  great  and 
rates  of  capitalization  are  low.  This  condition  is  particularly  apparent 
in  the  stock  exchanges,  where  advances  in  stock  and  bond  prices  register 
the  enhancement  of  capitalized  values.  And  it  is  of  concern  to  the 
banks,  because  the  higher  values  of  securities  mean  higher  possibilities 
of  bank  loans  backed  by  such  collateral.  But  in  later  stages  of  pros¬ 
perity,  all  this  changes.  Prospects  of  earnings  decline  at  the  same 
time  that  interest  rates  rise,  with  the  result  that  capitalized  values  are 
doubly  undermined.  The  stock  and  bond  markets  register  the  change 
by  a  sharp  decline  in  security  prices,  by  bearish  movements  and  general 
liquidation.  The  banks  respond  to  the  situation  by  demanding  that 
borrowers  add  to  the  shrunken  value  of  the  security  behind  their  loans 
or  pay  up  the  loans.  There  ensues  the  liquidation  of  loans  characteristic 
of  the  financial  crisis.  The  interest  changes  are,  therefore,  in  large  part, 
responsible  for  the  changes  in  capitalized  values  which  are  interwoven 
with  the  business  cycle. 

(4)  Profits.  The  accompanying  diagram  of  dollar  dividends  on  a 
selected  list  of  industrial  stocks  suggests  the  unsteadiness  of  the  net 
earnings  of  business.5  Dividends  alone  are  not  a  complete  measure  of 
profits,  partly  for  the  reason  that  not  all  of  current  profits  are  disbursed 
to  stockholders,  and  partly  for  the  reason  that  dividends  are  often  dis¬ 
bursed  from  reserves  accumulated  from  past  profits.  Nevertheless,  with 
this  reservation,  dividends  on  industrial  common  stock  do  roughly  reflect 
the  fundamental  unsteadiness  of  profits. 
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6  Dow  Jones’  list  of  12  industrial  stocks,  1900  to  1914,  and  of  20  industrial 
common  stocks,  1915  to  1924.  See  Cleveland  Trust  Company  Monthly  Bulletin,  1925. 
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But  more  significant  than  the  unsteadiness  of  average  profits  is  the 
marked  inequality  of  this  unsteadiness  in  different  industries.  This  in¬ 
equality  appears  in  the  following  table  of  profits  of  corporations  for  the 
years  1919,  1920,  1921.6 


Rate  of  Net  Corporate  Income  to  Invested  Capital 


Class  of  Industry 

1919 

1920 

1921 

Agriculture  . 

12.2 

11.7 

12.6 

Mining  and  quarrying . 

10.2 

14.4 

6.2 

Manufacturing  . 

19.9 

14.6 

13.0 

Construction  . 

25.6 

17.9 

16.1 

Transportation  . 

6.4 

6.3 

7.8 

Trade  . 

19.9 

15.7 

15.8 

Public  service,  hotels . 

13.6 

16.7 

18.2 

Finance,  insurance . 

7.9 

6.3 

9.0 

Mixed  . 

10.6 

9.0 

11.4 

In  liquidation  . 

5.9 

5.8 

•  •  • 

Inactive  . 

7.4 

4.5 

Total . 

14.1 

11.3 

11.1 

Manufacturing  Groups 

Food,  liquor,  tobacco . . 

24.2 

12.9 

16.3 

Textiles  and  products . 

27.9 

17.8 

17.5 

Feather  and  products . 

30  3 

14.7 

16  8 

Rubber  and  products . 

18.8 

6.6 

15.6 

Lumber  and  products . 

17.0 

17.9 

13.5 

Paper,  pulp  and  products . 

17.4 

28.7 

13.5 

Printing  and  publishing . 

19.8 

22.1 

20.8 

Chemical  and  allied  lines . 

16.0 

16.0 

17.5 

Stone,  clay,  glass . 

14.3 

17.0 

14.5 

Metals  and  products . 

17.7 

11.9 

8.2 

All  other  . 

19.8 

14.4 

12.5 

6  Based  upon  Income  and  Corporation  Tax  Statistics  of  the  Treasury  Depart¬ 
ment  of  the  United  States.  In  this  connection,  it  is  important  to  note  the  estimates 
of  profits  made  by  the  National  Bureau  of  Economic  Research  for  1910  to  1920  in 
Income  in  the  United  States,  Volume  II,  p.  324.  The  declines  of  1914  and  1920 


are  striking. 

(Millions  of 

Dollars) 

Net  Income  of  All 

Estimated  Total 

Estimated  Corporation 

Year 

Corporations 

Dividends 

Surplus 

1910 

$3,436 

$2,020 

$1,416 

1911 

3,219 

2,144 

1,075 

1912 

3,819 

2,746 

1,073 

1913 

4,000 

2,780 

1,220 

1914 

2,800 

2,181 

619 

1915 

4,230 

2,377 

1,853 

1916 

7,937 

3,389 

4,548 

1917 

7,958 

3,995 

3,963 

1918 

4,513 

2,568 

1,945 

1919 

0,240 

3.937 

2,303 

1920 

3,500 

2,275 

1,225 
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The  average  decline  of  profits  from  1919  to  1921  was  from  14.1  to 
11.1,  or  a  drop  of  one-fifth.  During  this  period,  profits  in  some  indus¬ 
tries  actually  increased.  Profits  in  other  industries,  such  as  leather  and 
metals,  declined  about  one-half.  No  two  groups  of  industries  showed 
quite  the  same  amount  of  decline.  Not  only  did  the  amount  of  decline 
differ  greatly,  but  also  the  time  when  the  decline  set  in  differed.  Many 
industries  increased  their  profits  during  1920  and  fell  off  in  1921  while 
many  others  fell  off  in  1920  and  increased  again  in  1921.  These  acute 
differences  in  both  amount  and  time  of  profit  fluctuations  reflect  the 
multitude  of  maladjustments  which  strike  different  industries  with 
different  degrees  of  severity,  and  which  underlie  the  entire  mass  of 
phenomena  which  we  conveniently  style  the  business  cycle.7 

As  explained  previously  in  this  chapter,  profits  move  in  cycles  be¬ 
cause  of  the  differences  between  the  fluctuations  of  cost  factors,  such  as 
wages,  interest,  raw  materials,  and  the  fluctuations  of  selling  price 
factors.  For  many  concerns,  these  unequal  fluctuations  of  cost  and  sell¬ 
ing  price  factors  spell  not  only  a  falling  off  in  profits  but  a  definite  loss 
which  forces  their  insolvency.  Business  failures,  reflecting  the  negative 
of  profits,  undergo  a  cyclical  movement.  The  pronounced  increase  in 
business  failures  during  the  depressions  centering  about  1914  and  1921 
appears  in  the  following  tabulation  of  Dun’s  reports: 


Indexes  op  Business  Failures  (1913  =  100) 


Year 

Total  Commercial 

Manufacturing  Establish¬ 
ments 

Liabilities 

Firms 

Liabilities 

Firms 

1913 

100 

100 

100 

100 

1914 

131 

114 

109 

109 

1915 

110 

138 

90 

121 

1916 

72 

106 

59 

99 

1917 

67 

86 

64 

87 

1918 

60 

70 

59 

65 

1919 

41 

40 

41 

44 

1920 

108 

55 

103 

62 

1921 

229 

123 

188 

106 

1922 

228 

148 

173 

134 

1923 

197 

117 

226 

117 

The  relationship  of  profit  fluctuations  to  each  separate  factor  in  the 
business  process  is  traced  in  connection  with  the  analysis  of  these 

7  A  study  by  the  Standard  Statistics  Company  of  profits  of  934  companies  in  37 
different  lines  of  business,  shows  the  number  of  dollars  earned  on  the  average  on 
each  $100  of  capital  as  follows:  1921,  $3.50;  1922,  $5.75;  1923,  $6.75.  The  con¬ 
trast  is  clear  between  depression  earnings  in  1921  and  the  prosperity  earnings  of  the 
subsequent  years. 
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factors  singly.  It  is  sufficient  at  this  point  to  reemphasize  that  profits 
are  the  central  clue  in  the  analysis  of  all  factors,  that  business  waxes 
and  wanes  with  the  fluctuations  of  profits,  and  that  each  independent 
business  factor  influences  the  business  cycle  mainly  in  so  far  as  it 
influences  the  profits  factor. 

(5)  Credit  and  Money.  Certain  authorities  have  attributed  the  fluc¬ 
tuations  of  business  exclusively  and  wholly  to  the  alternate  expansion 
and  contraction  of  bank  credit.  In  their  interpretation,  the  business 
cycle  is  merely  a  credit  cycle.  Although  this  view  of  the  importance  of 
credit  appears  to  overemphasize  a  single  factor,  nevertheless  the  funda¬ 
mental  importance  of  credit  is  recognized  by  all  students  of  business 
change  and  movement.  Cheap  credit  feeds  and  stimulates  business  ex¬ 
pansion.  Exhausted  and  expensive  credit  starves  prosperity  and  aids 
in  bringing  it.  to  a  close.  The  banks,  as  the  main  dispensers  of  credit, 
hold  the  tactical  position  in  the  financial  aspects  of  the  business  cycle, 
and  especially  at  a  time  of  crisis  or  panic,  the  banks  are  looked  upon 
as  the  sole  source  of  rescue  and  salvation. 

In  analysis  of  the  part  played  by  money  and  credit,  we  may  first  of 
all  note  three  financial  ratios  of  basic  significance.  These  are :  the  re¬ 
serves  ratio,  the  ratio  of  loans  to  deposits,  and  the  ratio  of  volume  of 
money  and  credit  to  physical  volume  of  production  and  trade. 

The  reserves  ratio  is  affected  either  by  a  change  in  the  supply  of 
reserves  or  by  a  change  in  the  amount  of  outstanding  bank  credit.  The 
supply  of  reserves  tends  to  be  depleted  during  high  prosperity  by  the 
tendency  of  the  people  to  hold  more  cash  in  hand  and  by  the  tendency 
toward  export  of  gold  to  foreign  countries.  Gold  exports  are  the  result 
of  the  unfavorable  balance  of  trade  which  is  induced  by  the  rising  price 
scale  characteristic  of  prosperity  and  expansion.8  Where  the  export 
of  gold  threatens  to  become  severe,  it  is  common  for  the  central  bank  to 
take  steps  to  protect  and  conserve  the  reserves,  by  raising  the  official 
discount  rates  or  other  suitable  measures. 

The  other  side  of  the  reserves  ratio  is  the  volume  of  bank  credit 
outstanding.  In  business  practice,  the  ratio  which  is  closely  watched  is 
not  that  of  the  total  reserves  to  the  total  loans  for  all  banks  in  the 
country  but  that  of  the  reserves  to  the  loans  of  the  central  bank  or 
banks.  In  the  United  States,  the  reserves  ratio  of  the  Federal  Reserve 
banks  is  of  primary  importance.  Whenever  there  is  an  over-expansion 
of  loans  by  the  member  banks,  this  fact  is  reflected  in  an  increase  in 
member  bank  discounts  and  of  Federal  Reserve  notes  issued  to  member 
bank  accounts.  Hence,  the  extraordinary  and  the  unusual  in  member 
bank  credit  is  directly  reflected  in  the  notes  and  discounts  of  the  Federal 
Reserve  banks.  The  weekly  statement  of  the  Federal  Reserve  banks 
includes  the  following  item:  “Ratio  of  total  reserves  to  deposit  and 
Federal  Reserve  note  liabilities  combined.”  The  legal  minimum  ratio 
is  40  per  cent  against  note  issue  and  35  per  cent  against  deposits.  The 
actual  ratio  index  is  quoted,  for  convenience  and  simplification,  as  a 

s  For  explanation  of  the  chain  of  cause  and  effect,  see  pp.  624-630. 
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combination  of  these  two  ratios.  When  the  combined  ratio  is  around 
60  per  cent,  business  usually  considers  that  banking  and  credit  is  in  a 
sound  and  healthy  condition.  Common  experience  and  judgment  in 
most  countries  before  the  World  War  had  settled  in  a  rough  and  general 
way  upon  this  approximate  ratio  as  normal.  Under  stress  of  business 
expansion,  note  issue  and  deposits  greatly  increase,  and  the  combined 
ratio  becomes  thinner.  When  it  approaches  40  per  cent,  the  banks  sense 
a  state  of  danger,  and  usually  attempt  to  curb  any  further  credit  ex¬ 
pansion  by  higher  rates  of  interest  and  careful  selective  restriction  of 
bank  loans. 

The  following  table  of  reserve  ratios  since  the  inception  of  the 
Federal  Reserve  system  shows  the  general  range  of  fluctuation.  The 
dangerous  low  point  of  reserves  during  the  crisis  of  1920  is  obvious, 
as  is  also  the  extraordinary  high  point  of  reserves  in  1924,  due  largely 
to  the  accumulated  imports  of  gold. 

Federal  Reserve 

Year  Combined  Ratio 


1915 

1916 

1917 

1918 

1919 

1920 

1921 

1922 

1923 

1924 


94.6 

83.5 

75.6 
57.0 
50.2 
43.5 

61.4 

77.5 
76.4 
81.0 


In  addition  to  the  reserves  ratio,  the  ratio  of  loans  to  deposits  is 
of  importance.  As  explained  in  the  chapter  on  banking,  banks  are 
limited  in  the  amount  of  loans  which  they  can  safely  make  by  the 
amount  of  deposits  which  business  men  leave  in  their  accounts  with 
the  banks.  If  business  draws  out  heavily  from  accounts  at  the  banks, 
and  at  the  same  time  borrows  in  increasing  volume,  the  banks  find  them¬ 
selves  in  a  precarious  position.  Loans  become  unhealthy  because  they 
are  out  of  propoi’tion  to  deposits.  The  ratio  of  loans  to  deposits  rises 
during  prosperity  and  reaches  a  danger  point  during  crisis.  The  ratio 
sinks  during  depression  to  a  point  of  conservative  safety.  A  high  ratio 
of  loans  to  deposits  is  chiefly  significant  as  a  warning  against  over¬ 
expansion.  The  excess  of  loans  over  deposits  during  a  business  boom 
is  a  signal  for  caution  and  retrenchment  in  bank  credit  policy  and  in 
business  calculation  generally. 

A  third  type  of  ratio,  that  between  volume  of  credit  and  physical 
volume  of  production  and  trade,  has  come  into  prominence  especially 
since  the  World  War.  Indexes  of  production,  of  stocks  of  goods  in 
dealers’  hands,  and  of  retail  and  wholesale  trade  offer  a  reasonably 
accurate  measurement  of  the  physical  volume  of  business.  When  these 
indexes  show  that  production  is  already  at  capacity,  and  that  labor 
and  plant  are  fully  employed,  it  is  obvious  to  the  banks  that  any  further 
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additions  to  credit  must  result  in  speculation,  inflation,  and  an  unhealthy 
boom  leading  rapidly  to  a  crisis.  Credit  expansion  which  cannot  in¬ 
crease  physical  production  is  unwarranted  and  dangerous.  The  ratio 
between  credit  volume  and  production  volume  indicates,  therefore, 
whether  prosperity  is  entering  upon  a  career  of  unhealthy  boom  or 
still  rests  upon  firm  and  sound  foundations. 

Methods  for  measuring  the  volume  of  credit  involve  statistical  records 
of  various  financial  items.  Chief  among  these  are  total  bank  loans 
and  investments,  total  bank  clearings,  total  debits  to  individual  accounts, 
and  total  notes  in  circulation.  Each  of  these  items  has  individual 
peculiarities,  but  all  are  alike  in  the  one  fundamental  respect  that  they 
offer  an  index  of  the  expansion  of  money  and  credit.  They  make  possible 
a  quantitative  comparison  between  volume  of  credit  and  volume  of 
production. 

In  further  analysis  of  the  part  played  by  money  and  credit,  we  may 
note  two  pifice  factors  of  basic  importance.  These  are :  the  price  of 
money,  and  the  general  price  level.  The  former  is  the  rate  of  interest; 
the  latter  is  the  value  or  purchasing  power  of  money  in  terms  of  com¬ 
modities.  The  rate  of  interest  affects  business  directly  by  affecting  the 
cost  to  business  of  commercial  and  investment  loans.  High  interest 
tends  to  check  business  and  low  interest  to  stimulate  it.  The  rate  of 
interest  affects  business  indirectly  by  affecting  the  general  price  level 
of  commodities.  High  interest  contracts  the  quantity  of  money  and 
credit  and  looks  toward  deflation.  Low  interest  expands  the  quantity  of 
money  and  credit  and  looks  toward  inflation.  Because  the  bank  rate 
thus  affects  both  the  costs  of  loans  and  the  trend  of  the  price  level,  the 
banks  are  in  a  position  of  strategic  importance.  Sound  banking  policy 
with  reference  to  the  price  of  money  and  to  the  general  price  level  is 
a  most  important  feature  of  all  attempts  to  mitigate  the  severities  of 
the  business  cycle.  What  the  banks  can  do  with  reference  to  these  two 
price  factors  must  underlie  whatever  policies  of  control  and  stabilization 
of  business  are  to  be  undertaken. 

(6)  The  Physical  Volume  of  Production.  Most  of  the  foregoing 
factors  are  analyzed  in  terms  of  prices.  Wherever  prices  have  to  be 
used,  there  is  this  difficulty,  that  changes  in  the  values  of  things  may 
be  taking  place  without  any  corresponding  changes  in  their  physical 
quantity.  It  is,  therefore,  useful  to  note  the  fluctuations  which  take 
place  in  the  purely  physical  volume  of  production  without  regard  to 
changing  values  and  prices. 

The  accompanying  chart  shows  the  sharp  fluctuations  in  physical 
volume  of  manufacture  above  and  below  the  estimated  line  of  normal 
growth.  The  ups  and  downs  of  manufacture  reflect  clearly  the  major 
movements  of  the  business  cycle.  The  low  level  of  1921  and  the  climb 
back  above  normal  in  1923  are  obvious. 

Important  though  manufacture  is,  it  nevertheless  is  only  one  branch 
of  economic  activity.  To  obtain  a  view  of  economic  output  in  the 
aggregate,  it  is  necessary  to  combine  with  manufacture  the  output  of 
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Fluctuation  of  Physical  Volume  of  Manufacture  Above  and  Below 

Estimated  Normal  * 


1899  1900 1901 1902 1903  1904  1905  1906 1907  1908  1909  1910  1911 1912  1913  1914  1915  1916  1917  1918  1919  1920  1921 1922 1923 


*  Adjusted  indexes  as  compiled  by  E.  E.  Day,  Harvard  Revieiv  of  Economic  Statistics, 
Volume  VI,  No.  3,  July,  1924,  p.  194. 


agriculture,  mining,  trade,  finance,  and  of  all  other  types  of  productive 
enterprise.  For  this  purpose,  indexes  of  physical  volume  of  produc¬ 
tion  for  the  nation  as  a  whole  have  been  prepared  by  various  statisti¬ 
cians.9  The  conclusion  warranted  by  these  index  numbers  has  been 
stated  as  follows  by  W.  C.  Mitchell  and  W.  I.  King:  “The  broad  result 
is  that  the  worst  years  run  something  like  15  to  20  per  cent  behind  the 
best  and  something  like  8  to  12  per  cent  behind  the  moderately  good 
years.  ’  ’ 10  This  deficiency  represents  the  tangible  and  material  economic 
loss  to  the  nation  from  business  depression.  The  business  cycle  involves 
a  substantial  loss  in  the  real  income  of  the  nation,  and  consequently  a 
restriction  upon  all  endeavors  to  raise  the  general  standard  of  well¬ 
being.11 

9  E.  E.  Day,  Review  of  Economic  Statistics,  Harvard  University  Committee  on 
Economic  Research,  Volume  3,  No.  1,  Jan.,  1921,  p.  20;  W.  W.  Stewart,  American 
Economic  Revieio,  March,  1921,  p.  68;  National  Bureau  of  Economic  Research,  In¬ 
come  in  the  United  States,  I,  p.  79;  Carl  Snyder,  Federal  Reserve  Bank  of  New  York. 

10  Committee  on  Unemployment,  Business  Cycles  and  Unemployment,  p.  39. 

11  The  following  index  of  physical  volume  of  business  is  valuable  as  measuring 
the  major  cyclical  fluctuations: 


1911  1912  1913  1914  1915  1916  1917  1918  1919  1920  1921  1922  1923  1924 


Index  of  physical  volume  of  trade,  adjusted  for  annual  growth  and  seasonal 
change,  and  expressed  as  a  per  cent  above  and  below  estimated  normal.  Data  com¬ 
puted  by  Harvard  Committee  on  Economic  Research  to  “show  cyclical  fluctuations 
in  the  physical  volume  of  trade,  transportation,  manufacture,  and  industrial  em¬ 
ployment  combined.”  See  Review  of  Economic  Statistics,  September,  1920,  and 
January,  1921. 
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la  addition  to  index  numbers  of  production  in  major  branches  of 
industry  or  of  total  production  for  the  whole  country,  index  numbers 
have  been  prepared  for  the  more  important  single  lines  of  production. 
For  practical  business  purposes,  these  individual  indexes  of  production 
are  probably  of  greater  value  than  the  more  general  indexes.  They  make 
possible  a  comparison  between  the  actual  current  rate  of  production  at 
any  time  with  the  estimated  normal  rate  for  that  period.  This  normal 
rate  is  estimated  from  the  average  rate  of  growth  over  a  period  of  years 
and  from  the  average  month  to  month  seasonal  variation.  If  the  rate 
of  current  production  in  any  given  line  is  above  normal,  knowledge  of 
that  fact  enables  business  to  avoid  over-extension  of  equipment  and 
over-expansion  of  production.  This  type  of  knowledge  is  a  primary 
necessity  if  we  are  ever  to  moderate  that  general  unbalancing  and  mal¬ 
adjustment  of  production  which  has  always  been  associated  with  the 
breakdown  of  prosperity.  By  use  of  such  knowledge,  it  is  possible  to 
sustain  a  more  even  pace  in  the  different  lines  of  industry.  It  is  possible 
to  know  whether  we  are  producing  very  much  more  pig  iron  or  copper 
or  rubber  than  the  normal  need,  and  therefore,  to  know  in  what  lines 
there  is  too  little  expansion  and  in  what  lines  there  is  too  rapid 
expansion. 

A  form  of  differentiation  of  data  between  industries  which  is  particu¬ 
larly  important  is  differentiation  between  production  of  consumers’ 
goods  and  production  of  producers’  capital  goods.  In  general,  the  fluc¬ 
tuations  in  manufacture  of  basic  materials,  machinery,  and  industrial 
equipment  are  more  severe  than  those  in  manufacture  of  consumers’ 
goods.  The  more  violent  fluctuations  of  industries  making  fixed  capital 
goods  are  a  main  feature  of  the  unbalancing  of  production  which  is 
characteristic  of  the  breakdown  of  prosperity.  The  charts  on  page  600 
show  the  wide  fluctuations  in  pig  iron  production,  a  major  producers’ 
good,  and  a  comparison  between  producers’  basic  materials  and  con¬ 
sumers’  goods.  Pig  iron  fluctuations  are  similar  in  kind  to,  but  more 
extreme  in  degree  than,  the  fluctuations  of  producers’  goods  in  general. 

(7)  The  Volume  of  Consumption.  The  available  data  on  retail  trade 
indicate  that  the  common  notion  of  a  “consumers’  strike”  is  a  popular 
error.  In  the  depression  of  1920-1921,  the  sales  of  department  stores, 
drug  stores,  grocery  stores,  and  cigar  stores  were  well  sustained  until 
the  latter  half  of  1920.12  This  was  after  wholesale  prices  had  broken 
and  after  physical  production  in  leading  lines  had  begun  its  downward 
course.  The  depression  was  well  under  way  before  the  main  branches 
of  retail  trade  fell  off.13  The  consumers’  strike  followed,  but  did  not 
initiate  the  downfall  of  prosperity. 

The  term  “consumers’  strike”  is  loose  and  misleading.  In  the  sense 
of  a  supposed  definite  stoppage  of  retail  buying,  the  implication  of  the 

12  Mail-order  sales  began  a  decline  in  February,  1020,  but  even  this  decline  came 
after  the  fall  in  production  of  both  consumers’  and  producers’  goods  had  begun. 

is  H.  B.  Vanderblue,  Problems  in  Business  Economics,  pp.  63-68,  614;  L.  B.  Mann, 
Journal  of  the  American  Statistical  Association,  June,  1922,  pp.  255-258. 
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term  is  contrary  to  the  facts.  What  really  happens  appears  to  be  sub¬ 
stantially  as  follows : 14  Manufacture  proceeds  more  rapidly  during  a 
period  of  activity  than  physical  volume  of  consumption.  Not  that  con¬ 
sumption  fails  to  increase.  It  does  increase,  but  not  so  rapidly  as  factory 

Comparison  op  Volume  of  Manufacture  of  Consumers’  Goods  and  Pro¬ 
ducers’  Basic  Materials  with  Estimated  Normal  * 


*  Adjusted  indexes  as  compiled  by  the  Harvard  University  Committee  on  Economic 
Research,  in  Harvard  Economic  Service,  Volume  III,  No.  52,  Dec.  27,  1924,  p.  377. 


Pig  Iron  Production  Compared  with  Estimated  Normal  * 


1919  1920  1921  1922  1923  1924 


*  Adjusted  indexes,  ibid..  Volume  III,  No.  35,  Aug.  30,  1924,  p.  250. 


output.  The  maladjustment  then  is  a  matter  of  maladjustment  between 
two  unequal  rates  of  increase,  the  swift  increase  of  manufacture  and  the 
slow  increase  of  consumption.  Supply  outruns  demand  at  current  prices, 
with  the  resulting  period  of  liquidation  of  stocks  and  readjustment  of 
prices. 

14  The  Problem  of  Business  Forecasting,  edited  by  Warren  M.  Persons,  Chapter 
II,  by  Willford  I.  King,  Chapter  III,  by  W.  Randolph  Burgess;  Federal  Reserve 
Bulletin,  Jan.,  1923,  p.  104. 
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This  lack  of  coordination  between  consumer  buying  and  factory  pro¬ 
duction  has  received  a  number  of  explanations.  Some  authorities  have 
attributed  it  to  the  lag  of  wage  increases  behind  price  increases,  with 
the  consequent  lag  of  purchasing  power  which  wages  represent.  Accord¬ 
ing  to  this  view,  a  more  liberal  wage  policy  pursued  during  prosperity 
would  put  labor  in  possession  of  the  wherewithal  to  make  retail  demand 
effective,  and  would  insure  that  goods  would  be  taken  off  the  markets 
as  fast  as  manufacture  puts  them  on  the  market.  Other  authorities  have 
attributed  the  lag  of  consumption  to  the  failure  of  corporations  to 
disburse  profits  as  rapidly  as  they  are  earned.  Various  policies  of 
reserves  and  surpluses  mean  a  withholding  of  earnings  from  the  hands 
of  stockholders  and  hence  a  diminution  of  their  purchasing  power  in 
consumers’  markets.  Other  authorities  have  attributed  the  consumption 
lag  to  various  theories  of  over-production  due  to  the  inherent  super¬ 
efficiency  of  machine  methods  of  manufacture ;  of  over-saving  due  to 
excessive  capital  accumulation  during  prosperity ;  and  of  under-consump¬ 
tion  due  to  an  unjust  distribution  of  income.  None  of  these  explana¬ 
tions  fully  accounts  for  the  maladjustment.  Analysis  of  the  business 
cycle  at  this  point  becomes  somewhat  vague  and  indecisive,  for  the  reason 
that  statistical  data  have  not  been  carried  far  enough  to  yield  definite 
conclusions.  The  fact  that  consumer  buying  is  outrun  by  factory  output 
at  current  prices  appears  to  be  established,  but  the  explanation  of  the 
fact  and  the  means  of  remedy  require  further  research. 

In  addition  to  the  lag  of  consumption  behind  manufacture,  there  is  a 
marked  difference  in  the  amplitude  of  fluctuation  of  the  two  factors. 
A  striking  feature  of  retail  trade  is  its  relative  stability.  In  general, 
retail  trade  shows  a  steady  volume,  with  slight  interruption  due  to  busi¬ 
ness  movements.  The  amplitude  of  fluctuations  in  physical  volume  of 
consumption  is  much  less  than  that  in  physical  volume  of  manufacture.15 
In  consequence  of  this  difference,  there  appear  alternate  periods  of 
excess  and  deficit  in  the  stocks  of  goods  on  hand.  At  times  of  activity 
and  forward  buying  among  dealers,  inventories  accumulate  in  the  hands 
of  manufacturers,  wholesalers  and  retailers.  At  times  of  dullness  and 
hand-to-mouth  buying  among  dealers,  stocks  become  exhausted  and 
shortages  appear.  The  total  accumulation  of  stocks  of  each  line  of 
product  thus  varies  from  phase  to  phase  of  the  business  cycle.  When 
manufacture  overfloods  with  new  production  an  already  overstocked 
market,  the  inevitable  result  is  costly  and  wasteful  liquidation.  Control 
over  stocks  and  inventories  is,  therefore,  essential  to  a  better  adjustment 
between  the  relatively  mild  fluctuations  of  consumption  and  the  rela¬ 
tively  violent  fluctuations  of  manufacture. 

To  summarize,  two  significant  factors  in  volume  of  consumption  are 
noted :  first,  a  lag  of  consumption  behind  manufacture  in  leading  lines ; 

is  A  significant  bit  of  evidence  in  this  connection  is  the  fact  that  the  maximum 
cyclical  decline  in  the  number  of  employees  in  retail  establishments  in  1920-1921 
was  under  3  per  cent  as  compared  with  14  per  cent  for  all  industry  and  26  per  cent 
for  factories.  See  W.  I.  King,  Employment,  Hours  and  Earnings  in  Prosperity  and 
Depression,  p.  30. 
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second,  a  discrepancy  in  amplitude  of  fluctuation  between  retail  trade 
and  manufacture,  accompanied  by  alternate  over-stocks  and  shortages 
of  goods,  and  consequent  price  liquidations  and  readjustments. 

(8)  The  Volume  of  Unemployment.  An  index  of  employment  is  cal¬ 
culated  to  show  changes  in  the  relative  intensity  of  employment  between 
two  points  of  time,  without  necessarily  measuring  the  total  volume  of 
employment  or  unemployment.  What  is  measured  directly  is  simply 
the  fluctuations  of  employment.  From  these  fluctuations,  it  is  easy  to 
infer  the  fluctuations  in  unemployment.  But  the  absolute  volume  of 
unemployment  is  not  indicated.  When  the  President’s  Conference  on 
Unemployment  set  out  to  ascertain  the  absolute  volume  of  unemploy¬ 
ment  in  1921,  the  estimates  were  so  uncertain  that  they  ranged  all  the 
way  from  two  to  six  millions.  It  would  be  useful  to  have  exact  knowl¬ 
edge  on  the  absolute  volume  of  unemployment,  but  such  exactitude  has 
not  as  yet  been  attained.  The  main  step  in  this  direction  has  been  the 
measurement  of  “fluctuations  in  employment”  between  various  periods 
of  time.  The  accompanying  diagram  shows  such  an  index  of  employ¬ 
ment  in  factories  for  the  period  from  1914  to  1924.  Relative  changes 
in  employment  are  the  factors  here  measured. 


General  Index  or  Employment  in  Factories  * 


1914  1916  1916  1917  1918  1919  1920  1921  1922  1923  1924 


*  From  data  compiled  by  the  United  States  Bureau  of  Labor  Statistics,  representing 
weighted  indexes  based  upon  the  number  of  wage  earners  in  the  respective  industries  in 
1919.  See  Monthly  Labor  Review,  April,  1924,  pp.  129-132. 

The  cyclical  decline  of  employment  varies  widely  from  industry  to 
industry.  This  variation,  as  shown  in  the  table  on  page  603,  has  been 
measured  by  W.  I.  King  for  the  1920-1921  period,  taking  as  the  form 
of  measurement  the  “total  hours  actually  worked  by  all  employees.”10 

The  range  of  decline  was  least  for  retail  trade  and  greatest  for  metal 
manufactures.  Variation  in  decline  of  employment  varied  with  the 
size  of  establishments  as  well  as  with  the  type  of  industry.  The  greatest 
stability  of  employment  existed  among  small  establishments,  and  the 
greatest  fluctuation  among  large  establishments. 

The  indexes  of  employment  are  valuable  for  a  number  of  purposes. 
They  reflect  the  general  course  of  production  and  thus  supplement  the 

16  W.  I.  King,  Employment,  Hours,  and  Earnings  in  Prosperity  and  Depression, 
pp.  55-59. 
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figures  on  industrial  activity.  They  forecast  changes  in  the  buying 
power  of  a  large  body  of  consumers,  since  the  amount  of  purchasing 
power  flowing  into  the  hands  of  wage  earners  is  conditioned  directly 
by  the  state  of  employment.  They  are  a  useful  guide  to  banking  policy 
and  the  credit  situation,  by  showing  to  what  extent  the  physical  resources 
of  production  are  being  employed  by  business  men  seeking  bank  loans. 
They  indicate  whether  the  labor  market  is  over-supplied  or  under-sup¬ 
plied  with  potential  workers,  and  so  help  in  formulating  wage  and 
employment  policies  in  industry.  Finally,  they  indicate  the  fluctuations 
in  social  well-being  associated  with  the  business  cycle,  such  as  poverty, 
crime,  suicide,  and  migration. 

Maximum  Cyclical 
Decline 
(per  cent) 


All  industries  .  16.50 

Agriculture  .  3.18 

Extraction  of  minerals .  29.66 

Building  and  construction  .  18.92 

Finance  .  7.14 

Steam  railways  . ’. .  29.68 

Wholesale  trade .  5.64 

Retail  trade  .  2.75 

All  factories .  29.97 

Metals  .  50.25 

Paper  and  printing .  10.65 

All  industries  having  under  21  employees .  3.08 

All  industries  having  21  to  100  employees .  13.84 

All  industries  having  over  100  employees .  28.23 


Particularly  because  of  the  heavy  social  cost  and  distress  associated 
with  cyclical  unemployment,  much  attention  has  been  given  to  the  means 
for  prevention  of  unemployment.  The  concrete  proposals  toward  this 
end  are  discussed  later  in  the  present  chapter.  The  necessity  for  stabiliz¬ 
ing  employment  is  urgent.  In  the  past,  the  insecurity  of  the  job  has 
been  a  primary  source  of  demoralization  and  suffering  in  the  ranks 
of  labor.  It  has  been  a  main  cause  of  discontent,  ill-will  and  bitterness 
in  industrial  relations.  It  has  been  a  constant  stimulus  to  fear,  worry, 
humiliation,  and  resentment  among  workers’  families.  To  establish  a 
reasonable  degree  of  security  in  the  job,  which  represents  the  laborers’ 
only  chance  to  earn  a  living,  is  a  problem  pressing  for  solution. 

Some  Theories  of  Business  Cycles. — A  wide  variety  of  theories  have 
appeared  in  explanation  of  business  oscillations.  The  following  list  is 
by  no  means  exhaustive,  and  the  theories  mentioned  represent  consider¬ 
able  overlapping.  However,  the  enumeration  does  separate  the  main 
types  of  theories  and  the  points  of  view  which  they  specially  emphasize. 

(a)  Crop  cycles  due  to  periodic  variations  of  rainfall  and  tempera¬ 
ture  have  been  assigned  as  the  cause  of  variations  in  all  other  lines  of 
enterprise,  such  as  manufacture,  trade,  and  finance.  Statisticians  have 
made  out  a  good  case  for  climatic  variation,  but  even  if  this  were 
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definitely  conceded  as  the  fact,  it  still  would  not  follow  that  all  other  en¬ 
terprise  goes  through  cyclical  variation  corresponding  to  crop  variation. 
The  business  cycle  itself  shows  no  correlation  with  cycles  of  climate. 

(b)  Politicians  have  always  attributed  hard  times  to  the  follies  and 
crimes  of  the  party  of  the  opposition.  The  economist  finds  no  sub¬ 
stantiation  in  fact  for  the  political  explanation  of  cycles.  Instead,  the 
economist  finds  that  business  fluctuates  in  spite  of,  or  independently  of, 
the  currents  of  politics.  That  the  political  theory  still  has  a  powerful 
hold  on  the  popular  imagination  is  apparent  from  the  campaign  speeches 
of  the  average  political  candidate.  His  own  party  is  said  to  be  the 
cause  of  all  prosperity ;  the  opposition  party  the  cause  of  all  depression. 
This  popular  fallacy  has,  indeed,  led  to  the  naming  of  many  crises  after 
certain  political  leaders, — for  instance,  the  “Cleveland  panic  of  1893,” 
the  “Bryan  panic  of  1896,”  and  the  “Roosevelt  panic  of  1907.”  Both 
the  political  and  climatic  theories  are  alike  in  this,  that  they  attribute 
business  changes  to  external  causes.  In  this  respect,  they  differ  from 
the  main  trend  of  current  economic  opinion,  which  finds  the  causes  in 
the  internal  conditions  of  business  itself.  What  these  internal  condi¬ 
tions  are,  will  appear  from  the  other  theories  to  be  mentioned. 

(c)  A  psychological  theory  assumes  a  normal  law  of  action  and 
reaction  according  to  which  waves  of  over-confidence  and  optimism 
alternate  with  waves  of  underconfidence  and  pessimism.  That  psycho¬ 
logical  variations  occur,  no  one  will  deny,  but  the  important  thing  is 
to  find  why  they  occur.  This  query  is  not  answered  by  the  postulation 
of  a  vague  law  of  action  and  reaction,  but  by  observing  the  changes  in 
the  prospect  of  profits.  Optimism  is  chiefly  an  expectation  of  profits, 
and  pessimism  is  chiefly  a  fear  of  no  profits. 

(d)  Various  theories  of  over-production  and  under-consumption  have 
been  presented.  The  theory  that  over-production  in  general  may  occur 
is  denied  by  the  doctrine  that  human  wants  are  indefinitely  extensible. 
However,  the  main  modern  theory  of  over-production  is  that  there  occurs 
such  an  excess  of  production  that  goods  cannot  be  sold  at  a  profit.  Over¬ 
production  fatal  to  profits  undoubtedly  occurs  in  many  individual  lines, 
but  whether  it  occurs  for  industry  in  the  aggregate  is  an  open  question. 
In  particular,  over-production  of  fixed  capital  and  of  producers’  goods 
is  declared  to  be  the  cause  of  cycles.  We  do  know  that  the  more  violent 
fluctuations  of  production  occur  in  those  lines  devoted  to  producers’ 
goods,  but  it  does  not  appear  likely  that  this  is  the  initial  factor  in  the 
breakdown  of  prosperity.  The  over-production  of  producers’  goods  has 
to  be  considered  in  the  light  of  its  connections  with  the  many  other 
factors  operative  in  business  fluctuations. 

(e)  Maladjustment  or  unbalancing  of  production  and  prices  is  a 
special  application  of  over-production  theories.  Over-expansion  of  cer¬ 
tain  industries  and  under-expansion  of  others  are  known  to  characterize 
many  of  the  severe  maladjustments  which  occur  within  the  business  cycle, 
and  are  an  important  part,  although  not  the  whole  part,  of  any  adequate 
account  of  business  ups  and  downs. 
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(f)  Socialistic  theory,  as  advanced  by  Karl  Marx  and  others,  teaches 
that  the  laborer  receives  as  wages  only  a  fraction  of  his  product.  The 
balance  is  retained  by  the  capitalist,  and  is  “surplus  product.”  Since 
the  mass  of  wage  earners  are  thus  deprived  of  the  full  value  of  their 
product,  they  lack  the  purchasing  power  wherewith  to  absorb  the  goods 
that  capitalism  turns  out.  Consequently,  so  the  doctrine  runs,  the 
market  becomes  glutted  and  crisis  ensues.  The  weakness  of  this  theory 
lies  in  the  weakness  of  the  socialistic  theory  of  value  itself,  which  declares 
that  labor  is  the  sole  producer  of  value,  and  therefore  is  entitled  to  the 
whole  product. 

(g)  Banking  theories  attribute  business  fluctuations  to  the  excessive 
elasticity  of  money  and  credit.  Excessive  expansion  of  credit  and  money 
is  given  as  the  cause  of  inflation,  and  excessive  contraction  of  credit  and 
money  as  the  cause  of  deflation.  A  special  application  of  financial 
theory  is  made  by  certain  authorities  who  see  the  cause  of  business  move¬ 
ments  in  the  lag  of  interest  rates  behind  price  changes.  The  interest-lag 
theory,  like  other  variations  of  financial  theories,  stresses  an  important 
part  of  the  phenomenon  of  business  fluctuations,  but  none  of  these 
theories  contains  the  sole  and  exclusive  account  of  cycles.  They  require 
to  be  supplemented  by  the  many  other  factors  in  fluctuations  which 
have  been  presented. 

(h)  The  profit  theory  of  fluctuations  holds  that  a  wide  variety  of 
business  forces  have  the  combined  effect  of  undermining  profit  margins 
during  the  prosperity  phase  of  business  and  so  of  bi’inging  about  the 
downfall  of  prosperity.  Likewise,  this  theory  holds  that  during  the  de¬ 
pression  phase  of  business,  a  wide  variety  of  forces  have  the  combined 
effect  of  building  up  profit  margins  and  so  of  bringing  about  the  recovery 
of  prosperity.  It  is  the  conjuncture  of  all  forces  whatsoever  upon  profits 
and  the  prospect  of  profits  which  governs  the  ups  and  downs  of  busi¬ 
ness.  This  profit  theory,  consequently,  comprehends  the  forces  of  crops, 
politics,  psychology,  over-production,  unbalanced  production,  labor, 
money,  credit,  interest  and  prices.  It  comprehends  all  of  these  forces, 
in  the  sense  that  such  forces  one  and  all  affect  business  fluctuations  by 
first  affecting  the  prospect  of  profits.  The  profits  cycle  is  the  business 
cycle. 

The  Stabilization  of  Business. — Formerly,  the  extremes  of  business 
fluctuations  were  considered  inevitable,  but  this  surrender  to  fate  no 
longer  appears  to  be  necessary.  The  Federal  Reserve  system  has  already 
developed  sufficient  control  to  prevent  crises  from  degenerating  into 
outright  panics,  and  there  is  much  reason  to  hope  that  the  severity  of 
crises  can  be  lessened  materially  by  proper  measures  of  control.  Plans 
of  stabilization  do  not  contemplate  a  static  and  unprogressive  condition 
of  business,  but  rather  a  state  of  healthy  growth  with  ups  and  downs 
of  moderate  proportions.  It  is  not  proposed  to  put  business  in  a  strait- 
jacket,  but  to  prevent  the  excesses  which  have  occurred  in  the  past. 

The  more  constructive  of  such  stabilizing  plans  aim  at  prevention  of 
extreme  fluctuations  rather  than  mere  alleviation  after  they  have  oc- 
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curred.  Mainly,  stabilization  is  prevention.  The  questions  at  issue  are: 
How  to  prevent  excessive  price  inflation  or  deflation?  How  to  prevent 
production  from  running  out  of  coordination  with  consumption?  How 
to  prevent  the  maladjustment  and  unbalancing  of  different  lines  of 
production?  Plow  to  prevent  unemployment?  Some  of  the  plans  for 
prevention  may  here  be  stated  in  brief  outline. 

(1)  Banking  Policy.  Bank  policies  are  fundamental  in  any  effort  at 
stabilization.  These  policies  may  be  considered  under  two  heads :  what 
the  individual  banks  can  do,  and  what  the  official  banks  can  do.  The 
individual  banks  can  do  much  to  prevent  the  excesses  of  boom  and 
inflation  by  the  scrutiny  which  they  give  to  the  quality  of  bank  loans 
during  the  period  of  rising  prosperity.  One  concrete  means  of  applying 
a  quality  restriction  on  credit  expansion  is  insistence  upon  a  higher 
than  usual  ratio  between  the  current  assets  and  current  liabilities  of 
borrowers  during  active  expansion.  The  more  or  less  customary  ratio 
of  two  to  one  may  be  sufficient  during  normal  times,  but  a  ratio  of  three 
to  one  or  even  better  may  be  desirable  when  business  reaches  a  point 
where  crisis  and  liquidation,  if  it  were  to  occur,  would  quickly  wipe  out 
a  large  part  of  current  assets.  However,  no  mechanical  observation  of 
ratios  is  alone  sufficient.  Conservative  judgment  on  the  part  of  bankers 
generally  in  selecting  loans  of  prime  quality  is  indispensable  to  healthy 
business  expansion.  The  direct  voluntary  insistence  by  the  thousands  of 
individual  bankers  the  country  over  upon  the  highest  qualitative  tests 
for  all  loans  is  necessary  if  inflation  and  boom  are  to  be  kept  under 
control.  This  individual  initiative  of  the  bankers  acting  in  concert  is 
a  cardinal  feature  of  any  broad  policy  of  stabilization. 

When  the  problem  is  control  not  merely  of  the  quality  but  also  of  the 
quantity  of  credit,  the  policy  of  the  official  banks  comes  into  play.  The 
official  agency  in  the  United  States  is  the  Federal  Reserve  Board  and 
banks,  and,  in  most  foreign  countries,  the  central  bank.  The  chief 
weapon  of  control  is  the  manipulation  of  the  official  discount  rate.  This 
manipulation  rests  upon  the  assumption  that  business  expansion  can  be 
checked  before  it  reaches  the  danger  point,  by  raising  the  cost  of  credit 
through  higher  discount  rates.  Likewise,  business  stagnation  can  be 
relieved  by  cheapening  credit  through  lowering  the  discount  rates. 

How  to  make  the  official  rate  effective  in  the  general  money  market 
has  been  a  main  problem  in  banking  policy.  Usually,  the  rate  becomes 
effective  by  virtue  of  the  fact  that  individual  banks  have  to  turn  to  the 
official  banks  for  the  extra  resources  wherewith  to  meet  the  unusual 
needs  of  their  customers  during  business  expansion.  If  they  have  to  pay 
the  Federal  Reserve  banks  high  rates  of  discount,  they  must  in  turn 
charge  high  rates  to  their  customers  in  the  business  world.  Where  this 
factor  is  not  sufficient  to  make  the  official  rate  effective,  the  official  banks 
may  “tighten”  the  money  market  by  selling  in  the  open  market  some  of 
the  bankers’  acceptances  or  government  paper  which  they  have  on  their 
hands.  And  not  to  be  ignored  is  the  purely  psychological  effect  of  a 
rise  in  discount  rates,  for  banks  and  business  generally  take  such  a  rise 
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as  a  warning  that  credit  expansion  has  already  entered  upon  a  level  of 
impending  danger.  The  effectiveness  of  the  official  rate  is  not  open  to 
serious  doubt  if  the  rise  of  the  rate  occurs  in  time. 

The  question  becomes,  therefore,  what  is  the  right  time?  What 
are  the  signs  which  indicate  that  the  time  has  arrived  for  the  Federal 
Reserve  system  to  apply  the  brakes  to  business?  Three  main  tests  have 
been  suggested,  namely,  price  levels,  reserve  ratios,  and  the  state  of  pro¬ 
duction  and  trade.  AVith  regard  to  the  first  of  these,  the  banks  can 
check  undue  inflation  by  raising  the  discount  rate,  thereby  restricting 
the  volume  of  credit  in  use.  Conversely,  they  can  avert  excessive  de¬ 
flation  by  a  timely  lowering  of  the  discount  rate.  To  prevent  excessive 
inflation  and  deflation  is  urgently  desirable,  and  this  the  Reserve  banks 
can  do  by  the  discount  rates.  To  go  further  than  this,  and  endeavor 
to  stabilize  prices  at  a  fixed  and  arbitrary  level,  is  a  more  drastic  pro¬ 
posal.  Such  a  policy  would  probably  require  a  more  precise  and  com¬ 
plete  knowledge  of  the  behavior  of  prices  than  we  have  had  at  any  time 
in  the  past.  It  would  require  absolute  independence  from  political 
powers  and  domination.  And  it  would  need  to  avoid  the  pitfall  of  over¬ 
simplifying  the  whole  situation  by  the  assumption  that  control  of  one, 
single  factor,  the  price  level,  would  be  adequate  to  control  the  whole 
broad  field  of  business  factors.  Price  stabilization  is  desirable,  but 
progress  toward  the  goal  should  doubtless  be  a  matter  of  gradual  ex¬ 
periment  rather  than  sudden  change. 

With  regard  to  the  second  indicator  of  the  proper  time  for  changes 
in  the  discount  rate,  the  reserve  ratio  has  in  the  past  been  the  cardinal 
index  of  credit  conditions.  Especially  before  the  World  War  it  was  true 
that  the  reserve  ratio  enjoyed  more  prestige  and  influence  in  the  public 
mind  than  any  other  factor  whatsoever.  Under  post-war  conditions, 
however,  the  reserve  ratio  has  lost  much  of  its  significance  for  the  reason 
that  the  supplies  of  gold  reserves  have  been  so  abnormally  distributed. 
The  banks  of  the  United  States  could  not  afford  to  let  credit  expand  until 
the  minimum  reserve  ratio  was  reached,  because  the  huge  volume  of  gold 
reserves  would  support  altogether  too  great  a  castle  of  credit  inflation. 

Both  price  levels  and  reserve  ratios  require  to  be  supplemented  by  a 
third  guide  to  discount  policy,  namely,  the  state  of  trade  and  production. 
AVhen  the  indexes  of  physical  production,  distribution,  consumption  and 
employment  show  that  the  resources  of  the  country  are  already  fully 
employed,  and  further  increases  in  credit  cannot  possibly  increase 
output  but  must  lead  inevitably  to  inflation  and  speculation ;  when  it  is 
apparent  that  production  has  reached  the  limits  imposed  by  labor  supply, 
plant  capacity,  and  transportation  facilities,  the  time  has  arrived  for 
restriction  of  credit  by  raising  the  discount  rate. 

No  one  of  these  guides  to  bank  policy  in  regulating  discount  rates 
is  exclusive  of  the  others.  All  are  indispensable  and  supplement  each 
other. 

(2)  Changing  the  Weight  of  the  Money  Unit.  The  plan  of  “the 
compensated  dollar”  or  “stabilizing  the  dollar”  is  advocated  by  many 
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authorities,  particularly  by  Irving  Fisher.  At  present,  the  weight  of  the 
dollar  is  constant,  but  its  value  is  changing.  Under  the  proposed  plan, 
the  weight  of  the  dollar  would  be  changing,  but  its  value  would  be 
constant.  If  the  price  index  showed  a  tendency  to  rise,  thereby  reflecting 
a  fall  in  the  value  of  the  dollar,  more  gold  would  be  put  into  the  dollar. 
This  loading  of  the  dollar  would,  so  it  is  claimed,  bring  its  value  up  to 
par  again.  Conversely,  if  the  price  index  fell  and  the  value  of  the 
dollar  rose,  gold  would  be  taken  out  of  the  dollar,  with  a  view  to  holding 
its  value  down  to  par.  This  putting  in  and  taking  out  of  gold  would 
not  be  a  matter  of  recoining  gold,  since  practically  all  gold  fulfills  its 
purpose  as  reserves  in  the  form  of  bullion.  To  keep  the  gold  dollar  as 
a  unit  from  shrinking  in  value,  we  would  make  it  grow  in  weight ;  and 
to  keep  it  from  growing  in  value,  we  would  make  it  shrink  in  weight. 
In  criticism  of  this  plan,  it  may  be  observed  that  the  objective  of  price 
stabilization  is  fundamentally  sound,  but  that  the  means  and  methods 
toward  that  objective  cannot  be  merely  some  single  mechanical  and 
automatic  indicator.  The  means  and  methods  must  include  a  broad 
survey  of  the  general  credit  situation  and  of  the  state  of  production  and 
trade.  Price  control  in  itself  is  a  good  thing,  but  by  no  means  the  whole 
thing  in  business  control.  Moreover,  changing  the  weight  of  the  money 
unit  is  only  one  means  of  price  control.  The  manipulation  of  the  dis¬ 
count  rate  is  equally  important,  and  any  attempt  at  price  control  without 
adequate  regulation  of  discount  rates  would  encounter  grave  obstacles. 
With  these  reservations,  it  may  be  concluded  that  the  plan  is  sound  in 
economic  principle  if  operated  in  right  association  with  other  funda¬ 
mental  plans  of  business  control.  Certainly  it  is  of  urgent  importance 
that  the  measuring  stick  of  value  be  made  a  constant  and  stable  unit 
instead  of  the  variable  unit  which  it  always  has  been. 

(3)  The  Planning  of  Production  and  Trade.  However  much  credit 
and  prices  may  be  regulated,  such  regulation  does  not  dispense  with  the 
need  for  control  of  production  and  trade  directly  by  the  business  men 
themselves.  This  control  rests  mainly  upon  the  voluntary  cooperation 
of  business  men  in  collecting  and  interpreting  fundamental  data.  The 
science  of  statistics  is  particularly  applicable  to  such  direct  control  of 
business.  Statistics  of  output,  of  stocks  of  goods  on  hand,  of  the  rate 
at  which  transportation  facilities  are  moving  goods,  and  of  the  volume 
of  goods  being  taken  by  consumers  in  retail  markets,  are  indispensable. 
In  the  use  of  such  statistics,  one  concept  in  particular  is  necessary  as  a 
thinking  tool.  This  concept  is  the  normal.  As  a  matter  of  calculation, 
the  normal  is  an  estimate  of  what  the  volume  of  business  would  be  as 
a  result  of  the  average  rate  of  growth  over  a  period  of  years  and  as  a 
result  of  the  usual  seasonal  swing  of  business  from  month  to  month. 
The  normal,  then,  is  what  corresponds  with  a  curve  of  the  rate  of  growth 
and  the  rate  of  seasonal  swing.  The  actual  volume  of  business  deviates 
above  or  below  this  normal,  and  this  deviation  is  for  the  most  part  a 
measure  of  the  cyclical  fluctuation  of  business.  By  finding  how  far  each 
item  of  production  and  trade  is  above  or  below  its  estimated  normal,  it 
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is  possible  to  measure  the  position  of  each  line  of  business  in  the  broad 
current  of  business  fluctuations.  This  device  of  comparison  with  normal 
is  a  most  valuable  guide  in  averting  maladjustment  and  unbalancing 
of  production,  and  breakdown  of  coordination  between  consumption  and 
output. 

In  addition  to  this  statistical  coordination  of  production  and  market¬ 
ing,  business  men  can  control  business  by  attempting  to  control  costs  and 
efficiency.  A  proper  use  of  modern  cost  accounting  makes  possible  in¬ 
formation  on  the  rate  at  which  unit  costs  of  production  are  increasing 
and  on  the  exact  factor  in  production  which  is  responsible  for  the  in¬ 
crease.  Upon  knowledge  of  cost  trends  may  be  built  policies  of  labor 
administration,  scientific  management,  industrial  engineering,  and  tech¬ 
nical  research.  Proper  use  of  cost  accounting  data  helps  to  avert  that 
general  encroachment  of  costs  upon  profits  which,  as  previous  analysis 
has  abundantly  emphasized,  is  the  very  heai't  and  center  of  business 
oscillations. 

A  study  of  control  by  individual  producers  further  leads  to  the 
separation  of  one  particular  branch  of  production — the  construction  of 
buildings,  plant,  equipment,  and  producers’  goods — from  the  general 
mass  of  production.  The  tendency  has  always  been  to  bunch  new  con¬ 
struction  and  making  of  new  industrial  equipment  into  the  period  of 
active  boom,  with  a  resulting  over-extension  of  capital  equipment  at 
the  very  time  when  prosperity  is  almost  at  an  end  and  when  therefore 
the  new  capital  equipment  constitutes  an  enormous  overhead  burden  on 
industry.  The  capital  in  this  case  is  purchased  at  top-notch  prices  and 
construction  is  carried  on  at  the  time  of  maximum  costs  of  labor,  ma¬ 
terials,  and  loans.  It  is  proposed  that  this  policy  of  the  past  be  modified. 
Business  may  build  up  reserves  during  prosperous  years  to  be  spent  in 
construction  later  on  when  other  business  is  dull.  Laying  out  extensions 
of  plant  and  equipment  ahead  of  immediate  requirements  with  the  in¬ 
tention  of  carrying  them  out  during  slack  times  and  low  prices,  would 
go  far  toward  stabilizing  construction  industries.  Private  profit,  from 
the  long  view  rather  than  the  short,  stands  to  be  attained  by  this  shift¬ 
ing  of  some  part  of  the  construction  now  done  during  booms  into  the 
subsequent  depressions.  Stabilizing  construction  and  manufacture  of 
industrial  equipment  is  a  necessary  step  toward  stabilizing  business  in 
general. 

(4)  The  Long  Range  Planning  of  Public  Works.  If  private  con¬ 
struction  can  be  levelled  out,  public  construction  can  also  be  levelled 
out.  The  proposal  is  to  hold  back  government  construction  during  busi¬ 
ness  boom  and  let  it  out  during  business  dullness.  In  the  past,  munici¬ 
palities  have  followed  such  a  plan  more  extensively  than  either  State  or 
Federal  Governments,  but  there  is  no  economic  reason  why  the  latter 
should  not  adopt  the  same  course  of  action.  Bowley  has  estimated  that 
if  England  for  ten  years  would  set  aside  as  reserves  between  3  and  4 
per  cent  of  the  ordinary  appropriations  for  public  works,  the  amount 
would  be  sufficient  to  relieve  unemployment  and  stimulate  new  business 
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activity  when  private  industry  was  in  the  depths  of  depression.17  Otto 
T.  Mallery  suggests  that  in  the  United  States,  where  annual  government 
outlays  for  building  average  about  $900,000,000,  a  reserve  fund  of  one- 
third  this  amount  should  be  set  aside  and  assigned  to  the  long  range 
program.18 

The  same  principles  are  also  applicable  to  extensions  of  plant  and 
additions  to  equipment  by  public  utilities.  The  railroads  are  particularly 
heavy  users  of  materials  for  construction  and  equipment,  and  a  policy 
of  levelling  out  railroad  construction  is  of  basic  importance. 

(5)  The  Prevention  and  Belief  of  Unemployment.  Policies  for  the 
prevention  of  unemployment  include  all  those  general  methods  of  credit, 
price,  and  business  control  which  have  previously  been  discussed.  What¬ 
ever  stabilizes  business  at  large  is  a  fundamental  step  toward  the  pre¬ 
vention  of  unemployment.  However,  since  unemployment  is  a  public 
burden  and  responsibility,  it  is  particularly  fitting  that  government 
policy  should  be  specially  aimed  at  control  of  employment.  Hence,  the 
long  range  planning  of  public  works  is  of  unusual  importance  in 
stabilizing  employment.  Further  than  this,  the  government  can  accumu¬ 
late  and  distribute  statistical  data  on  production  and  trade,  and  on  un¬ 
employment  itself,  which  business  men  in  turn  can  use  in  stabilizing 
their  own  enterprises.  Thus  the  government  can  prevent  and  relieve 
unemployment  by  the  long  range  planning  of  public  works  and  by 
statistical  information  service  to  business. 

The  chief  policy  fo.  the  relief  of  unemployment  is  unemployment 
insurance.  Trade  unions  have  in  the  past  followed  out  a  version  of  this 
plan  by  bnilding  up  funds  for  “out-of-work  benefits.”  Cooperative 
reserve  funds  built  up  jointly  by  employers  and  employees  offer  a  more 
comprehensive  plan  of  unemployment  insurance.  Scattered  individual 
experiments  of  this  kind  have  been  tried  in  the  United  States,  and  with 
a  substantial  degree  of  success,  but  in  general  such  insurance  has  not 
been  carried  as  far  in  the  United  States  as  in  many  European  countries. 
It  not  only  relieves  the  distress  of  labor,  but  aids  in  the  recovery  of  busi¬ 
ness  activity  by  putting  labor  in  possession  of  purchasing  power  to  be 
spent  in  consumers’  markets.  Moreover,  by  placing  some  of  the  burden 
and  cost  of  unemployment  on  business  men,  they  are  confronted  with 
a  strong  incentive  to  prevent  unemployment  from  occurring  in  the  first 
place. 

Moreover,  public  offices  of  employment  may  be  used  to  discover  at 
what  points  an  unsatisfied  demand  for  labor  exists,  and  at  what  points 
idleness  of  workers  seeking  jobs  exists,  so  that  the  two  may  be  brought 
together.  Such  bureaus  would  aid  in  transferring  labor  from  one  locality 
to  another  with  the  least  possible  loss  from  idleness. 

17  A.  L.  Bowley,  Report  of  the  Royal  Commission  on  the  Poor  Laws  and  Relief 
of  Distress,  1909,  Cd.  4499,  p.  1195. 

is  The  Long  Range  Planning  of  Public  Works,  in  Business  Cycles  and  Unem¬ 
ployment,  National  Bureau  of  Economic  Research,  p.  234- 
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Summary.— The  prevailing  condition  in  business  is  not  a  static 
equilibrium  or  a  perpetual  prosperity,  but  a  series  of  alternating  ups 
and  downs  of  prosperity  and  depression.  In  the  past  these  have  often 
been  considered  inevitable,  but  present  analysis  leads  to  the  reasonable 
expectation  that  a  substantial  amount  of  control  and  stabilization  can 
be  attained.  The  main  methods  of  control  are  preventive  in  character. 
They  aim  to  prevent  the  downfall  of  profits  and  prosperity,  and  to  keep 
the  fluctuations  of  business  within  limits  that  are  not  excessive  or 
wasteful. 


BIBLIOGRAPHY 

Berridge,  W.  A.,  Cycles  of  Unemployment. 

- An  Index  of  Purchasing  Power. 

Clark,  J.  M.,  The  Economics  of  Overhead  Costs,  Chapter  XIX. 

Edie,  L.  D.,  and  others,  The  Stabilization  of  Business. 

Ely,  R.  T.,  Outlines  of  Economics,  Chapter  XVIII. 

Fisher,  Irving,  The  Purchasing  Power  of  Money,  Chapters  IV-IX. 

Hansen,  A.  H.,  Cycles  of  Prosperity  and  Depression. 

Hobson,  J.  A.,  The  Economics  of  Unemployment. 

Hull,  G.  H.,  Industrial  Depressions. 

King,  W.  I.,  Employment,  Hours,  and  Earnings  in  Prosperity  and  Depression. 
Lavington,  F.,  The  Trade  Cycle. 

Lincoln,  E.  E.,  Applied  Business  Finance,  Chapter  I. 

Mitchell,  W.  C.,  Business  Cycles. 

Mitchell,  W.  C.,  and  others,  Business  Cycles  and  Unemployment. 

Moore,  H.  L.,  Economic  Cycles. 

Pigou,  A.  C.,  and  others,  Is  Unemployment  Inevitable ? 

Persons,  Warren  M.,  and  others,  The  Problem  of  Business  Forecasting. 

Review  of  Economic  Statistics,  Harvard  University  Committee  on  Economic 
Research. 

Vanderblue,  H.  B.,  Problems  in  Business  Economics. 

Veblen,  T.,  Theory  of  Business  Enterprise. 


. 


PART  VI 

INTERNATIONAL  ECONOMIC  RELATIONS 


CHAPTER  XXIX 

THE  BALANCE  OF  INTERNATIONAL  PAYMENTS 

The  Nature  of  International  Payments. — International  trade  and 
services  create  the  necessity  for  international  payments.  Each  nation 
owes  certain  sums  abroad,  and  is  owed  certain  sums  from  abroad.  The 
central  principle  of  foreign  exchange  is  the  settlement  of  the  great  bulk 
of  these  debts  by  a  cancellation  process,  without  the  shipment  of  gold 
or  silver.  Only  the  net  difference  between  a  country’s  international 
debits  and  credits  is  met  by  shipment  of  the  precious  metals. 

This  cancellation  process  is  complicated  by  the  wide  variety  of 
national  money  units, — francs,  marks,  dollars,  lire,  pounds  sterling,  and 
many  others.  A  French  debtor  must  pay  an  American  creditor  in 
dollars,  not  in  francs.  An  American  debtor  must  pay  an  English  creditor 
in  pounds,  not  in  dollars.  Between  all  the  nations,  those  who  owe 
money  must  pay,  not  in  their  home  money,  but  in  the  foreign  money 
where  payment  is  due.  Hence  the  object  of  foreign  exchange  is  the 
buying  and  selling  of  claims  to  foreign  money.  The  credit  process  has 
as  its  aim  the  exchange  of  the  money  of  the  debtor  countries  for  the 
money  of  the  creditor  countries. 

The  pre-war  explanation  of  this  process  proceeded  upon  the  assump¬ 
tion  that  the  leading  nations  of  the  world  use  the  gold  standard.  How¬ 
ever  much  foreign  moneys  might  differ  in  name  or  appearance,  never¬ 
theless  they  were  alike  in  that  the  content  of  the  money  unit  was  gold, 
and  that  all  currency  in  these  leading  countries  was  freely  convertible 
into  gold.  But  the  World  War  resulted  in  widespread  abandonment  of 
this  gold  convertibility.  The  United  States  alone  of  the  principal  nations 
retained  the  unrestricted  gold  standard.  Return  to  the  gold  basis  of 
convertibility  was  a  slow  process  for  even  the  most  favorably  situated  of 
the  European  belligerents.  Hence  the  normal  situation  for  the  post-war 
period  was  in  vital  respects  the  opposite  to  what  was  normal  in  foreign 
exchange  prior  to  1914.  The  following  discussion  deals  first  with  the 
nature  of  foreign  exchange  under  normal  conditions  when  the  gold 
standard  prevailed,  and  second,  the  modified  nature  of  exchange  under 
conditions  when  the  gold  standard  was  the  exception. 

613 


I  liter  national  Economic  Relations 


014 


Demand  and  Supply  of  Foreign  Exchange. — The  principal  medium 

of  payment  between  nations  is  the  bill  bf  Ckehfiiige.  Shell  other  credit 
instruments  as  may  be  used  are  auxiliary  to  this  chief  medium.  The 
bill  of  exchange  may  be  defined  as  an  order  by  one  party  on  a  second  to 
pay  either  to  a  third  party  or  to  the  first  party  himself.  It  is  to  be 
emphasized  that  the  form  of  the  bill  of  exchange  is  an  order  to  pay,  and 
not  a  promise  to  pay.  The  order  to  pay  may  develop  into  a  promise  to 
pay,  if  the  party  on  whom  it  is  drawn  indicates  his  “acceptance”  of  the 
order.  The  acceptor  promises  to  honor  the  order  to  pay.  The  draft  is 
synonymous  with  the  bill  of  exchange. 

The  demand  and  supply  of  foreign  exchange  is  the  demand  find 
supply  of  these  hilis  of  exchange.  They  are  the  common  credit  instru¬ 
ment  Of  international  payments.  In  principle,  foreign  bills  of  exchange 
am  identical  with  domestic  bills,  but  owing  to  the  different  money 
Systems  involved  in  foreign  payments,  the  foreign  bills  involve  im¬ 
portant  problems  which  are  distinct  and  separate. 

The  normal  commerce  and  intercourse  between  nations  constantly 
creates  for  each  country  a  supply  of  bills  of  exchange  and  a  demand  for 
hills  of  exchange.  Payments  coming  into  a  nation  by  bills  of  exchange 
'give  rise  to  supply ;  payments  going  out  by  bills  of  exchange  give  rise 
to  demand.  Since  it  is  exports  which  require  incoming  payments,  and 
imports  which  require  outgoing  payments,  it  follows  that  exports  create 
the  supply  of  bills  of  exchange  and  imports  create  the  demand.  Ex¬ 
ports  and  imports  are  used  in  the  broadest  sense  of  the  words,  to 
Include  not  only  goods,  but  capital  and  services.  Any  form  of  inter¬ 
national  transaction  which  entitles  a  nation  to  receive  payments  is 
listed  upon  the  export,  or  supply,  side  of  its  balance  of  international 
payments;  anything  which  obligates  a  nation  to  make  outgoing  pay¬ 
ments  is  listed  upon  the  import,  or  demand,  side  of  its  balance.  To 
use  the  terms  of  accountancy,  a  nation’s  credits  abroad  create  its  supply 
of  exchange ;  and  its  debits  abroad  create  its  demand  for  exchange.  The 
following  two  columns  indicate  these  important  classifications : 


Determining  Factors  of  Supply 
Include :  » 

Export  items,  visible  and  invisible. 
All  credits  of  the  nation. 

All  incoming  payments  by  bills  of  ex¬ 
change. 

All  sales  to  foreigners. 


Determining  Factors  of  Demand 
Include : 

Import  items,  visible  and  invisible. 

All  debits  of  the  nation. 

All  outgoing  payments  by  bills  of  ex¬ 
change. 

All  purchases  from  foreigners. 


The  Composition  of  the  Balance  Sheet  of  the  United  States.- — The 

significance  of  the  various  factors  in  a  balance  of  payments  is  brought 
out.  by  considering  actual  estimates  for  the  United  States  in  typical 
years*  The  estimated  balances  of  the  United  States  for  1922  and  1923 
.are  as  follows  : 1 

1  Trade  Information  Bulletins  and  215,  United  States  Department  of  Lom- 
jmeree. 
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Export.  Items 
(credits) 

(Millions 

1922 

if  Dollars) 

1923 

Visible  items  (goods) 

Exports  of  merchandise . . . 

$3,867 

$4,208 

Visible  items  (specie) 

Exports  of  silver . ; . 

63 

72 

Exports  of  gold . t . 

37 

29 

Invisible  items  (capital) 

Interest  and  dividends  received . 

476 

567 

American  securities  sold  abroad . 

328 

394 

United  States  currency  exported . 

•  •  • 

50 

Government  receipts  on  account  of  debts  of 

foreign  nations  . . . 

44 

91 

Invisible  items  (current) 

Use  of  our  ships  by  foreigners. . 

71 

65 

Services  to  foreign  tourists  . . 

60 

100 

Total  exports,  visible  and  invisible . 

$4,946 

$5,576 

Import  Items 

(debits) 

Visible  items  (goods) 

Imports  of  merchandise . s . 

$3,113 

$3,819 

Visible  items  (specie) 

Imports  of  silver . i . 

71 

74 

Imports  of  gold . , . 

275 

323 

Invisible  items  (capital) 

Interest  and  dividends  paid  out . 

125 

150 

American  purchases  of  foreign  securities . 

997 

410 

Invisible  items  (current) 

American  use  of  foreign  ships . 

64 

73 

Services  to  American  tourists . 

360 

500 

Government  payments . 

29 

19 

Immigrants’  remittances,  etc . 

400 

360 

Total  imports,  visible  and  invisible . 

$5,434 

$5,728 

Comparisons 

Excess  of  total  imports  over  exports . 

$488 

$152 

Excess  of  merchandise  exports  over  merchandise 

imports 

754 

389 

Excess  of  invisible  imports  over  invisible  exports 

996 

245 

Excess  of  specie  imports  over  specie  exports  . . . 

246 

296 

Invisible  exports,  per  cent  of  merchandise  ex- 

ports  . 

25 

30 

Invisible  imports,  per  cent  of  merchandise  im- 

ports  . 

63 

40 
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The  failure  of  total  exports  to  balance  exactly  with  total  imports 
is  due  partly  to  the  possibility  of  error  in  some  of  the  estimates  and 
partly  to  the  fact  that  the  unfunded  balances  of  foreigners  on  the  books 
of  American  bankers  and  merchants  are  not  included.  The  total  amount 
of  this  unfunded  balance  would  be  very  difficult  to  ascertain,  since  it  is 
scattered  among  the  assets  of  many  thousand  business  concerns  and  a 
great  many  banks.  As  foreign  debtors  liquidate  these  credit  accounts,  or 
substitute  bonds  for  the  short  time  obligations,  their  accounts  listed  as 
debits  on  the  balance  sheet  of  the  United  States  would  be  cancelled.  If 
these  considerations  are  allowed  for,  the  international  payments  of  the 
country  would  almost  always  show  an  even  balance. 


Period 
(fiscal  years) 

Average  Annual  Excess  of 
Merchandise  Exports 
or  Imports 

Principal  Invisible  Items  Off¬ 
setting  Merchandise 

Excess  of 
Exports 

Excess  of 
Imports 

Balance 

1789-1820 

$16,000,000 

Profits  on  our  merchant  marine 

1821-1837 

11,000,000 

Merchant  marine  and  foreign  in¬ 
vestments  in  U.  S. 

1838-1849 

$3,000,000 

Interest  payments  on  foreign  in¬ 
debtedness 

1850-1873 

64,000,000 

Heavy  borrowing  from  Europe 

1874-1895 

113,000,000 

Interest  payments  to  Europe 
Tourists’  expenditures,  immigrants’ 
remittances 

1896-1914 

487,000,000 

1915-1918 

2,497,000,000 

War  loans  to  Europe 

1919-1921 

2,980,000,000 

Foreign  investments  by  United 
States,  tourists’  expenditures,  im¬ 
migrants’  remittances 

1922-1924 

691,000,000 

Foreign  investments  by  United 
States,  tourists’  expenditures,  im¬ 
migrants’  remittances 

The  international  balance  of  payments  is  not  composed  alone  of 
merchandise  and  specie,  but  of  many  important  items  of  capital  move¬ 
ments  and  services  which  are  referred  to  as  “invisible.”  Such  factors 
as  foreign  investments,  interest  and  dividend  payments,  immigrants’  re¬ 
mittances,  tourists’  expenditures,  freight  charges  for  shipping,  commis¬ 
sions  and  fees  for  insurance  and  banking,  have  come  to  be  of  such  im¬ 
portance  that  they  dominate  the  so-called  “favorable”  or  “unfavorable” 
balance  of  trade.  It  is  impossible  to  understand  the  movement  of  our 
foreign  trade,  our  shift  since  the  war  from  a  great  debtor  to  a  great 
creditor  nation,  the  possible  development  of  foreign  markets,  the  trend 
of  exchange  rates,  the  distribution  of  gold,  or  the  trend  of  price  levels, 
unless  one  realizes  the  significance  of  “invisible  exchange.” 
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Historical  Significance  of  the  Balance  Sheet  of  the  United  States. — - 

The  history  of  the  balance  of  payments  of  the  United  States  over  more 
than  a  century  shows  that  the  invisible  items  have  constantly  been  of 
importance ;  but  that  during  the  last  two  decades  especially  they  have 
been  of  dominating  importance.  The  summary  on  page  616  suggests  the 
leading  features  of  the  balance  of  the  United  States  over  a  period  of 
years,  and  throws  the  present  status  of  the  creditor  position  of  the 
nation  into  a  clearer  perspective.  The  particular  invisible  item  singled 
out  for  mention  in  each  period  is  only  one  of  several  which  were  con¬ 
stantly  in  operation,  but  it  was  the  dominating  one  for  each  respective 
period. 

Although  the  predominating  influences  have  varied  from  period  to 
period,  nevertheless  the  invisible  capital  imports  have  had  more  influence 
than  any  other  single  factor  in  shaping  the  nature  and  amount  of  our 
trade  balance.  Down  to  1874,  with  an  exception  for  the  brief  period 
from  1838  to  1848,  an  unfavorable  merchandise  balance  was  offset  by 
invisible  exports  in  the  form  of  earnings  of  the  merchant  marine  and  of 
foreign  investments  in  the  United  States.  The  year  1874  marks  the 
approximate  turning  point  to  a  favorable  merchandise  balance.  Since 
that  date,  merchandise  exports  have  usually  exceeded  imports,  and  since 
1893  not  a  single  year  has  failed  to  show  a  favorable  balance  of  mer¬ 
chandise.  At  first  this  favorable  balance  represented  our  effort  to  pay 
in  goods  the  growing  interest  charges  on  foreign  capital  invested  in 
earlier  periods.  There  has  been  added  to  these  annual  interest  payments, 
especially  since  the  late  nineties,  the  remittances  of  immigrants  and  the 
expenditures  of  tourists  abroad.  Up  to  the  World  War  the  United 
States  ranked  as  a  great  debtor  nation,  and  the  heavy  export  of  goods 
chiefly  signified  the  effort  of  the  nation  to  accumulate  credits  which, 
would  cancel  invisible  debits. 

A  second  turning  point,  of  even  greater  significance  than  1874,  oc¬ 
curred  in  the  period  of  the  World  War.  The  traditional  debtor  nation 
became  a  leading  creditor  nation.  The  United  States  bought  back  the 
major  part  of  the  securities  held  by  foreigners,  advanced  enormous  war 
loans  to  Europe,  and  invested  heavily  during  the  post-war  period  in 
European  securities.  As  a  creditor  nation,  heavy  net  interest  payments 
are  annually  due  the  United  States.  Such  payments  increase  greatly 
our  invisible  exports.  They  swell  the  nation’s  credits.  To  offset  them, 
the  United  States  may  accumulate  debits  by  expanding  its  imports  of 
merchandise  and  by  expanding  its  invisible  imports.  The  latter  possi¬ 
bility  is  practically  limited  to  the  new  investment  annually  by  Ameri¬ 
cans  in  foreign  stocks  and  bonds.  The  former  possibility,  expanding 
imports  of  merchandise,  would  require  an  unfavorable  balance  of  trade. 

The  situation  requires  a  more  definite  understanding  of  the  term 
“favorable”  as  applied  to  the  balance  of  trade.  The  word  is  one  of 
the  relics  of  mercantilism.  The  mercantilists  taught  that  an  excess  of 
merchandise  exports  over  imports  is  the  only  form  of  gain  internation- 
ally,  because  this  means  an  inflow  of  gold  and  a  store  of  specie.  This 
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obsolete  fallacy  lias  long  since  been  denounced  by  economists,  but  it 
clings  with  wonderful  tenacity  to  the  public  mind.  The  term  “favorable 
balance”  is  still  so  widely  used  in  business  circles  that  there  is  no  possi¬ 
bility  of  eliminating  it  from  usage,  but  it  must  not  be  allowed  to  imply 
that  there  is  any  national  disadvantage  in  receiving  useful  objects  from 
abroad.  There  is  nothing  inherently  favorable  in  any  true  sense  of  the 
word,  in  a  so-called  “favorable”  excess  pf  exports  or  inflow  of  specie. 
The  real  tests  of  what  is  favorable  or  unfavorable  run  much  deeper 
than  that.  We  shall  use  the  terms  “favorable”  and  “unfavorable,” 
because  they  are  in  the  business  vocabulary.  But  we  simply  mean  by 
them  an  excess  of  merchandise  exports  or  imports,  without  any  inference 
whatever  that  such  an  excess  is  for  the  good  or  harm  of  the  nation. 

The  normal  tendency  for  typical  creditor  countries,  such,  for  example, 
as  England  or  France,  has  been  to  maintain  an  excess  of  merchandise 
imports  over  exports.  The  capital-lending  nations,  in  other  words,  tend 
to  have  a  so-called  unfavorable  balance  of  merchandise  trade.  On  the 
other  hand,  the  normal  tendency  for  typical  debtor  countries,  such,  for 
example,  as  India,  Argentina,  or  Mexico,  has  been  to  maintain  an  excess 
of  merchandise  exports  over  imports.  The  capital  borrowing  nations, 
in  other  words,  tend  to  have  a  so-called  favorable  balance  of  trade.  The 
United  States,  before  the  World  War,  was  a  debtor  nation,  and  it  was 
natural  that  her  exports  of  goods  should  exceed  her  imports.  The  United 
States,  after  the  war,  finds  herself  a  leading  creditor  nation.  The  full 
force  of  her  creditor  position  will  not  be  felt  unless  and  until  interest 
payments  on  her  foreign  loans  are  actually  being  paid,  but  the  tendency 
must  inevitably  be  for  the  United  States  to  develop  a  so-called  un¬ 
favorable  balance  of  trade  in  so  far  as  interest  payments  are  finally  made 
to  the  country.  There  would  be  nothing  injurious  in  developing  an 
excess  of  imports  over  exports  under  such  circumstances.  It  would  be 
the  normal  and  natural  outcome  of  the  country’s  creditor  position. 

In  the  course  of  industrial  development,  various  countries  tend  to 
pass  from  one  stage  to  another  in  their  balance  of  trade.  A  young 
country  borrows  heavily  from  foreign  sources  as  a  means  of  getting  a 
start  in  industrial  technology.  As  its  industrial  development  progresses, 
it  becomes  more  and  more  capable  of  supplying  its  own  capital  from 
domestic  savings,  and  it  needs  to  borrow  less  and  less  new  capital  from 
abroad.  It  gradually  meets  not  only  interest  charges  on  the  old  debt 
outstanding,  but  also  certain  sums  on  account  of  the  reduction  of  the 
principal  of  the  debt.  Finally,  it  reaches  the  advanced  stage  of  develop¬ 
ment  where  it  begins  itself  to  lend  to  countries  that  are  still  in  a  back¬ 
ward  stage.  One  conspicuous  turning  point  arrives  in  this  evolution 
of  stages  when  interest  payments  made  by  the  borrowing  country  exceed 
new  borrowing.  As  long  as  the  nation’s  new  borrowings  exceed  its  in¬ 
terest  obligations,  the  normal  tendency  is  for  its  imports  of  goods  to 
exceed  its  exports.  But  when  the  point  is  reached  Avhere  interest  on  old 
debt  exceeds  new  borrowing,  the  normal  tendency  is  for  its  exports  of 
goods  to  exceed  its  imports.  The  United  States  passed  such  a  turning 
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point  in  the  year  1874  approximately.  The  United  Kingdom  passed  such 
a  point  in  the  year  1823  approximately.  Argentina  passed  such  a  point 
in  the  year  1891  approximately.  It  has  been  generally  true  that  the 
overturn  in  the  balance  of  borrowings  and  interest  payments  is  followed 
very  shortly  by  a  corresponding  overturn  in  the  balance  of  merchandise 
trade.  The  invisible  balance  of  capital  and  interest  movements  appears 
to  exert  a  dominating  influence  over  the  visible  balance  of  merchandise 
movements. 

Classes  of  Bills  and  Documents. — Bills  of  exchange  may  be  broadly 
classified  as  commercial  bills  and  bankers’  bills.  Commercial  bills  are 
those  in  which  the  maker  or  drawer,  that  is,  the  party  who  signs  the 
order  to  pay,  is  a  merchant.  The  party  against  whom  such  bills  are 
drawn  may  be  either  the  foreign  buyer  or  his  bank.  Such  bills  are  con¬ 
fined  to  shipments  of  merchandise.  When  the  buyers  and  sellers  are 
houses  of  established  reputation,  the  merchandise  need  not  be  pledged 
as  security.  Such  unsecured  commercial  bills  are  classified  as  “clean.” 
More  often,  however,  the  merchandise  must  be  definitely  pledged  as 
security,  and  such  bills,  accompanied  by  bill  of  lading,  certificate  of 
insurance,  invoice,  and  other  paper,  are  classified  as  “documentary.” 
If  marked  “documents  for  payment,”  the  buyer  of  the  goods  cannot  get 
possession  of  them  until  he  has  actually  paid  the  bill  of  exchange.  If 
marked  “documents  for  acceptance,”  as  is  usually  the  case,  the  buyer 
can  get  possession  of  the  goods  by  writing  his  acceptance  on  the  bill 
of  exchange,  thus  promising  to  make  payment  at  a  later  date.  Short 
commercial  bills  are  payable  within  thirty  days,  long  bills  usually  within 
sixty  or  ninety  days. 

Bankers’  bills  are  those  drawn  by  a  banker  in  one  country  on  a 
banker  in  another  country,  the  second  bank  usually  being  a  correspond¬ 
ent  of  the  first.  The  foreign  bank,  since  it  carries  a  balance  previously 
deposited  to  the  account  of  the  first  bank,  is  ordered  to  pay  a  sum  of 
foreign  money  to  a  designated  party.  When  immediate  payments  be¬ 
tween  countries  are  desired,  a  bank  sends  a  cable  transfer,  ordering  its 
correspondent  abroad  to  pay  out  immediately  a  specified  sum  of  money 
to  a  designated  party.  When  a  banker  sells  a  sight,  or  demand,  bill,  the 
holder  of  the  bill  sends  it  by  mail  to  his  foreign  creditor,  who  is  entitled 
to  payment  immediately  upon  presentation  to  the  named  correspondent 
bank.  The  distance  between  New  York  and  London  means  that  the  mail 
can  carry  these  bills  to  their  destination  in  about  ten  days.  Such  bills 
are  practically  bankers’  cheeks.  Time  bills  may  be  made  to  date  from 
the  day  they  are  drawn,  or  from  the  day  they  are  accepted.  If  payable 
within  a  month  from  time  of  acceptance,  they  are  short  bills ;  if  payable 
within  sixty  or  ninety  days,  or  longer,  after  acceptance,  they  are  long 
bills. 

The  differences  in  prices  offered  in  the  exchange  market  for  the 
various  grades  of  bills  rest  chiefly  upon  differences  in  credit  risk  and 
in  length  of  time  to  maturity.  Credit  risk  is  mainly  affected  by  the 
character  of  the  merchants  and  by  the  soundness  of  the  security  behind 
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the  bill.  The  time  factor  is  important  because  bills  are  usually  bought 
outright  at  a  price  which  allows  for  whatever  loss  of  interest  the  buyer 
will  experience  by  having  his  money  tied  up  in  the  bills.  The  shorter 
the  term  of  the  bill,  the  smaller  the  loss  of  interest  due  to  delay,  and 
the  higher  the  price  of  the  bill.  The  element  of  credit  risk  is  felt 
chiefly  with  commercial  bills.  Where  the  merchants’  names  command 
international  confidence,  or  where  the  merchandise  under  “documents 
for  acceptance”  is  non-perishable,  the  risk  is  slight,  and  the  prices  of 
bills  relatively  high.  The  price  of  cable  transfers  is  relatively  high  be¬ 
cause  payment  is  immediate  and  involves  no  loss  of  interest  due  to 
delay.  Demand  drafts  are  cheaper  by  an  amount  corresponding  to  about 
ten  days’  interest.  Short  and  long  drafts  are  cheaper  by  an  amount 
corresponding  to  interest  for  thirty,  sixty,  or  ninety  days,  as  the  case 
may  be.  Credit  risk  and  the  time  factor  are  thus  the  main  elements 
affecting  relative  prices  of  bills.  Bankers’  demand  drafts  are  usually 
the  governing  or  basic  rates  of  the  market.  Other  rates  are  figured  with 
reference  to  these  fundamental  rates. 

Methods  of  Financing  Foreign  Payments. — There  are  several 
methods  of  effecting  the  transfer  of  payments  between  countries.  For 
purposes  of  convenience,  we  may  classify  them  from  the  standpoint 
of  whether  the  initiative  in  payment  is  taken  by  the  exporter  or  by  the 
importer.  First,  if  the  exporter  takes  the  initiative,  he  may  draw  a 
bill  of  exchange  on  the  foreign  importer,  and  request  his  bank  to  collect 
through  its  foreign  correspondent.  The  bank  in  this  case  acts  only  as 
a  collecting  agent,  and  the  exporter  does  not  receive  payment  until 
funds  have  been  received  from  the  debtor.  By  this  method,  the  burden 
and  risk  of  financing  fall  very  heavily  upon  the  individual  exporter,  and 
consequently  the  method  is  not  held  in  wide  favor*.  Second,  the  exporter 
may  draw  his  draft  on  the  importer,  sell  it  to  his  bank,  and  let  the  bank 
collect  through  its  foreign  correspondent.  The  exporter  has  his  cash 
immediately,  but  if  the  importer  should  fail  to  pay,  the  bank  would 
come  back  to  the  exporter  and  hold  him  liable.  The  method  is  used, 
therefore,  only  when  the  importer’s  high  reputation  assures  the  exporter 
that  there  will  be  no  failure  to  pay.  Leading  English  merchants  are  of 
this  type,  and  shipments  to  them  are  very  widely  financed  in  this  way. 
The  exporter  may  draw  his  draft  on  the  importer,  and  secure  cash  on 
the  draft  at  his  bank  up  to  70  or  80  per  cent  of  face  value.  The  balance 
is  secured  at  the  maturity  of  the  draft.  This  method  is  used  when  the 
security  and  soundness  of  the  credit  are  not  beyond  question.  Fourth, 
the  exporter  may  extend  open  book  credits  to  the  buyer.  This  practice 
is  not  infrequent  in  shipments  from  the  United  States  to  Latin  American 
countries.  The  weakness  of  the  method  is  that  it  places  too  great  a  risk 
upon  the  exporter.  Fifth,  when  foreign  buyers  are  anxious  to  obtain 
goods,  the  exporter  may  require  them  to  send  cash  with  order. 

There  are  other  methods  of  financing  trade,  in  which  the  initiative 
rests  with  the  importer.  First,  the  importer  may  supply  the  exporter 
with  a  commercial  letter  of  credit.  This  letter,  issued  by  the  importer’s 
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bank,  authorizes  the  exporter  to  draw  his  draft  on  the  bank  itself  or  its 
foreign  correspondent.  The  exporter  can  then  get  payment  immediately 
by  taking  the  letter  of  credit,  together  with  his  draft,  to  his  local  bank. 
If  this  bank  forwards  the  draft  to  the  bank  which  issued  the  letter  of 
credit,  and  the  latter  bank  writes  “accepted”  on  the  draft,  it  then  be¬ 
comes  a  bankers’  acceptance,  and  is  the  direct  obligation  of  the  accepting 
bank.  The  credit  risk  is  shifted  from  the  shoulders  of  the  exporter  to 
the  shoulders  of  the  bankers.  The  importer  benefits  because  he  can 
usually  obtain  the  goods  promptly,  but  does  not  have  to  pay  for  them 
until  the  maturity  of  the  draft.  Because  of  this  effective  substitution  of 
bank  credit  for  personal  credit,  the  commercial  letter  of  credit  is  in  wide 
use  and  is  a  most  important  feature  of  foreign  financing.  Second,  an 
“authority  to  purchase”  is  the  chief  factor  in  financing  American  ex¬ 
ports  to  the  Far  East.  Outside  this  field  its  use  is  negligible.  The  im¬ 
porter  in  the  Orient  makes  an  arrangement  with  his  local  bank,  whereby 
it  instructs  a  bank  in  the  United  States  to  buy  the  exporter’s  draft. 
The  bank  in  the  United  States  notifies  the  exporter  that  it  has  been 
authorized  to  buy  his  draft.  The  draft  is  drawn  on  the  importer,  not 
on  the  bank.  The  exporter  is  safe  in  shipping  the  goods  because  he 
has  an  “advice  of  authority  to  draw”  the  draft,  which  assures  him 
that  an  American  bank  will  buy  the  draft  when  drawn.  The  draft  is 
assured  of  a  sale,  and  the  exporter  receives  immediate  payment.  Such 
drafts  are  usually  on  time,  sixty  to  one  hundred  and  twenty  days,  and 
are  payable  in  dollars.  Third,  the  impoi’ter  may  buy  a  banker’s  draft, 
drawn  by  his  own  bank  on  a  foreign  correspondent,  ordering  the  cor¬ 
respondent  to  pay  the  creditor  in  that  country.  The  importer  sends  the 
draft  to  the  exporter,  who  receives  payment  upon  presentation  at  the 
bank.  The  draft  commands  the  highest  confidence,  because  it  is  a 
banker’s  order.  The  most  frequent  use  of  the  banker’s  draft  is  to 
remit  in  purely  financial  transactions  such  as  foreign  loans  or  invest¬ 
ments. 

The  Exchange  Markets. — Before  the  World  War,  London  was  the 
leading  exchange  market  of  the  world.  A  very  large  part  of  strictly 
non-British  trade  was  financed  by  drafts  payable  in  pounds  sterling. 
There  were  other  cities,  such  as  Paris  or  Berlin,  which  financed  trade 
engaged  in  by  their  respective  countries,  but  neither  Paris  nor  Berlin 
was  of  any  importance  as  a  financial  center  for  non-French  or  non- 
German  trade.  The  trade  of  the  United  States,  instead  of  being  financed 
by  dollar  drafts  was  usually  financed  by  sterling  drafts,  and  handled 
through  London  banks.  The  war  effected  some  important  changes  in 
foreign  exchange  markets.  It  brought  about  a  wide  development  of 
the  New  York  market,  and  although  it  appears  that  London  is  still  a 
leading  market  of  the  world  for  bills  of  exchange,  nevertheless  the  New 
York  market  has  been  firmly  established.  New  York  banks  are  able  to 
finance  the  larger  part  of  the  trade  of  the  United  States  with  other 
nations,  and  the  resort  to  London  banks  is  now  a  secondary  method 
rather  than  primary.  Exjmrts  from  the  United  States  to  Latin  America 
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and  the  Far  East  are  almost  entirely  financed  through  the  New  York 
market. 

The  possible  future  rivalry  for  supremacy  between  New  York  and 
London  is  a  debated  question,  and  prophecy  upon  the  question  is  not 
called  for  in  this  treatment  of  the  subject.  Instead  of  prophecy,  we 
require  a  knowledge  of  some  of  the  factors  which  give  strength  and 
development  to  an  exchange  market.  We  need  an  examination  of  forces 
which  tend  to  expand  the  activities  of  a  foreign  banking  center.  First, 
bank  organization  for  the  specific  purpose  of  foreign  financing  is  neces¬ 
sary.  English  banks  have  covered  the  entire  world  with  a  vast  net¬ 
work  of  branch  banks  and  correspondent  banks,  and  all  important  for¬ 
eign  banks  have  correspondent  connections  in  England.  The  United 
States  before  the  War  was  limited  in  its  foreign  correspondents,  and 
had  very  few  branch  banks  abroad.  National  banks  were  forbidden  by 
law  to  establish  foreign  branches.  The  Federal  Reserve  Act  legalized 
branches  of  national  banks  for  foreign  financing,  authorized  foreign 
branches  of  the  Federal  Reserve  banks,  and,  with  amendments,  author¬ 
ized  the  organization  of  banks  for  the  exclusive  purpose  of  foreign 
banking.  Bankers  have  taken  advantage  of  the  opportunities  created 
by  the  Federal  Reserve  provisions,  and  the  branch  organizations  abroad 
have  been  greatly  expanded.  The  branches  radiating  from  New  York 
are  not,  however,  nearly  so  numerous  or  comprehensive  as  those  radiating 
from  London.  In  so  far  as  bank  organization  gives  strength  to  foreign 
financing,  New  York  has  made  rapid  progress  and  gives  every  evidence 
of  continued  growth  and  expansion. 

Second,  a  discount  market  is  essential.  After  the  banks  have  accepted 
drafts  drawn  on  them,  the  task  remains  to  find  an  investor  who  wishes 
to  advance  the  funds  desired  by  the  exporter.  The  acceptances  must 
find  buyers.  London  supremacy  in  foreign  exchange  has  rested  upon 
the  tremendous  power  of  English  investors  to  buy  the  bills  offered  for 
discount  in  the  market.  The  English  banks  have  bought  heavily  on 
their  own  account,  and  have  considered  foreign  bills  as  ideal  liquid 
reserves.  Private  bill  brokers  and  discount  houses  have  developed  highly 
efficient  middleman  machinery  for  distribution  of  bills  to  banks,  cor¬ 
porations  and  private  buyers.  The  Bank  of  England  has  rediscounted 
liberally  foreign  exchange  paper.  The  United  States  has  developed  an 
open  discount  market  of  importance  since  1914,  although  it  is  not  yet 
equal  in  buying  power  to  the  London  market.  The  Federal  Reserve 
banks  have  bought  foreign  bills  for  their  earning  assets.  The  national 
banks  have  gone  through  an  educational  campaign  encouraging  the  buy¬ 
ing  of  bankers’  acceptances,  and  the  growth  of  bank  purchases  has  been 
material.  Brokers  and  discount  houses  have  expanded  their  activities. 
There  is  now  a  true  open  market  for  foreign  bills  in  the  United  States, 
and  the  possibility  of  larger  importance  for  New  York  as  an  exchange 
market  depends  largely  upon  continued  progress  in  this  direction.  Third, 
the  maintenance  of  a  free  gold  market,  where  the  standard  money  can 
be  bought  and  sold  without  restriction,  is  important  in  building  up  an 
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exchange  market.  Before  the  War,  England  enjoyed  the  reputation  of 
being  the  world’s  leading  free  gold  market.  The  interference  with  the 
gold  standard  during  the  war  and  the  depreciation  of  English  money 
by  inflation  of  the  currency,  undermined  this  particular  point  of  English 
prestige.  New  York  acquired  unquestioned  supremacy  in  this  respect, 
and  enjoyed  this  distinct  advantage  in  rivalry  with  London.  With 
England’s  return  to  the  gold  standard  in  1925,  London  will  doubtless 
recover  much  of  its  prestige  as  a  gold  market. 

Fourth,  rates  of  discount  must  be  low  and  stable.  The  English 
banks  have  been  able  to  excel  in  quoting  low  discount  rates  and  stable 
rates.  This  power  is  an  index  of  the  perfection  of  the  discount  market 
and  of  banking  organization.  Until  New  York  banks  are  able  to  compete 
more  effectively  in  these  respects,  they  must  be  at  a  marked  disadvantage 
in  exchange  dealings.  Finally,  the  glorious  tradition  of  world  supremacy 
which  attaches  to  the  London  market  is  a  powerful  factor.  The  New 
York  market  is  a  newcomer,  an  interloper  in  the  field,  and  will  require 
many  years  to  establish  the  same  traditions  which  London  enjoys.  Con¬ 
sidering  the  several  factors  of  rivalry,  we  may  conclude  that  New  York 
has  made  sound  foundations  for  continued  progress  and  growth,  and 
whether  or  not  she  some  day  surpasses  the  London  market,  she  at  least 
gives  every  evidence  of  carrying  a  substantial  part  of  the  world’s  foreign 
financing  and  of  playing  a  highly  important  role  as  a  center  of  foreign 
banking. 

Correspondent  Banks  and  Foreign  Deposits. — As  a  means  of  effect¬ 
ing  the  transfer  of  funds  between  countries,  banks  maintain  deposit 
accounts  with  their  correspondent  banks  abroad.  For  example,  a  New 
York  bank  makes  and  collects  payments  in  England  by  tearing  down 
and  building  up  its  deposits  with  its  London  correspondent.  New  York 
banks  build  up  their  London  deposits  by  buying  exporters’  drafts  drawn 
on  foreigners.  When  the  New  York  bank,  having  purchased  drafts  on 
English  importers,  forwards  the  drafts  to  its  London  correspondent  for 
collection,  the  payments  collected  are  deposited  with  the  correspondent 
bank  in  England.  This  collection  builds  up  London  deposits.  Con¬ 
versely,  when  the  New  York  bank,  having  sold  drafts  to  American  im¬ 
porters,  orders  its  London  correspondent  to  make  payments  to  English 
sellers,  the  payments  are  made  out  of  the  deposits  of  the  correspondent 
bank.  This  payment  reduces  by  so  much  the  London  deposits.  Conse¬ 
quently,  the  home  bank’s  purchases  of  exchange  from  exporters  build 
up  its  balance  on  deposit  with  its  foreign  correspondent;  and  the  home 
bank’s  sales  of  exchange  tear  down  that  foreign  balance.  To  maintain 
such  foreign  balances  on  deposit  at  a  normal  amount,  it  is  only  necessary 
to  keep  the  bank’s  purchases  and  sales  of  exchange  at  a  substantial 
equality  from  day  to  day.  Sales  offset  purchases,  and  remittances  to 
creditors  offset  collections  from  debtors.  The  process  utilizes  chiefly  a 
bookkeeping  transfer  of  credit  accounts  between  banks  and  their  foreign 
correspondents.  Gold  need  not  be  shipped  except  on  occasions  when  sales 
and  purchases  of  exchange  are  unequal.  Correspondent  connections 
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make  possible,  also,  many  auxiliary  banking  services,  such  as  the  inter¬ 
change  of  credit  information,  or  the  negotiation  of  acceptances.  The 
network  of  correspondence  connections  is  indispensable  to  effective  for¬ 
eign  exchange  banking. 

The  World  Balance. — The  balance  of  payments  of  the  United  States 
consists,  not  of  accounts  with  any  single  foreign  nation,  but  of  the  sum 
total  of  accounts  with  all  foreign  nations.  Some  nations  will  have  a 
so-called  “favorable”  individual  balance  with  the  United  States,  others 
an  “unfavorable”  balance.  But  the  foreign  exchange  market  will  be 
governed  by  the  total  balance  of  payments  between  the  United  States 
and  the  rest  of  the  world. 

Triangular  exchange  is  a  common  method  of  clearing  of  accounts 
between  more  than  two  nations.  In  account  with  some  nations,  the 
United  States  has  larger  import  than  export  items.  As  against  this  net 
debt  due  such  nations,  the  United  States  has  a  net  credit  with  certain 
other  nations  where  her  import  items  are  smaller  than  the  export.  The 
first  class  of  nations  receive  payment  in  the  form  of  drafts  drawn  on  the 
credits  which  the  United  States  holds  in  the  second  class  of  nations.  For 
example,  it  has  been  common  for  the  import  items  of  the  United  States 
to  exceed  the  export  with  various  South  American  countries.  But  at 
the  same  time,  with  various  European  countries  the  United  States  has 
an  excess  of  export  items.  The  European  excess  of  export  items  in 
large  measure  cancels  the  South  American  excess  of  import  items.  Thus 
the  net  debt  of  the  United  States  to  a  South  American  country  does  not 
require  shipment  of  gold,  but  may  be  settled  by  a  New  York  draft  on 
surplus  deposits  with  London  correspondent  banks.  The  excess  of  credit 
deposits  at  one  point  thereby  serves  to  wipe  out  the  excess  of  debts  at 
another  point.  By  such  methods,  although  there  is  usually  an  excess  of 
either  export  or  import  items  as  between  the  United  States  and  any 
other  nation  taken  singly,  nevertheless  after  accounts  are  evened  with 
all  nations,  the  outflow  and  inflow  of  credit  payments  are  nearly 
equalized. 

It  will  be  noticed,  further,  that  the  South  American  countries  have 
a  distinct  need  for  the  drafts  on  London  credits.  This  need  arises  be¬ 
cause  in  typical  years,  England  exports  more  to  South  America  than 
she  imports  from  South  America.  The  net  account  leaves  South  America 
in  debt  to  London.  The  debt  to  London  is  offset  by  the  South  American 
credits  in  New  York.  In  effect,  we  instruct  Great  Britain,  which  is  our 
debtor  and  South  America’s  creditor,  that  for  the  pound  sterling  which 
she  owes  us,  she  shall  make  payment  of  pound  sterling  to  South  America. 
We  cancel  English  debts  to  us,  by  having  England  pay  our  debts  to 
South  America.  England  cancels  her  unfavorable  balance  with  us  by 
settling  our  unfavorable  balance  with  South  America.  South  America 
collects  her  favorable  balance  with  the  United  States  by  cancelling  her 
unfavorable  balance  with  England.  Thus,  clearings  of  favorable  and 
unfavorable  balances,  involving  three  or  more  countries,  may  take  place 
through  the  exchange  centers,  with  a  minimum  shipment  of  specie. 
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In  addition  to  triangular  exchange  as  an  agency  for  regulating  the 
world  exchange  market,  arbitrage  operations  are  important.  Arbitrage 
has  the  effect  of  maintaining  between  the  various  nations  at  any  one  time 
an  approximate  uniformity  of  market  rates  of  exchange.  It  prevents 
rates  in  one  country  from  getting  out  of  line  with  rates  in  other  countries. 
It  keeps  the  rates  in  different  markets  at  the  same  time  at  a  common 
level.  Arbitrage  is  simultaneously  buying  exchange  in  countries  where 
it  is  cheap  and  selling  it  in  countries  where  it  is  dear.  Under  normal 
conditions,  differences  in  prices  of  exchange  between  countries  cannot 
persist  long  in  the  face  of  this  constant  readjustment  of  supply  and 
demand  to  the  price  of  exchange.  Such  operations  depend  upon  the 
quick  communication  supplied  by  cable,  telegraph,  telephone  and  wire¬ 
less.  The  arbitrage  principle  is  applied  also  to  levelling  out  differences 
in  prices  between  countries  of  any  articles  for  which  there  is  an  inter¬ 
national  market,  such  as  stocks  and  bonds,  gold,  and  certain  commodities. 

Par  of  Exchange  Under  the  Gold  Standard. — Between  countries 
whose  currencies  are  on  the  gold  standard,  the  par  of  exchange  is  the 
mint  par.  The  mint  par  between  the  United  States  and  England  is 
$4.8665,  since  the  pound  sterling  contains  4.8665  times  as  much  gold 
as  the  American  dollar.  As  quoted  in  the  New  York  market,  the  mint 
par  with  any  country  is  the  value  in  dollars  of  the  gold  money  unit  of 
that  country.  This  value  in  dollars  measures  the  ratio  between  the 
weights  of  pure  gold  in  the  coins  of  the  two  countries.  The  mint  pars 
between  the  United  States  and  some  of  the  leading  countries  are  as 
follows : 


Country 

Monetary  Unit 

Mint  Par  in  Dollars 

Brazil  . 

Milreis 

$0.5462  (paper  par,  .3244) 
1.0000 

Canada  . 

Dollar 

France  . 

Franc 

.1930 

Germany  . 

Mark 

.2382  (pre-war  gold  mark 
or  new  reichsmark) 

4.8665 

Grpflt  Britain  . 

Pound  Sterling 

Italy  . 

Lira 

.1930 

Japan  . 

Yen 

.4985 

Russia  . 

Ruble 

.5146  (pre-war  gold  ruble) 
5.146  (post-war  unit) 

Chervonetz 

Actual  exchange  rates  are  above  or  below  par  a  great  deal  of  the 
time,  and  the  fluctuations  in  normal  times  reflect  the  forces  affecting 
the  demand  for  and  supply  of  bills  of  exchange.  Heavy  export  items, 
visible  or  invisible,  from  the  United  States,  by  creating  a  large  supply 
of  bills  of  exchange,  tend  to  depress  the  actual  rate  below  par.  Con¬ 
versely,  heavy  import  items,  by  creating  a  strong  demand  for  bills  of 
exchange,  tend  to  raise  the  actual  rate  above  par.  Thus  supply  and 
demand  of  bills  of  exchange  shape  the  rate  in  much  the  same  way  as 
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supply  and  demand  shape  the  price  of  wheat  or  any  tangible  commodity 
in  the  market.  The  fluctuations  in  exchange  rates  take  place  within  the 
limits  known  as  the  “gold  points’’  or  “specie  points.”  These  limits 
are  set  by  the  cost  of  shipping  gold  between  countries.  The  cost  is  made 
up  mainly  of  freight,  insurance  and  interest  items,  and  varies  when  any 
of  these  items  vary.  Prior  to  1914,  this  cost  was  about  two  or  two  and 
one-half  cents  per  sovereign  for  shipments  between  the  United  States  and 
England,  or  about  one-half  of  one  per  cent  of  the  value  of  the  gold. 
The  cost  has  undergone  fluctuations  under  the  abnormal  conditions  since 
1914,  and  has  been  at  times  more  than  five  cents  per  sovereign.  Under 
normal  gold  standard  conditions,  the  price  of  sterling  exchange  would 
not  fall  much  below  $4.84  because  it  would  be  cheaper  to  import  gold 
to  New  York  than  to  pay  debts  by  the  use  of  bills  of  exchange  at  so  low 
a  rate.  Nor  would  sterling  rise  much  above  $4.89  because  it  would  be 
cheaper  for  New  York  to  export  gold  than  to  pay  debts  abroad  by  the 
use  of  bills  of  exchange  at  so  high  a  rate.  The  actual  rates  of  exchange 
will  not  go  above  or  below  par  by  much  more  than  these  gold  export  and 
import  points,  unless  there  is  some  unusual  restriction  upon  the  free 
movement  of  gold  between  countries. 

It  is  important  to  have  clearly  in  mind  the  inverse  relationship  be¬ 
tween  export  of  gold  and  export  of  goods.  Heavy  exports  of  goods 
tend  to  cause  imports  of  gold.  Heavy  imports  of  goods  tend  to  cause 
exports  of  gold.  Consequently,  if  a  nation,  such,  as  the  United  States 
after  the  war,  has  an  excess  of  gold,  the  only  effective  means  to  get  rid 
of  it  is  to  increase  visible  and  invisible  items  of  imports  and  to  restrict 
items  of  exports.  A  so-called  “favorable”  balance  of  payments  induces 
gold  imports;  an  “unfavorable”  balance  is  necessary  to  induce  gold 
exports. 

Automatic  Correctives  of  Wide  International  Differences. — When 
countries  are  on  the  unrestricted  gold  standard,  a  relationship  of  inter¬ 
national  equilibrium  in  exchange  rates,  interest  rates,  price  levels,  gold 
supply,  and  movements  of  merchandise,  tends  to  be  maintained.  Wide 
divergencies  from  this  equilibrium  set  in  motion  automatic  correctives. 
These  correctives  are  not  to  be  viewed  as  quick  and  arbitrary  remedies 
for  each  deviation  from  the  normal,  but  as  broad  tendencies  which  work 
in  the  long  run  toward  an  approximate  financial  equilibrium.  In  any 
particular  case,  the  actual  effect  of  any  one  corrective  influence  depends 
upon  the  entire  combination  of  other  counter  and  parallel  influences 
obtaining  at  the  same  time.  Each  new  international  situation  must  be 
analyzed  with  a  view  to  discovering  the  unique  and  unprecedented  pro¬ 
portion  in  which  corrective  and  counter  influences  are  then  combined. 

First,  automatic  correctives  of  excessive  rate  fluctuations  are  in  opera¬ 
tion.  High  exchange  rates  tend  to  set  in  motion  influences  which  bring 
the  rates  down  toward  par.  When  rates  reach  the  gold  export  point, 
the  outflow  of  gold  diminishes  bank  reserves  and  reduces  the  quantity 
of  money  and  bank  credit.  According  to  the  quantity  theory,  such  a 
reduction  in  the  quantity  of  money  and  credit  will  tend  to  reduce  the 
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price  level  of  the  country.  The  lower  price  level  means  that  goods  are 
cheaper.  Exports  of  goods  will,  therefore,  be  stimulated  and  imports 
depressed.  Since  it  is  exports  which  create  supply  of  exchange,  heavy 
exports  throw  a  large  supply  of  bills  of  exchange  upon  the  market  rela¬ 
tive  to  demand,  and  depress  the  rate  of  exchange.  The  successive  cause 
and  effect  steps  are,  therefore,  high  rates,  gold  exports,  lowered  price 
level,  cheaper  goods,  heavy  merchandise  exports,  increased  supply  of 
hills  of  exchange,  decreased  rates  of  exchange.  A  parallel  process  is 
going  on  at  the  same  time.  The  high  rates  at  the  start  are  equivalent 
to  a  rise  in  the  cost  to  Americans  of  foreign  goods.  Americans  have  to 
pay  more  for  the  foreign  money  wherewith  to  settle  for  their  imports, 
and  this  amounts  to  the  same  thing  as  a  rise  in  the  price  of  imports. 
High  costs  decrease  American  imports.  Since  imports  give  rise  to 
demand  for  bills  of  exchange,  fewer  imports  mean  less  demand  for 
exchange,  and  less  demand  tends  to  bring  the  rates  of  exchange  down. 
The  readjustment  of  all  factors  prevents  rates  from  rising  too  high,  and 
keeps  them  within  close  range  of  the  mint  par. 

Second,  automatic  correctives  of  abnormal  excesses  of  exports  or 
imports  are  in  operation.  If  a  country’s  exports,  visible  and  invisible, 
become  seriously  in  excess  of  imports,  certain  influences  are  generated 
which  check  the  maladjustment.  The  excess  of  export  items  will  so  in¬ 
crease  the  supply  of  exchange  as  to  depress  the  rate  below  the  gold  import 
point.  Gold  imports  will  increase  bank  reserves  and  consequently  bank 
credit,  and  the  increased  quantity  of  medium  of  exchange  will  tend  to 
raise  the  price  level.  The  high  price  level  combined  with  the  low  rate  of 
exchange  will  attract  foreign  goods  and  increase  the  country’s  imports. 
Goods  will  tend  to  flow  where  they  are  worth  the  most.  The  original 
maladjustment  is  corrected  by  the  new  tendency  for  imports  to  expand 
relative  to  exports. 

Third,  automatic  correctives  of  abnormal  price  levels  are  in  operation. 
If  a  country’s  price  level  becomes  high  relative  to  the  level  of  other 
parts  of  the  world,  forces  are  initiated  to  bring  it  back  to  the  approximate 
world  level.  High  prices  attract  goods  and  so  increase  imports  relative 
to  exports.  Heavy  imports  intensify  the  demand  for  bills  of  exchange, 
and  when  the  rate  reaches  the  gold  export  point,  gold  flows  out  of  the 
country.  This  depletes  bank  reserves  and  contracts  credit,  and  the 
reduction  in  the  quantity  of  the  medium  of  exchange  tends  to  reduce  the 
price  level.  The  original  high  price  level  so  affects  the  quantity  of 
money  as  to  work  towards  a  lowering  of  the  price  level.  By  this  means 
the  purchasing  power  of  an  ounce  of  gold  tends  to  be  equalized  among 
the  nations.  The  freer  the  movements  of  gold  and  the  freer  the  inter¬ 
national  market  for  goods,  the  more  nearly  will  this  equalizing  result 
be  attained.  In  actual  fact,  even  under  the  gold  standard,  there  are 
at  times  marked  deviations  from  an  exact  international  level,  and  the 
forces  making  for  equilibrium  often  result  in  a  very  loose  approximation 
to  equilibrium.  The  corrective  influences  do  not  effect  an  immediate 
restoration  of  the  price  level,  but  over  a  period  of  time  are  strong  forces 
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working  toward  that  restoration.  Such  counter  influences  as  are  at  work 
simultaneously,  do  not  annul  the  existence  and  reality  of  the  corrective 
influences,  however  much  they  may  modify  or  restrain  them. 

Fourth,  automatic  correctives  of  abnormal  interest  and  discount  rates 
are  in  operation.  If  a  country’s  interest  and  discount  rates  become 
relatively  high,  certain  forces  operate  to  bring  them  down.  High  in¬ 
terest  rates  attract  loanable  funds,  whether  in  the  form  of  bank  credit 
or  of  gold.  Gold  seeks  the  investment  market  where  it  can  earn  the 
highest  interest.  Foreign  bankers  transfer  deposits  where  bank  credit 
will  earn  the  most.  The  inflow  of  funds  to  the  high  interest  country 
increases  the  supply  of  loanable  funds  relative  to  the  demand,  and 
thus  tends  to  lower  the  interest  rates  and  ease  the  money  market.  The 
original  high  interest  rates  set  in  motion  a  movement  of  loanable  funds 
such  as  to  bring  the  rates  back  into  line  with  those  of  other  countries. 

It  is  possible  for  the  Central  Bank  of  a  country  to  govern  money 
movements  by  a  deliberate  manipulation  of  its  discount  rate.  The  Bank 
of  England  may  arbitrarily  raise  its  rate  of  discount  as  a  means  of 
preventing  depletion  of  its  reserves  through  gold  exports.  The  induce¬ 
ment  for  export  of  gold  from  England  disappears  as  soon  as  the  home 
interest  rate  is  as  attractive  as  foreign  interest  rates.  This  regulation  of 
discount  rates  by  the  central  banking  administration  of  a  country  has 
been  chiefly  applicable  to  England  because  London  has  held  a  position 
of  central  importance  in  the  world  exchange  market.  But  it  has  also 
been  applied  by  other  countries,  and  the  Federal  Reserve  system  in  the 
United  States  supplies  a  means  for  use  of  the  method  when  conditions 
make  it  necessary.  In  this  case  the  deliberate  regulation  of  the  rate 
supplements  the  automatic  correctives,  in  the  sense  that  equilibrium  is 
established  by  the  arbitrary  raising  of  rates  in  the  low  interest  country, 
instead  of  waiting  for  the  automatic  lowering  of  rates  in  the  high  interest 
country. 

In  the  long  run,  movements  of  money  rates  affect  not  only  the  move¬ 
ments  of  money  from  country  to  country,  but  also  the  movements  of 
merchandise.  Prolonged  discrepancies  in  interest  rates  bring  funda¬ 
mental  changes  in  the  international  trade  in  goods.  As  the  interest 
rates  affect  the  distribution  of  money  between  nations,  and  as  the  quan¬ 
tity  of  money  in  each  nation  affects  the  price  level,  it  follows  that  prices 
of  merchandise  will  tend  to  rise  where  gold  and  funds  accumulate. 
Where  prices  are  high  goods  are  worth  the  most,  and  imports  to  the 
high  price  country  will  result.  But  this  merchandise  movement  sets 
in  operation  automatic  correctives  which  tend  to  restore  a  normal  balance 
between  exports  and  imports.  The  high  import,  by  creating  demand 
of  exchange,  pushes  the  rates  of  exchange  upward.  High  rates  of 
exchange  stimulate  exports  and  check  imports  of  goods.  Hence  interest 
rates  exercise  their  corrective  influences  not  only  through  money  move¬ 
ments,  but  through  merchandise  movements  as  well. 

Fifth,  automatic  correctives  of  abnormal  gold  movements  are  in 
operation.  Gold  flows  where  its  value  is  greatest  as  well  as  where  the 
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interest,  rate  is  highest.  When  it  enters  hank  reserves,  it  increases  the 
resources  for  credit  expansion,  eases  the  money  market,  and  lowers  the 
interest  rate.  When  it  seeks  the  country  where  its  value  is  greatest  in 
terms  of  purchasing  power,  it  is  seeking  the  country  of  low  price  level. 
As  it  increases  the  quantity  of  money  in  that  country,  it  raises  the  price 
level.  The  gold  exporting  country  tends  as  a  result  of  its  depletion 
of  money  to  lower  its  price  level  and  raise  its  interest  rate.  Thus  the 
original  inducement  to  the  export  of  gold  disappears  as  gold  becomes 
worth  more  at  home  than  abroad. 

In  the  foregoing  phenomena,  the  movements  of  gold,  goods,  and 
loanable  funds  are  of  primary  importance.  Each  factor  seeks  the 
country  where  it  is  worth  the  most.  But  as  its  supply  is  added  to  the 
receiving  country,  that  new  supply  tends  to  ease  the  market  demand. 
Price  level's,  exchange  rates,  interest  rates,  react  to  the  flow  of  gold,  goods 
and  funds.  The  interactions  of  these  factors  comprise  the  automatic 
correctives  which  tend  to  maintain  the  international  equilibrium  of  trade 
and  finance. 

Qualifications  of  Exchange  Theory. — The  main  lines  of  the  theory 
of  exchange  are  derived  from  the  doctrines  of  Ricardo  and  of  John 
Stuart  Mill.  They  were  worked  out  under  simpler  business  conditions 
than  obtain  in  the  twentieth  century.  For  example,  the  modern  struc¬ 
ture  of  bank  deposits  and  credit  was  at  the  time  largely  undeveloped. 
Cash  has  been  largely  displaced  by  credit  instruments  as  a  medium 
of  exchange.  Hence  gold  supply  affects  prices  only  indirectly,  after  it 
first  affects  the  volume  of  bank  credit.  Strict  Ricardian  theory  suggests 
that  the  quantity  of  specie  in  a  nation  exercises  a  direct  and  certain 
effect  upon  prices  and  other  factors  in  international  trade.  It  thus 
rests  upon  a  certain  degree  of  over-simplification  of  the  quantity  theory 
of  money  and  prices.  A  statistical  comparison  of  prices  and  gold  move¬ 
ments  shows  that  at  times  when  according  to  the  strict  theory  of  the 
case  prices  should  have  moved  upward,  they  have  often  either  remained 
stationary  or  actually  declined.2  Consequently,  it  is  necessary  to  repeat 
the  caution  that  not  one  force  but  many  are  in  operation  in  international 
payments,  and  that  each  new  situation  is  original  and  different  from 
any  other.  The  peculiar  and  unique  combination  of  corrective  influences 
prevailing  in  that  particular  situation  is  the  important  consideration. 
The  strength  of  each  corrective  influence  requires  measurement  and  esti¬ 
mate  in  light  of  the  distinct  conditions  then  existing.  When  the  cor¬ 
rective  influences  are  understood  in  this  manner,  they  are  indispensable 
tools  for  analysis  of  exchange  problems,  and  they  avoid  the  pitfalls 
that  would  arise  from  treating  them  as  fixed  and  independent  forces. 

Some  writers  have  maintained  that  such  qualifications  leave  the 
theory  so  indistinct  as  to  be  without  practical  value.  Moreover,  they 
have  maintained  that  the  notion  of  international  equilibrium  itself  is  a 
myth,  since  rates,  prices,  commerce,  are  always  in  movement  and  transi¬ 
tion.  These  objections  indicate  that  their  authors  expect  too  much  of 

2  I.  B.  Cross,  Domestic  and  Foreign  Exchange,  pp.  418-426. 
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the  principles  of  exchange.  These  principles  aid  in  analyzing  complex 
and  many-sided  problems  of  exchange  not  by  laying  down  hard  and 
fast  rules  but  by  serving  as  guides  to  the  chief  factors  and  underlying 
conditions  in  such  problems.  The  notion  of  equilibrium,  moreover,  does 
not  imply  a  static  and  motionless  condition  in  international  trade  and 
finance,  but  a  normal  about  which  rates,  prices  and  trade  fluctuate 
within  limits. 

Some  Fundamental  Considerations. — There  have  constantly  ap¬ 
peared,  in  the  discussion  of  international  payments,  two  vitally  im¬ 
portant  questions :  first,  what  amount  of  gold  should  a  country  have ; 
and  second,  what  ratio  is  most  favorable  between  a  nation’s  total  exports 
and  imports. 

In  analyzing  the  first  question,  the  Ricardian  theory  teaches  that  gold 
tends  automatically  to  distribute  itself  among  gold  standard  countries  in 
such  proportions  as  to  equalize  its  purchasing  power  over  commodities. 
Each  nation  therefore  needs  such  a  supply  of  gold  as  will  tend  to  main¬ 
tain  its  price  level  roughly  on  a  parity  with  the  price  level  of  other 
nations.  With  this  fact  in  mind,  it  is  easy  to  recognize  the  fallacy  of  a 
popular  notion  that  the  more  gold  a  nation  acquires,  the  more  wealthy 
and  prosperous  it  becomes.  Gold  in  excess  of  the  amount  necessary  to 
maintain  a  price  level  in  line  with  the  level  of  other  nations  is  a  positive 
danger  to  a  country,  since  it  tends  to  upset  normal  price  levels  and 
disarrange  normal  buying  and  selling  power  in  the  markets  of  the  world. 
The  country  needs  such  a  gold  supply  as  is  necessary  to  avoid  either 
inflation  or  deflation.  The  popular  fallacy  is  a  left-over  from  the  doc¬ 
trine  of  the  seventeenth  and  eighteenth  century  mercantilists  that  the 
country  which  had  the  largest  store  of  precious  metals  was  the  favored 
country,  and  although  the  doctrine  is  adequately  exploded  logically 
and  technically,  nevertheless  it  retains  a  powerful  grip  upon  the  imagina¬ 
tions  of  many  business  men,  legislators,  and  popular  leaders. 

With  regard  to  the  second  question :  What  is  the  best  ratio  between 
a  nation’s  exports  and  imports?,  mercantilist  tradition  likewise  is  widely 
found.  People  assume  that  the  United  States  can  be  prosperous  only 
by  stimulating  exports  in  every  possible  way  and  discouraging  imports 
by  tariffs  and  other  devices.  Exports  are  looked  upon  as  a  blessing; 
imports  as  a  curse.  This  popular  fallacy  overlooks  the  elementary  prin¬ 
ciple  that  every  export  must  be  paid  for  in  some  way,  and  that  the  only 
way  is  by  an  import  of  some  sort.  As  Hartley  Withers  observes,  “For 
everything  that  goes  out  something  or  other  must  come  in,  if  the  buying 
country  is  to  pay  for  what  it  receives.”3  The  visible  and  invisible 
imports  and  exports  represent  an  interchange  of  goods,  services  and 
capital.  Net  differences  may  be  met  by  shipments  of  gold,  but  the 
smaller  such  shipments  have  to  be  the  better.  Gold  shipments  do  the 
receiving  country  more  harm  than  good  after  its  specie  supply  is  suffi¬ 
cient  to  maintain  a  normal  price  level.  Consequently  the  conclusion 
is  that  the  best  ratio  between  exports  and  imports,  both  visible  and  in- 

3  Money  Changing,  p.  176. 
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visible,  is  such  an  approach  to  equality  between  the  two  as  will  reduce 
the  necessity  for  gold  shipments  to  a  minimum. 

It  is  impossible  to  determine  whether  a  balance  of  trade  is  favorable 
or  unfavorable  in  the  true  meaning  of  the  words,  merely  by  ascertain¬ 
ing  an  excess  of  exports  or  imports  of  goods.  It  is  necessary  to  take 
into  account  the  balance  of  invisible  payments.  The  combined  balances 
of  visible  and  invisible  items  will  be  such  that  total  exports  will  approxi¬ 
mately  equal  total  imports.  The  shipments  of  gold  will  be  very  small 
in  proportion  to  total  payments,  under  the  most  favorable  conditions. 
Further  analysis  is  given  to  the  factors  determining  national  advantage 
in  the  chapters  treating  foreign  trade  and  export  of  capital. 

While  the  gold  standard  was  maintained  during  the  period  before 
1914,  the  mechanism  of  foreign  exchange  operated  with  a  high  degree 
of  efficiency.  The  broad  and  fundamental  movements  of  trade,  of  gold, 
and  of  price  levels  served  as  highly  perfected  safety  valves  in  regulating 
international  intercourse.  It  was  a  splendid  illustration  of  the  im¬ 
portance  of  money  and  money  mechanism  in  regulating  the  whole 
broad  field  of  economic  life.  People  did  not  realize  how  important  inter¬ 
national  finance  had  become  until  it  was  disorganized  by  the  World 
War.  When  the  old  financial  mechanism  was  destroyed,  people  dis¬ 
covered  how  dependent  upon  it  they  had  been.  But  once  it  had  been 
destroyed,  the  task  of  regaining  it  proved  extremely  difficult.  The 
following  chapter  is  devoted  to  the  post-war  problem  of  international 
finance,  to  the  problem  of  reconstructing  the  money  mechanism  which 
alone  is  capable  of  restoring  normal  economic  life  to  the  nations  of  the 
world. 
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CHAPTER  XXX 


MONEY  AND  FOREIGN  EXCHANGE  SINCE  1914 

Except  for  the  United  States,  the  principal  commercial  countries 
were  unable  to  maintain  convertibility  of  their  currency  into  gold  under 
the  stress  and  strain  of  the  World  War.  Some  countries  were  able  to 
resume  the  gold  standard  in  the  post-war  decade,  at  the  pre-war  parity 
of  value.  Other  countries  may  be  able  to  resume  gold  convertibility  at 
a  new  and  lower  parity.  Still  others  may  be  unable  to  resume  under 
any  conditions  for  a  long  time.  And,  finally,  some  may  decide  not  to 
resume  at  all,  but  to  use  a  regulated  paper  standard.  Even  if  the  post¬ 
war  confusion  in  world  finance  and  exchange  should  prove  temporary, 
nevertheless  the  period  would  remain  a  classic  example  of  financial 
chaos  and  trouble,  and  woidd  demand  careful  examination  and  study. 
The  period  would  offer  an  excellent  opportunity  to  trace  the  laws  of 
finance,  and  to  observe  the  harmful  results  of  failure  to  understand  such 
laws.  But  there  is  every  evidence  that  the  effects  of  this  period  must 
be  much  more  than  temporary.  This  being  the  case,  it  is  necessary  to 
carry  the  principles  of  exchange  over  into  the  great  contemporary  prob¬ 
lem  of  world  finance,  and  to  make  use  of  those  principles  in  the  endeavor 
to  understand  the  new  issues  involved  in  the  present  situation. 

The  new  difficulties  facing  the  world  are  not  so  much  the  outcome 
of  new  forces  of  finance,  as  they  are  the  outcome  of  old  forces  working 
out  in  new  ways.  Normal  principles  of  international  finance  do  not 
need  to  be  displaced  by  new  principles.  On  the  contrary  they  need  to 
be  adapted  to  the  new  conditions,  and  applied  to  the  abnormal  problems. 
Consequently,  the  principles  outlined  in  the  previous  chapter  will  be 
drawn  upon  in  the  analysis  of  conditions  since  1914. 

The  Par  of  Exchange  Under  Irredeemable  Paper. — When  gold  con¬ 
vertibility  is  abandoned,  the  normal  mint  par  of  exchange  between 
countries  is  also  abandoned.  Since  the  mint  par  is  the  ratio  between 
the  weights  of  gold  in  two  money  units,  and  since  irredeemable  paper 
units  have  no  value  according  to  weight,  it  simply  becomes  meaningless 
to  speak  of  a  ratio  between  paper  money  weights.  Under  this  condition, 
some  authorities  maintain  that  there  are  no  parities  at  all.  This  rejection 
of  the  idea  of  parities  under  abnormal  exchange  would  seem,  however,  to 
be  an  extreme  interpretation.  Pars  of  exchange  do  exist,  although  their 
nature  is  somewhat  different,  and  methods  of  measuring  them  require 
modification.  For  purposes  of  clearness,  we  may  examine  these  new 
parities  by  taking  two  broad  types  of  exchange  under  irredeemable 
paper.  First,  we  may  take  exchange  between  two  countries,  one  of 
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which  is  still  using  gold  money  and  the  other  of  which  is  using  irredeem¬ 
able  paper.  The  best  illustration  is  the  relation  of  the  United  States, 
still  using  redeemable  currency,  with  various  European  countries  using 
paper  currency.  Second,  we  may  take  exchange  between  two  countries, 
both  of  which  are  using  irredeemable  paper.  The  best  illustrations  are 
the  relations  between  various  European  countries. 

(1)  The  par  of  exchange  between  the  United  States  and  a  country 
using  irredeemable  paper  may  be  measured  by  two  different  methods. 
One  method  gives  what  may  be  called  the  gold  price  par ;  the  other, 
what  may  be  called  the  purchasing  power  par. 

The  gold  price  par  of  exchange  is  the  ratio  between  the  prices 
offered  for  gold  in  the  gold  markets  of  two  countries.  In  the  United 
States,  the  price  of  gold  is  fixed  by  law  at  one  dollar  for  23.22  grains  of 
fine  gold.  In  England,  the  gold  pound  sterling  contains  4.8665  times 
this  amount  of  fine  gold,  or  113.0016  grains.  But  while  England  was  off 
the  full  gold  standard,  paper  pounds  sterling  were  not  convertible  into 
gold  sterling  at  face  value.  If  an  English  banker  wanted  to  buy  gold 
sterling,  he  had  to  go  into  the  gold  market,  and  buy  it  with  paper  cur¬ 
rency,  just  as  he  might  attempt  to  buy  in  merchandise  markets  any 
other  form  of  commodity.  The  paper  price  of  sterling  was  simply  the 
paper  price  of  113.0016  grains  of  fine  gold.  The  difference  between  the 
paper  price  of  gold  and  the  face  value  of  the  gold  unit,  is  known  as  the 
gold  premium.  Hence,  the  gold  premium  is  the  basis  for  computing  the 
par  of  exchange. 

If  the  gold  premium  in  England  was  25  per  cent,  the  paper  priee  of 
gold  sterling  was  simply  25  per  cent  above  the  face  or  mint  value  of  the 
gold  coin.  To  state  the  same  fact  the  other  way  around,  the  face  value 
of  the  gold  coin  would  be  four-fifths,  or  80  per  cent  of  the  paper  price 
of  gold.  In  that  case,  the  par  of  exchange  is  simply  20  per  cent  below 
the  old  mint  par  of  exchange,  or  20  per  cent  of  4.8665.  Sterling  ex¬ 
change  is  then  said  to  be  at  a  discount.  Consequently,  the  discount  on 
sterling  exchange  varies  with  each  change  in  the  premium  on  gold  coin. 
As  the  gold  premium  rises,  the  discount  of  exchange  falls. 

If  a  New  York  banker  desired  to  secure  a  thousand  gold  pounds 
sterling  in  London,  his  problem  was  to  find  how  many  paper  pounds 
were  necessary  to  purchase  a  thousand  gold  pounds.  If  the  premium  on 
gold  is  25  per  cent,  the  banker  will  need  to  secure  1,250  paper  pounds 
wherewith  to  obtain  1,000  gold  pounds.  But  from  his  knowledge  of  the 
old  mint  par,  he  knows  that  1,000  gold  pounds  is  the  same  in  weight 
as  4866.5  gold  dollars.  He  can  afford,  therefore,  to  give  4866.5  gold 
dollars  to  secure  1,250  paper  pounds,  and  these  paper  pounds,  in  turn, 
will  secure  1,000  gold  pounds  in  London.  If,  then,  the  New  York  banker 
buys  paper  pounds  at  the  rate  of  3.8932  dollars  each,  it  will  cost  him 
4866.5  dollars  to  secure  the  1,250  paper  pounds  wherewith  to  buy  the 
1,000  pounds  of  gold  in  London.  The  rate  of  $3.8932  will,  therefore, 
be  the  gold  price  par  of  exchange.  It  is  the  ratio  which  equalizes  the 
prices  of  gold  in  the  two  countries. 
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Several  problems  arise  in  the  use  of  this  new  par  of  exchange.  First, 
the  freedom  to  buy  and  sell  gold  in  international  markets  is  important. 
Under  war  and  post-war  conditions,  the  United  States  was  practically 
the  only  free  gold  market.  Most  other  nations  surrounded  the  move¬ 
ment  of  gold  with  embargoes  or  other  import  and  export  restrictions. 
Even  London,  which  before  the  War  was  the  leading  gold  market  of  the 
world,  did  not  reopen  the  gold  market  until  1919,  and  then  it  was  only 
a  partial  reopening.  Complete  reopening  did  not  come  until  1925. 
New  York  became  the  leading  gold  market.  In  this  situation,  the 
premium  on  gold  in  a  foreign  country  referred  fundamentally  to  the 
price  of  gold  dollars  in  terms  of  foreign  paper.  From  the  point  of 
view  of  the  United  States,  the  foreign  paper  price  of  gold  is  as  a 
matter  of  fact  stated  as  the  gold  dollar  price  of  foreign  paper.  Thus, 
New  York  exchange  rates  on  France  are  the  gold  dollar  prices  of 
depreciated  francs.  When  the  United  States  buys  foreign  exchange, 
what  it  really  seeks  to  buy  is  foreign  paper  by  offering  domestic  gold. 
When  the  United  States  sells  foreign  exchange,  what  it  really  seeks  to 
sell  is  domestic  gold  in  return  for  foreign  paper.  The  end  sought  is 
to  exchange  home  money  for  an  equal  value  of  foreign  money.  The  par 
of  exchange  is  the  rate  at  which  such  an  equal  transfer  from  United 
States  gold  to  foreign  paper  may  take  place.  The  dollar  came  to  hold 
this  international  prestige  because  the  United  States  maintained  gold 
convertibility  and  became  the  leading  free  gold  market  of  the  world. 

A  second  problem  arises  from  the  fact  that  the  gold  price  par  is  a 
fluctuating  par  of  exchange.  The  old  mint  par  was  fixed  because  it 
was  a  ratio  between  fixed  gold  weights  of  money  units.  But  the  new 
par  is  a  ratio  between  changing  prices  of  gold,  and  with  every  change 
in  the  premium  on  gold,  the  par  itself  changes.  In  using  the  gold  price 
par,  it  is  necessary  to  bear  in  mind  that  it  is  only  the  par  which  holds 
true  at  a  given  point  of  time.  For  this  reason,  it  does  not  indicate 
what  the  fundamental  trend  of  exchange  movements  may  be.  To  dis¬ 
cover  this  fundamental  trend,  it  is  necessary  to  ascertain  what  the  funda¬ 
mental  trend  of  price  levels  and  gold  prices  in  different  countries  is 
likely  to  be.  This  limitation  does  not,  however,  mean  that  the  dealer  in 
foreign  exchange  cannot  use  the  new  par  in  carrying  on  his  calculations 
of  present  transactions  in  exchange.  For  that  purpose,  the  gold  price 
par  is  indispensable. 

Third,  the  problem  of  the  gold  export  and  import  points  is  important. 
Of  course,  if  a  country  forbids  shipments  of  gold,  the  specie  points 
cease  to  have  any  usefulness.  But  in  so  far  as  gold  shipments  are  per¬ 
mitted,  the  specie  points  apply  under  the  new  par  of  exchange  just 
as  truly  as  they  did  under  the  old  mint  par.  While  England  was  using 
a  paper  standard,  actual  rates  on  sterling  exchange  moved  above  or  below 
the  gold  price  par  by  only  two  to  fo-ur  cents  per  pound  sterling,  depend¬ 
ing  upon  the  cost  of  shippmg  gold  at  the  time.  The  specie  points  set 
the  limits  to  deviation  of  rates  from  the  new  par  to  the  extent  that  gold 
is  allowed  to  move  between  countries. 
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Fourth,  the  problem  of  the  relation  of  the  new  par  of  exchange  to 
the  general  price  level,  and  to  the  purchasing  power  of  depreciated 
paper  over  commodities  requires  analysis.  The  paper  price  of  goods 
and  the  paper  price  of  gold  tend  toward  a  uniform  level.  Although 
subject  to  rather  wide  temporary  divergences,  the  two  prices  tend  to 
come  together.  Moreover,  the  premium  on  gold  tends  to  correspond  with 
the  variations  in  the  price  level  for  commodities  in  general.  Temporary 
discrepancies  exist,  but  the  fundamental  trend  is  for  the  two  to  come 
together.  Broadly  considered,  therefore,  a  fundamental  correspondence 
exists  between  exchange  rates,  the  gold  premium  or  the  paper  price  of 
gold,  and  the  general  price  level.1 

The  second  method  of  calculating  a  par  of  exchange  is  the  purchasing 
power  par  method.  The  purchasing  power  par  is  the  ratio  between  the 
internal  purchasing  powers  of  two  currencies.  Internal  purchasing 
power  is  measured  by  the  index  of  the  general  price  level.  Every  change 
in  price  levels  brings  a  corresponding  change  in  the  purchasing  power 
of  money.  These  changes  have  affected  the  different  countries  since  1914 
in  widely  different  degrees.  If  1913  be  taken  as  a  base  year  with  a  price 
index  of  100,  the  price  index  as  calculated  by  the  Federal  Reserve  Board 
for  1923  is  found  to  be  as  follows  for  various  countries: 


United  States  .  164 

England  .  170 

France  .  394 

Canada  .  150 

Japan  .  198 


Each  change  in  price  levels  means  a  change  in  relative  money  values. 
At  any  given  time,  the  normal  or  par  is  the  rate  which  shows  how  much 
of  the  money  of  one  country  is  needed  in  order  to  have  the  same  pur¬ 
chasing  power  over  goods  as  the  money  unit  of  another  country.  The 
United  States  needs  to  know  how  many  dollars  are  equivalent  in  pur¬ 
chasing  power  to  a  given  amount  of  French  or  Austrian  or  Italian  de¬ 
preciated  paper  money.  As  compared  with  France,  for  instance,  it  is 
necessary  to  know  how  many  dollars  will  buy  the  same  amount  of  goods 
in  the  United  States  as  one  paper  franc  will  buy  in  France.  This  ratio 
between  the  dollar  and  the  franc  gives  the  purchasing  power  par  be¬ 
tween  the  two  countries. 

As  a  mathematical  calculation,  this  par  may  be  computed  for  all 
practical  purposes  by  multiplying  the  pre-war  mint  par  by  the  price 
index  of  the  United  States  at  a  given  date,  and  dividing  this  product 
by  the  price  index  of  France  at  the  same  date.  The  same  formula  of 
calculation  applies  to  the  currency  of  any  other  nation.  The  par  so 
calculated  is  the  rate  of  exchange  at  which  the  dollar  would  possess  an 
equal  purchasing  power  whether  spent  at  home  or  converted  into  a  for- 

i  See  Wesley  C.  Mitchell,  History  of  the  Greenbacks ;  Joseph  F.  Johnson,  Money 
and  Currency ;  John  14.  Williams,  Argentine  International  Trade  under  Inconvertible 
Paper. 
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eign  money.  This  par  meets  the  fundamental  objective  of  an  exchange 
rate,  which  is  to  enable  a  merchant  to  determine  how  to  measure  the 
purchasing  power  of  his  money  over  goods  and  services  abroad.  It 
enables  the  American  dealer  to  swap  the  purchasing  power  of  his  own 
money  for  an  equal  purchasing  power  of  foreign  money.  It  shows  him 
the  rate  at  which  either  currency  would  possess  the  same  buying  power 
over  goods  in  both  countries.2 

Certain  problems  arise  in  the  use  of  the  purchasing  power  par.  First, 
it  is  difficult  to  obtain  a  perfect  statistical  method  of  calculation.  Lack 
of  uniformity  in  methods  of  computing  price  levels  is  an  obstacle  to 
statistical  accuracy.  This  obstacle  is  overcome,  for  practical  purposes, 
by  the  Federal  Reserve  Board,  which  compiles  price  indexes  for  leading 
countries  based  as  nearly  as  possible  upon  uniform  selection  of  com¬ 
modities  and  uniform  statistical  method.  Another  statistical  difficulty 
is  the  assumption  that  1913  is  a  normal  year  to  use  as  a  base  for  later 
indexes.  The  purchasing  power  of  money  in  the  different  countries  was 
not  absolutely  equalized  under  the  pre-war  mint  par  of  exchange. 
However,  the  discrepancies  which  existed  between  countries  in  1913 
were  normal  discrepancies,  due  to  such  factors  as  costs  of  transportation 
of  goods  or  differences  in  tariffs  on  imports  or  exports.  Assuming  such 
discrepancies  normal,  and  existing  in  much  the  same  degree  now  as  then, 
the  use  of  the  year  1913  as  a  base  of  100  does  not  harm  the  accuracy 
of  calculation  of  the  purchasing  power  par  enough  to  weaken  its  use¬ 
fulness  for  ordinary  practical  purposes.  Certain  statistical  studies  by 
the  United  States  Tariff  Commission  seem  to  bear  out  the  soundness  of 
these  assumptions  and  the  method  based  upon  them.3 

Second,  although  the  purchasing  power  par  is  computed  from  in¬ 
dexes  of  the  general  price  level,  nevertheless  there  are  frequent  differ¬ 
ences  between  prices  of  export  goods  and  prices  of  goods  used  at  home. 
Export  prices  may  be  above  or  below  the  general  price  level.  However, 
there  is  a  firm  long  run  tendency  for  the  two  prices  to  come  together.4 
The  essence  of  the  purchasing  power  par  theory  is  its  emphasis  upon 
general  purchasing  power  as  being  in  the  long  run  the  more  fundamental 
determinant  of  international  exchange. 

Third,  the  fact  that  exchange  rates  may  move  in  advance  of  domestic 
prices  has  led  some  authorities  to  declare  that  the  latter  cannot  be  the 
cause  of  the  former.  Such  authorities  assume  that  whichever  factor 
moves  first  must  be  the  cause  of  what  comes  after.  However,  the  real 
meaning  of  this  sequence  of  events  is  that  exchange  rates  anticipate 
probable  price  movements.  Exchange  rates  are  extremely  sensitive  to 
all  market  factors,  and  respond  very  quickly  to  prospects,  hopes  and 
fears  as  well  as  to  realities.  In  anticipation  of  further  inflation  or 

2  See  the  Federal  Reserve  Bulletin,  September,  1923,  pp.  1004-1006;  United 
States  Tariff  Commission  Report,  1922,  on  “Depreciated  Exchange  and  International 
Trade”;  Gustav  Cassel,  Money  and  Foreign  Exchange  After  191Jf,  pp.  183-187. 

a  Ibid.,  1922,  pp.  11-13. 

For  statistical  verification,  see  Wesley  C.  Mitchell,  Bulletin  28J/,  United  States 
Bureau  of  Labor  Statistics,  pp.  30-31. 
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deflation  of  prices,  exchange  rates  discount  them  before  they  actually 
take  place. 

Fourth,  the  purchasing  power  par,  like  the  gold  price  par,  is  a 
fluctuating  figure.  As  long  as  price  levels  remain  fixed,  the  par  may 
remain  fixed.  But  as  soon  as  the  price  levels  change,  the  par  changes. 
Hence,  to  forecast  the  movements  of  par,  it  is  necessary  to  estimate  the 
probable  degrees  of  inflation  or  deflation.  This  limitation  upon  the  pur¬ 
chasing  power  par  theory,  like  the  others  just  mentioned,  does  not  under¬ 
mine  the  validity  of  the  theory  nor  destroy  its  usefulness  in  under¬ 
standing  international  exchange.  The  theory  has  fundamental  uses 
within  the  limits  set. 

Having  stated  the  two  parity  theories,  we  may  make  certain  com¬ 
parisons  of  their  significance.  They  are  not  contradictory  theories,  but 
supplementary.  Both  theories  rest  upon  the  principle  that  the  funda¬ 
mental  determinant  of  the  normal  rate  of  exchange  is  the  tendency  for 
the  value  of  money  in  different  countries  to  come  to  corresponding  levels. 
One  par  measures  primarily  the  purchasing  power  of  depreciated  paper 
over  gold.  The  other  measures  primarily  the  purchasing  power  of  de¬ 
preciated  paper  over  goods.  The  former,  or  gold  price  par,  is  chiefly 
useful  to  bankers  and  dealers  in  foreign  exchange  in  calculating  actual 
transfers  of  money  between  countries.  The  latter,  or  purchasing  power 
par,  is  chiefly  useful  in  determining  fundamental  movements  of  exchange 
rates  and  of  the  balances  of  trade. 

Although  economic  literature  has  been  specially  devoted  to  these 
theories  of  foreign  exchange  since  1914,  nevertheless  the  theories  are 
not  essentially  new.  Ricardo,  Mill,  and  Goschen,  for  instance,  gave 
brief  attention  to  the  problem  of  finding  a  normal  rate  of  parity  under 
irredeemable  paper.  As  early  as  1810,  the  famous  English  Bullion 
Report  accounted  for  British  experience  with  depreciated  paper  and 
fluctuating  exchange,  by  a  general  formulation  of  the  purchasing  power 
par  principle.  The  general  idea  of  parity  under  depreciated  paper  is 
not  novel  or  original  at  the  present  moment.  However,  the  earlier 
economists  traced  the  idea  only  as  an  incidental  side  issue,  and  naturally 
so,  since  their  main  interest  was  centered  on  a  study  of  exchange  be¬ 
tween  countries  using  convertible  paper  currency.  But  after  the  AVorld 
War,  depreciated  paper  currency  became  the  main  problem  of  foreign 
exchange,  since  nearly  the  whole  world  was  using  some  form  of  currency 
other  than  convertible  gold.  Since  the  war,  Gustav  Cassel  and  other 
economists  have  built  upon  the  previous  studies  of  the  subject  and  under¬ 
taken  intensive  investigation  of  the  matter.  Consequently,  the  theories 
of  parity  have  come  to  form  an  indispensable  tool  in  understanding  ex¬ 
change  movements  and  international  finance. 

(2)  Although  the  above  analysis  of  parity  is  directed  toward  the 
exchange  relation  between  a  gold  money  country,  such  as  the  United 
States,  and  a  paper  money  country ;  nevertheless  the  same  analysis,  with 
slight  adaptation,  applies  to  the  exchange  relation  between  two  countries, 
both  of  which  are  using  irredeemable  paper.  The  gold  price  par  between 
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two  depreciated  paper  countries  is  the  ratio  between  the  prices  offered 
for  gold  in  the  two  countries.  The  par  between  France  and  Italy,  for 
instance,  would  be  the  ratio  between  the  French  and  Italian  prices  of 
gold.  The  prices  of  gold,  in  turn,  are  determined  by  the  discount  of 
exchange  between  France  and  the  United  States  or  Italy  and  the  United 
States.  The  French  price  of  gold  is  represented  by  the  exchange  rate 
at  which  paper  francs  will  buy  gold  dollars.  The  Italian  price  of  gold 
is  represented  by  the  exchange  rate  at  which  paper  lire  will  buy  gold 
dollars.  The  ratio  at  which  the  two  depreciated  paper  units  will  ex¬ 
change  for  an  equivalent  amount  of  gold  dollars  is  the  gold  price  par 
between  France  and  Italy. 

Where  gold  exports  or  imports  are  prohibited,  as  they  are  in  many 
depreciated  paper  countries,  the  practical  application  of  the  gold  price 
par  is  greatly  impeded.  Under  that  condition,  the  most  useful  compari¬ 
sons  have  to  be  made  by  the  purchasing  power  par  principle.  The  rate 
which  equalizes  the  purchasing  power  of  francs  and  lire  over  goods  in 
their  respective  countries  is  the  normal  par  of  exchange  between  France 
and  Italy.  Actual  rates  tend  to  converge  around  this  rate  of  parity. 
The  purchasing  power  par  is  the  most  reliable  method  of  calculating 
parities  between  depreciated  paper  countries. 

Gold  Prices  of  Commodities. — The  two  theories  combine  to  give 
comparisons,  not  merely  of  paper  prices  of  gold  or  paper  prices  of 
goods,  hilt  gold  prices  of  goods  in  various  countries.  For  instance,  to 
reduce  commodity  prices  in  France  to  a  gold  basis,  it  is  necessary  to 
multiply  the  French  price  index  at  a  given  time  by  the  actual  rate  of 
exchange,  and  to  divide  this  product  by  the  mint  par  of  francs.  The 
result  gives  the  price  of  goods  in  France  expressed  in  gold  dollars  in¬ 
stead  of  in  paper  francs.  The  gold  price  of  goods  in  each  country 
gives  an  especially  valuable  basis  for  price  comparisons  in  the  com¬ 
modity  markets.  The  following  table  compares  paper  prices  with  gold 
prices  in  certain  years : 


Federal  Reserve  Board  Wholesale  Price  Indexes  for  All  Commodities 


Year 

On  Paper  Currency  Basis 

Converted  to  Gold  Basis 

United 

States 

England 

France 

United 

States 

England 

France 

1913 

100 

100 

100 

100 

100 

100 

1919 

211 

241 

... 

211 

219 

... 

1920 

239 

310 

512 

239 

233 

187 

1921 

149 

198 

344 

149 

156 

133 

1922 

158 

165 

319 

158 

150 

136 

1923 

164 

170 

394 

164 

159 

124 

When  the  gold  price  index  is  lower  in  France  than  in  the  United 
States,  it  means  that  goods  are  cheaper  in  France.  Since  merchants 
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seek  to  buy  goods  where  they  can  get  them  the  cheapest,  they  would 
tend  in  this  case  to  buy  from  France. 

Gold  Shipments  and  Automatic  Correctives. — Gold  shipments  may 
still  occur  with  a  paper  standard  country,  unless  forbidden  by  embargo, 
but  they  no  longer  effect  a  normal  international  distribution  of  gold 
supply,  as  was  the  case  under  pre-war  conditions.  The  loss  of  gold  by 
a  depreciated  paper  country  lessens  confidence  in  ultimate  redemption  of 
the  paper,  and  so  lessens  the  value  of  the  paper.  This  lessened  value  of 
the  paper  is  directly  reflected  in  the  rise  of  the  price  level  index.  Then, 
in  order  to  sustain  business  at  the  higher  price  level,  more  paper  money 
is  demanded.  That  is,  more  inflation  is  demanded.  Thus,  the  loss  of 
gold  under  depreciated  paper,  instead  of  acting  as  a  corrective  of  price 
levels,  dislocates  them  still  further  by  stimulating  fresh  inflation.  De¬ 
preciated  paper  countries  since  1914  have  shipped  vast  amounts  of  gold 
to  the  United  States  to  pay  their  adverse  trade  balances.  They  thereby 
have  depleted  their  already  weakened  reserves,  and  at  the  same  time 
have  added  excess  sums  of  gold  to  the  already  surplus  stocks  of  the 
United  States.  Under  depreciated  paper,  therefore,  the  movements  of 
gold,  far  from  acting  as  an  automatic  corrective  of  disturbances,  have 
acted  as  an  automatic  mis-corrective.  Only  a  deliberate  policy  of  inter¬ 
national  cooperation  can  be  expected  to  bring  about  a  constructive  control 
of  these  movements,  and  a  redistribution  of  gold  supply  in  proportion  to 
national  needs. 

Tables  of  Exchange  Rates  and  Prices. — AVith  the  principles  stated, 
it  will  be  useful  to  view  some  of  the  actual  facts  of  exchange  and  price 
movements.  The  followdng  table  records  statistical  comparisons  between 
the  United  States  and  some  leading  countries: 


Comparisons  op  Prices  and  Exchange  Rates  Between  the  United  States 
and  Certain  Other  Countries  (1919-1922)  * 


U.  S.  price  index, 

1913  =  100 

Great  Mint  Par 
Britain  $4.8665 

France  ^fc^nts 

Italy 

Mint  Par 
19.3  Cents 

Purchasing 

Power  Par 

Actual  Rate 
of  Exchange 

Price  Index,  Gold 
Basis,  1913  =  100 

Purchasing 

Power  Par 

Actual  Rate 
of  Exchange 

Price  Index, 

Gold  Basis 

Purchasing 

Power  Par 

Actual  Rate 
of  Exchange 

Price  Index, 

Gold  Basis 

December,  1919 

233 

3.9523 

3.8123 

225 

.0924 

172 

.0988 

.0766 

181 

1920 

179 

3.3473 

3.4924 

187 

.0822 

.0592 

129 

.0527 

.0349 

118 

1921 

142 

4.0238 

4.1561 

147 

.0957 

.0784 

117 

.0461 

.0444 

137 

1922 

164 

4.8019 

4.6098 

157 

.1004 

.0723 

118 

.0546 

.0503 

151 

*  Data  from  Depreciated  Exchange  and  International  Trade,  U.  S.  Tariff  Commission, 
1922.  For  monthly  data,  1913  to  1924.  see  European  Currency  and  Finance,  Commission 
of  Uold  and  Silver  Inquiry,  United  States  Senate,  1925. 
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The  accompanying  chart  shows  graphically  the  tendency  of  actual 
market  rates  to  fluctuate  around  the  purchasing  power  parity. 


Comparison  op  Actual  Exchange  Rates  with  Former  Mint  Par  and  with 

Purchasing  Power  Par* 


1917  1918  1919  1920  1921  1922  1923  1921 

*  Data  by  courtesy  of  Federal  Reserve  Bank  of  New  York. 

Fluctuations  of  Exchange  Rates.— Both  the  range  and  the  rapidity 
of  fluctuation  of  exchange  rates  are  greater  under  inconvertible  paper 
than  under  the  free  gold  standard.  While  the  gold  standard  operates, 
the  par  of  exchange  itself  is  fixed ;  and  the  gold  export  and  import  points 
are  only  two  to  three  cents  above  and  below  the  mint  par  of  the  pound 
sterling.  The  outside  limits  of  fluctuation  then  are  only  about  1  per  cent 
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above  or  below  $4.8665.  Gold  shipments  and  the  mint  par  provide  an 
automatic  check  upon  excessive  fluctuations.  When  inconvertible  paper 
prevails,  this  automatic  check  disappears.  Not  only  may  the  par  itself 
fluctuate  but  with  gold  shipments  restricted,  the  actual  rates  fluctuate 
widely  above  and  below  the  purchasing  power  par.  There  are  then  no 
fixed  limits  to  exchange  fluctuations.  The  depreciated  pound  sterling 
has  been  quoted  at  less  than  two-thirds  of  its  former  mint  par,  and  both 
the  franc  and  the  lira  at  less  than  one-fifth  of  their  mint  par,  and  both 
have  deviated  widely  at  times  from  their  new  purchasing  power  par. 

It  is  not  the  fluctuations  from  mint  par,  but  from  purchasing  power 
par  which  are  of  primary  significance.  As  Cassel  explains,  “In  reality, 
the  terms  ‘high’  or  ‘low’  exchange  rates  have  no  significance  in  them¬ 
selves  ;  if  they  are  to  be  used  at  all  they  must  clearly  refer  to  the  truly 
normal  rates — i.e.,  to  the  purchasing  power  parities.”5  When  current 
exchange  rates  coincide  with  the  purchasing  power  par,  there  is  no  effect 
upon  normal  trade  one  way  or  the  other.  The  fact  that  the  purchasing 
power  par  itself  is  above  or  below  the  old  mint  par  gives  neither  advan¬ 
tage  nor  disadvantage  to  exporters  or  importers.  The  new  normal  point 
of  exchange  is  the  standard  by  which  to  measure  deviations  in  exchange 
movements. 

Two  types  of  fluctuations  occur,  the  day-to-day  movements  and  the 
long-time  trends.  From  one  day  to  the  next  there  occur  abrupt  and 
extreme  rate  changes.  The  pound  sterling  has  been  known  to  fall 
within  the  space  of  three  days  by  as  much  as  27  cents,  or  a  decline  suf¬ 
ficient  to  cause  a  loss  of  nearly  $1,000  on  a  draft  for  £10,000.  The  franc 
rose  from  3.44  on  March  8,  1924,  to  5.63  on  March  24,  1924,  a  jump  of 
63  per  cent  within  a  period  of  sixteen  days.  Under  such  violent  rate 
movements,  dealing  in  exchange  becomes  for  all  practical  purposes  mere 
gambling.  Exporters  and  importers  labor  under  a  severe  handicap  when 
they  must  bear  the  burden  of  such  extreme  speculative  risks.  These 
short  and  extreme  fluctuations  take  place  in  response  to  highly  unsettled 
internal  conditions  in  the  various  countries.  Every  new  rumor  of 
further  inflation,  every  political  move  which  endangers  the  peace  of  the 
world,  every  restriction  on  trade,  causes  the  sensitive  exchange  rates  to 
swing  up  or  down. 

In  addition  to  the  daily  rate  movements,  there  are  average  up  and 
down  trends  for  longer  periods.  Two  broad  types  of  movements  have 
to  be  accounted  for :  first,  the  fluctuations  of  the  par  of  exchange  itself ; 
second,  the  fluctuations  of  actual  rates  of  exchange  above  and  below  par. 
For  purposes  of  convenience,  the  following  analysis  deals  chiefly  with 
the  purchasing  power  par,  although  the  considerations  presented  would 
apply  equally  to  the  gold  price  par. 

First,  in  explanation  of  the  fluctuations  of  the  new  par  of  exchange 
itself,  we  have  to  search  for  the  causes  almost  entirely  in  currency  con¬ 
ditions.  The  central  causes  are  found  in  the  inequalities  of  inflation  in 
different  countries.  The  expansion  and  contraction  of  irredeemable 

5  Money  and  Foreign  Exchange  After  1014  p.  157. 
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paper  in  European  countries  has  governed  the  deviations  of  purchasing 
power  par.  Even  if  other  conditions  were  restored  to  normal,  the  pur¬ 
chasing  power  par  would  remain  a  fluctuating  par  and  would  not  cor¬ 
respond  at  all  with  the  old  mint  par.  Currency  conditions  drove  the 
purchasing  power  par  below  former  mint  par,  and  currency  conditions 
keep  it  there.  The  only  force  that  could  possibly  restore  the  purchasing 
power  par  to  a  level  with  the  former  mint  par  would  be  to  restore  price 
levels  and  money  values  to  their  former  normal  relationship.  The  only 
force  that  could  possibly  stabilize  the  purchasing  power  par  itself  would 
be  to  stabilize  currency  values  and  price  levels.  Consequently,  to  under¬ 
stand  the  movements  of  the  par  of  exchange  under  depreciated  paper, 
we  must  look  to  currency  conditions  and  internal  money  policies. 

Second,  in  explanation  of  the  deviations  of  the  actual  rates  from 
par  of  exchange,  we  have  to  search  for  the  causes  in  commercial  and 
political  conditions.  Owing  to  war  and  post-war  conditions,  Europe 
bought  enormous  quantities  of  goods  from  the  United  States,  but  sold 
relatively  few  goods  in  return.  Europe  paid  for  this  huge  inflow  of 
goods  by  borrowing  from  the  United  States.  This  condition  had  the  effect 
of  creating  for  Europe  an  enormous  adverse  trade  balance  and  a  cumu¬ 
lative  piling  up  of  debts.  These  factors  forced  the  actual  rates  of  ex¬ 
change  below  the  purchasing  power  par.  Abnormal  trade  balances  mean 
abnormal  declines  of  exchange  rates.  But  even  if  trade  balances  were 
restored  to  normal,  the  result  would  not  be  to  raise  rates  to  the  old  mint 
par.  The  result  would  simply  be  to  raise  rates  to  the  new  purchasing 
power  par.  The  normal  trade  balance  would  have  the  effect  of  bringing 
rates  to  their  normal  level,  which  is  the  purchasing  power  par  of 
exchange. 

A  variety  of  forces  are  closely  associated  with  the  balances  of  trade, 
and  exert  similar  influences  over  the  exchange  rates.  The  mere  antici¬ 
pation  of  further  inflation  will  cause  rates  to  fall  below  par  before  the 
inflation  actually  takes  place.  Furthermore,  whatever  factors  may  tend 
to  increase  abnormally  an  outflow  of  remittances  from  a  country  wflll 
depress  exchange  rates.  Thus,  the  reparations  due  from  Germany  tend 
to  depress  the  mark  far  more  than  would  otherwise  be  the  case.  Like¬ 
wise,  the  payments  due  the  United  States  on  account  of  the  Allied  debts 
tend  to  depress  the  pound,  the  franc,  and  other  currencies.  Moreover, 
the  unsettled  political  foundations  of  European  life  since  the  war  have 
severely  weakened  the  confidence  of  other  nations  in  Europe’s  future 
stability  and  have  therefore  greatly  weakened  the  external  values  of 
European  currencies.  Broadly  speaking,  all  abnormal  and  unstable 
economic  and  political  conditions  drive  rates  of  exchange  below  their 
purchasing  power  par  and  hold  them  there. 

The  distinction  between  movements  of  par  and  deviations  from  par 
should  be  kept  clear.  The  fluctuations  of  purchasing  poiver  par  itself 
are  due  to  currency  conditions ;  the  deviations  of  actual  rates  from  par 
are  due  to  commercial  and  political  conditions.  Much  confusion  appears 
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in  public  discussion  of  international  finance  and  exchange  because  of  the 
failure  to  bear  this  fundamental  distinction  in  mind. 

In  making  this  distinction,  we  are  not  ignoring  the  fact  that  currency 
conditions  and  commercial  relations  are  closely  inter-related.  There  are 
two  possible  extreme  interpretations  of  this  relationship.  One  inter¬ 
pretation  is  that  currency  conditions  govern  the  commercial  balance  of 
trade  and  the  political  situation.  The  other  interpretation  is  that  com¬ 
mercial  and  political  conditions  govern  the  currency  situation.  There 
are  authorities  of  repute  who  defend  each  of  these  extreme  interpre¬ 
tations.  However,  each  version  suffers  from  the  fact  that  it  is  an  ex¬ 
treme,  and  that  it  claims  an  altogether  too  exclusive  influence  for  a  single 
factor.  We  come  much  closer  to  the  facts  of  the  situation  if  we  recognize 
that  currency  and  commercial  conditions  mutually  interact,  and  pro¬ 
foundly  influence  each  other*.  Inflated  currencies  and  abnormal  trade 
balances  are  inter-dependent  economic  forces.  Constructive  control  of 
world  finance  must,  therefore,  rest  upon  a  distinction  between  the  effect 
of  currency  conditions  upon  the  par  of  exchange  and  the  effect  of  com¬ 
mercial  conditions  upon  deviations  from  par,  but  it  must  with  equal 
emphasis  recognize  the  deep  mutual  bonds  of  cause  and  effect  between 
currency  policies  and  commercial  policies  in  the  various  nations. 

During  the  greater  part  of  the  war,  exchange  on  leading  European 
countries  was  quoted  above  the  purchasing  power  par.  This  was  due  to 
the  artificial  process  of  “pegging  exchange.”  For  instance,  from 
October,  1915,  to  March,  1919,  England  pegged  the  pound  sterling  at 
$4.76.  By  private  and  government  borrowing,  England  provided  credits 
in  the  United  States  wherewith  to  buy  whatever  amount  of  exchange 
might  be  necessary  to  maintain  that  rate.  France  similarly  pegged  the 
franc  at  18.3  cents.  If  the  Allied  governments  had  not  in  this  manner 
created  an  artificial  demand  for  exchange,  the  rates  on  those  countries 
would  have  fallen  greatly.  Soon  after  the  pegging  was  removed  in 
1919,  this  belated  fall  in  exchange  did  take  place.  Subsequent  rates  have 
been  below  purchasing  power  par,  with  a  tendency  evident  in  most 
countries  to  return  gradually  to  that  point  of  parity. 

Automatic  Correctives  of  Fluctuations. — The  corrective  influence 
of  gold  shipments  when  countries  maintain  gold  redemption  has  already 
been  noted,  and  the  absence  of  this  normal  corrective  influence  when 
countries  maintain  a  paper  standard  has  been  explained.  It  is  important 
to  note,  however,  that  foreign  exchange  even  under  depreciated  paper 
is  not  without  certain  kinds  of  corrective  influences.  These  center  chiefly 
in  the  effects  of  the  balance  of  trade  upon  rates  of  exchange  and  upon 
costs  of  commodities.  The  balance  of  trade  sets  in  motion  forces  which 
tend  to  check  excessive  deviations  from  an  international  equilibrium. 

When  a  foreign  country  has  an  excessively  adverse  balance  of  trade, 
the  United  States  rate  of  exchange  on  that  country  tends  to  move  below 
par.  The  low  exchange  rate  means  that  the  United  States  can  buy 
foreign  money  at  a  bargain.  It  means,  for  instance,  that  New  York  can 
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buy  francs  which  have  a  purchasing  power  of  a  dollar  by  paying  less 
than  a  dollar  for  them.  That  is,  New  York  can  buy  francs  cheaply. 
The  francs  will  buy  more  goods  in  France  than  the  dollars  would  have 
bought  in  the  United  States.  Thus,  the  low  exchange  rate  is  equivalent 
to  a  lowered  cost  of  French  commodities  in  her  export  market.  The  rate 
on  francs  below  par  cheapens  the  cost  of  French  goods  to  American 
buyers.  The  result  is  a  stimulus  to  French  exports.  For  the  converse 
reason  imports  into  France  are  restricted.  By  this  process  the  excessive 
adverse  balance  of  trade  tends  to  right  itself.  The  very  fact  that  the 
heavy  adverse  balance  of  trade  depresses  exchange  below  purchasing 
power  par  makes  the  paper  money  country  a  cheap  place  in  which  to 
buy  goods  and  a  dear  place  in  which  to  sell.  Hence  exports  from  the 
paper  money  country  are  stimulated  and  imports  discouraged.  Under 
this  tendency,  the  balance  of  trade  becomes  less  and  less  unfavorable, 
and  approaches  the  point  where  it  would  actually  become  favorable. 
Thereby  the  adverse  balance  tends  to  wipe  itself  out.  "With  the  approach 
to  a  normal  balance,  the  fluctuation  of  exchange  below  par  tends  to 
disappear.  Normal  trade  tends  to  bring  normal  exchange,  i.e.,  the  'pur¬ 
chasing  power  par. 

This  corrective  tendency  does  not  take  effect  without  encountering 
certain  obstacles.  It  is  not  uncommon  for  a  government  to  become 
alarmed  at  the  stimulus  to  exports  from  its  ports,  with  the  fear  that 
goods  needed  at  home  may  be  shipped  abroad  and  the  country  exhausted 
of  supplies.  Governments  often  artificially  restrict  exports  at  such  a 
stage,  either  by  imposing  a  tariff  on  exports,  or  by  restricting  the  quan¬ 
tity  of  export  sales,  or  by  fixing  export  prices  at  an  arbitrary  high 
point.  This  artificial  interference  with  the  corrective  tendencies  of  trade 
and  exchange  rates  usually  has  the  effect  of  depreciating  the  exchange 
of  the  country  more  than  ever.  It  is  therefore  a  short-sighted  policy,  and 
as  long  as  it  endures,  prevents  the  return  of  exchange  to  a  normal  and 
stable  level. 

Moreover,  no  matter  how  much  low  exchange  rates  may  stimulate 
exports  from  a  paper  money  country,  nevertheless  exports  cannot  ac¬ 
tually  increase  in  volume  unless  the  country  has  first  been  able  to  produce 
goods  ready  for  export.  European  countries  following  the  war  suffered 
from  low  productivity,  and  obviously  what  was  not  produced  could  not 
be  exported.  This  was  true,  regardless  of  where  exchange  rates  might 
stand.  The  case  of  Germany  is  especially  to  the  point,  for  although  low 
exchange  for  paper  marks  made  German  goods  very  cheap  for  outside 
buyers,  yet  Germany  did  not  dump  huge  quantities  of  cheap  goods  into 
the  United  States  for  the  reason  that  she  lacked  the  capacity  to  produce 
such  a  flood  of  goods  in  the  first  place.  From  these  considerations,  it 
follows  that  the  corrective  influences  of  trade  balances  and  exchange 
rates  can  work  themselves  out  only  in  so  far  as  normal  productive 
capacity  is  restored  to  the  nations  involved. 

Divergence  of  Export  Prices  from  Domestic. — Prices  of  goods  enter¬ 
ing  international  trade  may  diverge  considerably  from  prices  of  goods 
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entering  only  domestic  trade.  Assume  that  in  country  B  the  price  of 
copper,  an  export  commodity,  is  a  third  higher  than  the  price  level  of 
domestic  goods,  relative  to  some  given  year  as  a  base.  Assume  that  in 
country  A  the  exchange  rate  on  B  is  depreciated  below  purchasing 
power  par.  The  high  price  of  copper  in  B  is  offset  by  A’s  low  rate  of 
exchange  on  B.  To  the  extent  that  a  rise  of  export  prices  is  offset  by 
a  decline  of  exchange  rates,  any  abnormal  stimulus  to  exports  from  B 
is  counterbalanced.  Deviations  from  purchasing  power  par  need  not 
cause  trade  disturbances  when  matched  by  corresponding  deviations  of 
export  prices  from  domestic.  Thus,  whereas  low  New  York  exchange 
rates  on  Europe  tend  to  cheapen  the  cost  of  European  export  goods,  this 
margin  may  be  partly  or  wholly  wiped  out  by  a  rise  of  export  prices 
in  Europe.  Depressed  exchange  may  thus  be  offset  by  increased  export 
prices. 

When  we  examine  the  actual  prices  of  export  goods  in  international 
markets,  we  find  that  there  are  two  broad  classes  of  such  goods,  and  that 
their  reactions  to  depreciated  exchange  rates  are  different.  These  two 
classes  of  goods  are,  first,  standard  commodities  having  highly  organized 
world  markets  and,  second,  specialty  lines  having  limited  world  markets. 
The  prices  of  the  first  type  of  goods  are  rather  closely  adjusted  to 
depreciated  exchange,  whereas  the  prices  of  the  latter  type  are  very 
imperfectly  adjusted.  The  United  States  Tariff  Commission  has  made 
statistical  studies  of  these  different  price  movements,  and  its  findings 
give  a  basis  for  conclusions.  The  Commission  reports  that  “for  standard 
products  having  a  world  wide  market  [for  example,  wheat,  copper, 
cotton,  tin,  silver,  pig  iron]  the  exchanges  have  worked  themselves  out 
to  a  gold  basis  to  such  an  extent  that  international  trade  is  little  dis¬ 
turbed  by  price  discrepancies  due  to  depreciated  exchange.  Articles 
having  a  free  international  market  have  about  the  same  gold  price 
the  world  over,  transportation  and  taxes  aside,  no  matter  whether  the 
quotations  are  in  dollars,  francs,  pounds,  or  marks.  A  dealer  in  copper, 
wheat,  or  cotton,  for  example,  may  say  with  truth  that  the  exchange 
situation  has  been  discounted  in  the  price  of  his  products,  and  that  only 
the  daily  fluctuations  cause  him  trouble.” 

The  second  class  of  products  fail  to  show  a  similar  price  adjust¬ 
ment.  There  are  a  great  many  industries  producing  goods  largely  for 
home  consumption  but  partly  for  export  whose  prices  are  quite  low 
when  converted  to  dollars  at  current  rates  of  exchange.  To  quote  the 
Tariff  Commission,  “A  dealer  in  highly  specialized  products,  such  as 
artificial  flowers,  toys,  or  articles  of  fashion,  may  say  with  truth  that  the; 
depreciated  exchange  is  almost  a  decisive  factor  in  his  business.  Many 
articles  such  as  aluminum  goods,  pottery,  and  chinaware,  or  specialized 
chemicals  and  metallurgical  products,  which  either  do  not  enter  largely 
into  international  trade  or  whose  prices  are  adjusted  slowly,  show  a 
great  divergence  of  gold  prices  in  the  several  markets  of  the  world.”6 
There  js  a  steady,  though  gradual,  tendency  for  this  class  of  goods  to 

«  Depreciated  Exchange  and  International  Trade,  1922,  p.  3. 
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pass  over  into  the  first  class,  the  standard  goods,  with  prices  adjusted 
more  and  more  closely  to  the  depreciation  of  exchange. 

For  goods  in  which  the  gold  prices  have  been  approximately  equalized 
in  world  markets  there  are  no  special  profits  to  be  made  in  international 
trade  because  of  the  exchange,  rates.  For  other  types  of  goods,  there 
may  be  large  profits  from  importing  cheap  goods  from  paper  money 
countries  and  paying  for  them  in  depreciated  exchange. 

AVhen  the  money  of  a  foreign  country  depreciates  on  the  exchange 
markets  faster  than  export  prices  in  that  country  have  risen,  the  cheapen¬ 
ing  of  exports  would  seem  to  work  a  hardship  on  the  paper  country. 
But  what  seems  to  be  the  case  need  not  follow  at  all,  because  labor  and 
other  costs  of  production  lag  behind  price  increases.  Basic  costs  of  pro¬ 
duction  rise  much  more  slowly  than  export  prices.  Hence  the  foreign 
exporter  can  afford  to  sell  cheaply  because  his  costs  of  production  have 
not  caught  up  with  export  price  levels.  This  gap  between  costs  of  pro¬ 
duction  of  exportable  goods  and  export  prices  makes  a  profit  possible  in 
spite  of  an  adverse  exchange  rate.  As  fast  as  costs  catch  up  with  prices, 
this  gap  is  eliminated.  Then,  if  exchange  is  still  depreciated  more  than 
export  prices  have  risen,  the  exporter  suffers  a  distinct  loss. 

The  net  effects  of  these  divergences  between  export  prices  and  do¬ 
mestic  prices,  and  between  costs  of  production  and  prices,  are  a  tend¬ 
ency  to  a  restoration  of  normal  relations.  Depreciated  exchange  tends 
to  approach  a  normal  level,  the  purchasing  power  par ;  export  prices 
tend  to  approach  a  normal  level,  that  is,  to  correspond  with  the  general 
price  level ;  export  costs  of  production  tend  to  approach  a  normal  level 
corresponding  with  new  price  levels.  The  fundamental  and  long  term 
forces  combine  to  bring  about  a  more  normal  relationship  between  all 
factors.  Although  this  tendency  may  work  slowly,  nevertheless  un¬ 
doubtedly  it  is  present  as  a  definite  and  decisive  movement  toward 
normal  conditions. 

The  Stabilization  of  Exchange. — Automatic  correctives  of  exchange 
fluctuations,  taken  by  themselves,  are  not  enough.  Constructive  policies 
favorable  to  stabilization,  deliberately  entered  into,  are  equally  necessary. 
The  most  important  of  such  policies,  therefore,  require  examination. 

(a)  At  the  outset  it  is  necessary  to  stop  inflation.  As  long  as  a 
nation  continues  to  print  inconvertible  paper  money,  the  internal  value 
of  its  currency  cannot  be  stabilized.  The  mere  prospect  of  further  in¬ 
flation  causes  exchange  rates  to  depreciate  in  anticipation  of  the  new 
paper  issue.  Confidence  in  ultimate  redemption  of  the  paper  is  weak¬ 
ened  ;  and  uncertainty  about  future  money  values  causes  the  wildest 
exchange  fluctuations.  Germany  suffered  from  more  extreme  fluctua¬ 
tions  on  the  exchange  market  than  any  other  country,  and  largely  be¬ 
cause  her  inflation  was  worse  and  promised  to  continue  unchecked. 
Austria,  on  the  other  hand,  made  her  first  progress  toward  stable  money 
only  when,  under  supervision  of  the  League  of  Nations,  she  brought  her 
issues  of  paper  money  to  a  halt.  The  same  observation  is  true  of  Hun¬ 
gary.  Practically  all  nations  on  depreciated  paper  money  suffer  to 
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some  degree  from  this  same  cause.  A  country  must  first  be  able  to 
control  the  quantity  of  its  money  before  there  is  any  hope  of  giving  tho 
money  a  stable  value.  This  control  applies  to  bank  credit  as  well  as  to 
government  notes,  and  requires  the  joint  effort  of  banks  and  govern¬ 
ments. 

(b)  Secondly,  balanced  budgets  are  necessary  for  stabilization.  In¬ 
flation  itself  is  largely  due  to  the  difficulty  which  a  government  faces 
in  balancing  its  budget.  When  current  state  expenditures  exceed  current 
revenues,  governments  incline  to  resort  to  the  artificial  creation  of  fresh 
purchasing  power  by  printing  new  issues  of  paper  money.  The  method 
of  meeting  a  deficit  which  is  easiest  for  the  time  being  is  to  print  more 
paper  notes.  The  remedy  for  budgetary  deficits  is  twofold:  restricted 
expenditures  and  increased  revenues.  The  restriction  of  expenditures 
may  take  place  in  several  ways.  Armaments  and  military  expenditures 
must  be  cut  to  a  minimum.  Unemployment  doles,  subsidies  on  bread, 
coal,  or  housing,  require  drastic  scaling  down.  Government  operation 
of  railroads  and  postal  services  at  rates  too  low  to  cover  costs  of  operation 
must  be  abandoned.  These  lines  of  economy  were  especially  applicable 
to  post-war  European  countries,  but  the  principle  of  restriction  of  ex¬ 
penditures  as  a  means  of  preventing  deficits  has  general  application  to 
all  instances  of  depreciated  paper  currencies.  At  the  same  time,  it  is 
just  as  essential  to  maintain  taxes  and  revenues  at  as  high  a  point  as 
possible  without  injury  to  the  country’s  economic  life.  While  a  country 
is  in  the  initial  stage  of  its  effort  along  these  two  lines,  it  may  be  neces¬ 
sary  for  outside  countries  to  make  a  loan  for  a  year  or  two  while  the 
process  is  becoming  established.  This  need  is  illustrated  in  the  restora¬ 
tion  of  Austria  and  other  European  countries  to  normal  budgets. 

Once  the  internal  value  of  money  is  stabilized,  two  consequences  for 
exchange  tend  to  follow :  one,  the  purchasing  power  par  itself  remains 
at  a  settled  point;  the  other,  the  deviations  of  actual  rates  from  par 
become  very  small.  The  certainty  and  confidence  which  are  thus  re¬ 
introduced  into  the  whole  field  of  finance  and  commerce  are  of  the  utmost 
importance. 

(c)  Although  the  forementioned  policies  are  necessary  to  stabiliza¬ 
tion  of  exchanges,  nevertheless  at  best  the  paper  exchanges  cannot  attain 
the  degree  of  stabilization  which  is  possible  where  the  gold  standard 
fully  prevails.  Paper  money  exchange  even  under  favorable  conditions 
is  still  inferior  to  gold  standard  exchange.  Hence  the  ultimate  goal  of 
stabilization  demands  a  return  to  some  form  of  the  gold  standard.  The 
bitter  experience  of  all  countries  with  depreciated  paper  has  brought 
practically  all  of  them  to  the  point  where  they  wish  to  restore  the  gold 
standard  at  the  earliest  possible  moment.  However,  the  various  nations 
are  at  a  loss  to  determine  the  best  method  of  bringing  about  that  goal. 
For  a  few  countries,  particularly  England,  the  depreciation  of  paper  did 
not  go  so  far  but  that  the  pre-war  gold  standard  could  be  reestablished. 
For  countries  where  the  depreciation  of  paper  has  been  carried  to  ex¬ 
tremes,  the  only  apparent  hope  of  restoring  the  gold  standard  lies  in 
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fixing  a  rate  of  redemption  in  gold  which  corresponds  to  present  money 
values.  The  alternative  is  deflation  of  prices,  but  this  is  impracticable 
for  most  of  the  nations  because  of  the  hardships  which  would  be  worked 
upon  debtors  under  a  sharply  falling  price  level.  Either  devaluation 
of  the  money  unit,  or  deflation  of  prices  is  a  prerequisite  to  the  gold 
standard  at  pre-war  levels.  The  prime  essential  to  a  gold  standard  is 
that  the  gold  should  have  a  fixed  price  of  redemption  in  the  country’s 
general  currency.  It  does  not  matter  vitally  whether  this  ratio  is  the 
pre-war  par  or  some  other.  What  matters  is  that  some  definite  ratio  be 
decided  upon,  presumably  one  that  is  not  widely  different  from  the 
actual  current  value  of  the  currency.  As  soon  as  a  fixed  ratio  of 
redemption  is  decided  upon,  there  is  a  new  certainty  and  confidence  in 
the  future.  People  know  what  to  look  forward  to. 

The  restoration  of  gold  redemption  requires  some  form  of  inter¬ 
national  cooperation  to  insure  an  adequate  possession  of  gold  reserves 
by  each  nation.  The  position  of  the  United  States  as  holder  of  about 
half  the  world’s  gold  supply  necessitates  that  the  United  States  should 
play  a  leading  part  in  any  such  international  cooperation. 

Final  stability  of  exchange  requires  the  gold  standard,  but  pending 
this  return,  and  as  a  necessary  preparation  for  it,  a  country  has  to 
effect  as  much  stabilization  as  possible  by  stopping  inflation  and  balanc¬ 
ing  its  budget.  This  conclusion  seems  necessary  under  present  circum¬ 
stances,  although  there  are  certain  authorities  who  advocate  that  the  gold 
standard  be  given  up  as  something  which  has  outlived  its  usefulness. 
In  its  place  they  would  put  a  paper  standard,  regulated  in  quantity 
of  issue  by  the  use  of  the  price  index.  The  objective  would  be  a  stable 
price  level,  maintained  by  restricted  printing  of  paper  money  and  by 
restricted  issuing  of  bank  credit  through  control  of  the  interest  rate. 
Whatever  may  be  said  in  favor  of  this  plan  as  something  ultimately 
desirable,  certainly  there  is  no  reason  now  to  have  confidence  in  the 
ability  and  willingness  of  governments  to  operate  it  successfully.  In 
light  of  the  monetary  confusion  and  chaos  since  1914,  it  would  seem 
beyond  reason  to  expect  Congresses  and  Parliaments  to  bind  themselves 
rigidly  enough  to  scientific  financial  and  economic  laws  to  make  such  a 
system  work.  Owing  to  the  incompetence  of  governments,  it  would  seem 
altogether  improbable  that  they  could  efficiently  exercise  any  such 
economic  function.  This  being  the  case,  the  safest  reliance  would  seem 
to  be  a  return  to  a  modified  form  of  the  free  gold  standard.7 

(d)  Normal  commerce  and  production  are  a  further  prerequisite 
to  stabilization.  First  and  fundamentally,  normal  trade  depends  upon 
a  nation’s  productive  capacity  and  its  habits  of  consumption  and  saving. 
The  war  severely  lowered  the  productive  capacity  of  leading  nations, 
and  post-war  conditions  in  Europe  have  been  working  very  largely  in 
the  same  unfortunate  direction.  Replacement  of  old  capital  destroyed 
and  reconstruction  in  general  depend  first  upon  how  large  a  volume  of 

7  For  a  statement  of  the  case  in  favor  of  abandoning  the  gold  standard,  see 
John  M.  Keynes,  Monetary  Reform,  especially  chapters  4  and  5. 
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goods  a  country  can  now  produce,  and  second  upon  how  large  a  share 
of  this  production  can  be  saved  for  investment  in  new  capital.  What¬ 
ever  tends  to  prolong  tmemployment,  inefficiency,  and  low  productivity, 
tends  to  weaken  a  country’s  ability  to  reestablish  normal  exports  and 
imports  with  the  world.  Abnormal  trade  balances  cannot  be  corrected 
except  as  a  country’s  production  and  consumption  get  back  to  normal. 

Toward  this  same  end,  it  is  also  necessary  to  free  commerce  from 
many  of  its  artificial  restrictions.  Such  restrictions  include  price  dis¬ 
criminations  favoring  certain  foreign  countries  and  disfavoring  others, 
artificially  raising  the  prices  of  export  commodities,  imposing  restraints 
upon  the  volume  of  exports  or  imports,  and  placing  undue  and  excessive 
tariff  rates  on  international  commerce.  Normal  exchange  rates  require 
normal  trade  relations. 

(e)  Speculation  in  a  country’s  exchange  is  an  evil  which  requires 
correction.  The  case  of  Germany  illustrates  this  process  carried  to  an 
extreme.  Germany  sold  huge  sums  of  paper  marks  on  foreign  exchange 
markets.  This  dumping  of  paper  money  abroad  not  only  depreciated 
the  mark  more  than  ever,  but  caused  the  most  violent  fluctuations  that 
exchange  has  ever  undergone.  The  practice  has  been  adopted  at  times 
by  other  countries,  but  nowhere  to  the  extreme  and  absurd  degree  found 
in  Germany.  Before  stabilization  can  be  hoped  for,  it  is  imperative 
that  such  a  policy  come  definitely  to  an  end. 

(f)  Finally,  political  stability  is  needed  for  stabilization.  In  post¬ 
war  Europe,  stability  was  delayed  by  the  lack  of  a  settlement  of  ques¬ 
tions  pertaining  to  reparations  from  Germany,  and  payment  of  the 
Allied  debts.  Such  events  as  the  French  occupation  of  the  Ruhr  tended 
to  undermine  confidence  and  depreciate  exchange  values.  The  assurance 
of  continued  peace  is  indispensable  to  stability.  Unstable  domestic  poli¬ 
tics  brings  exchange  fluctuations.  Whatever  weakens  confidence  in  the 
ability  of  governments  to  function  effectively  has  an  unfavorable  effect 
upon  the  exchange  markets. 

The  experience  of  all  countries  with  depreciated  paper  has  been 
painful  and  costly,  and  has  left  them  with  the  desire  to  restore  stable 
conditions  as  rapidly  as  possible.  How  to  give  effect  to  such  a  desire 
is  the  problem  of  greatest  difficulty.  However,  practical  methods  of 
stabilization  can  gradually  be  evolved. 

The  Place  of  Money  and  of  Government  in  International  Eco¬ 
nomics. — In  summarizing  the  subject  of  world  finance  and  currency, 
it  is  important  to  place  emphasis  where  emphasis  belongs.  And  emphasis 
properly  falls  upon  two  things :  money  and  government.  Instead  of 
passing  money  by  as  an  incidental  factor,  a  mere  medium  of  exchange 
governed  by  the  laws  of  trade,  we  must  make  money  a  pivotal  factor,  a 
regulator  of  exchange  governing  in  fundamental  ways  the  course  of 
trade.  Instead  of  assuming  that  to  restore  production  it  is  proper  to 
attack  directly  the  subject  of  production,  we  must  assume  that  it  is 
proper  to  attack  the  subject  of  sound  money,  because  sound  money  is 
itself  the  chief  prerequisite  for  the  restoration  of  production.  On  the 
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other  hand,  it  is  impossible  to  deal  effectively  with  either  the  subject  of 
money  or  of  production  without  at  the  same  time  placing  in  the  fore¬ 
front  of  our  attack  the  economic  functions  of  government.  The  custom 
of  dismissing  government  as  a  purely  political  subject,  excluded  from 
the  scope  of  economics,  is  nowhere  more  futile  and  harmful  than  in  the 
international  field.  It  is  absurd  to  call  land,  labor,  and  capital  the 
factors  in  production,  with  the  inference  that  government  is  not  equally 
a  factor  in  production.  Sound  performance  of  the  economic  functions 
of  government  is  absolutely  indispensable  to  any  start  at  international 
reconstruction.  Endless  confusion  and  chaos  have  persisted  in  the  post¬ 
war  world  largely  because  of  determination  to  keep  up  the  delusion  that 
politics  is  politics  and  economics  is  economics  and  never  the  twain  shall 
meet. 

In  emphasizing  the  importance  of  money,  it  has  been  declared  by 
Cassel :  “It  seems  likely  that  the  era  of  monetary  chaos  through  which 
we  are  passing  will  become  the  classic  example  of  unsound  finance.” 
The  most  noteworthy  endeavor  to  cope  with  these  problems  of  economic 
recovery,  the  report  of  the  commission  of  experts  headed  by  Charles 
G.  Dawes,  takes  as  the  core  of  the  problem  the  stabilization  of  finance, 
involving  the  reconstruction  of  currency  and  the  reconstruction  of 
financial  budgets.  The  stabilization  of  the  money  factor  is  very  properly 
made  the  central  feature  of  the  report.  The  paralyzing  influences  over 
the  post-war  world  have  been  money  debts  and  excessive  money  issue. 
The  reparation  debts  of  Germany  to  the  Allies,  the  war  debts  of  the 
Allies  to  each  other,  the  internal  debts  of  governments  to  their  peoples, 
comprise  a  tremendous  burden  of  debt  entanglements  which  strangle 
repeatedly  the  endeavors  to  achieve  economic  restoration.  The  mass 
printing  of  paper  money,  the  alternative  flights  of  inflation  and  deflation, 
the  violent  fluctuations  of  money  values,  the  mal-distribution  of  gold 
between  nations,  stifle  one  after  another  of  the  well-meaning  attempts  at 
economic  recovery. 

The  various  nations  have  often  been  instructed  that  they  would  be 
all  right  if  only  they  would  get  down  to  work.  Work,  produce,  get 
busy — such  are  the  secrets  of  recovery  tossed  out  to  the  depressed  coun¬ 
tries.  But  such  slogans  are  bound  to  be  futile.  They  utterly  ignore  the 
part  which  money  plays  in  production.  The  force  which  holds  the 
nations  back  is  not  a  lack  of  land,  or  of  labor,  or  of  capital,  or  of 
executive  ability,  or  of  the  will  to  work.  The  force  which  holds  the 
nations  back  is  the  disruption  of  the  intricate  international  financial 
system.  It  is  the  vast  entanglement  of  debt  owing  and  money  printing. 
The  resources  are  there,  ready  for  use,  but  they  are  impotent  because  of 
the  deadening  influence  of  unsound  finance. 

The  importance  of  government  is  emphasized  by  the  obvious  fact 
that  almost  the  entire  time  and  energy  of  the  post-war  governments  have 
been  devoted  to  the  economic  problems  of  the  hour.  The  balancing  of 
budgets  is  necessary  before  inflation  can  be  brought  under  control.  Gov¬ 
ernment  taxation  and  government  expenditure  are  inseparably  connected 
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with  the  printing  of  paper  money.  Tariff  policies  restrict  imports  and 
exports  and  force  into  existence  abnormal  balances  of  trade.  Military 
armament,  occupation  of  the  Ruhr,  gestures  of  war,  destroy  the  elements 
of  confidence  and  stability.  Territorial  settlements  and  the  adminis¬ 
tration  of  the  economic  clauses  of  the  Versailles  treaty  create  as  many 
difficulties  as  they  solve.  Government  committees,  conferences,  and  com¬ 
missions  run  on  in  a  never-ending  series  in  the  repeated  endeavor  to 
repair  and  stabilize  the  productive  capacity  of  the  world.  The  question 
is  not  whether  there  is  to  be  politics  or  not  to  be  politics,  nor  whether 
there  is  to  be  less  politics  or  more  politics.  The  question  is  whether 
politics  is  to  be  sound  economics  or  unsound  economics.  Instead  of  dis¬ 
missing  the  politics  of  the  situation  as  irrelevant,  the  nations  must 
accept  politics  as  an  integral  part  of  modern  production.  There  is  no 
production  without  politics,  any  more  than  there  is  production  without 
labor  or  capital.  It  is  essential  to  recognize  that  politics  among  the 
nations  of  the  world  has  basic  economic  functions  to  perform.  Instead 
of  rejecting  governmental  economic  functions  on  the  ground  that  they 
are  merely  politics,  it  is  essential  to  rely  upon  these  functions  for  every 
particle  of  progress  that  the  nations  hope  to  make  toward  economic 
restoration. 
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CHAPTER  XXXI 

THE  EXPORT  OF  CAPITAL 


The  Importance  of  the  Machine  Technique. — The  modern  produc¬ 
tion  technology,  by  increasing  the  total  volume  of  production,  has  made 
possible  an  excess  of  production  over  consumption.  This  excess  is 
represented  financially  by  the  volume  of  annual  saving  and  invest¬ 
ment,  and  is  represented  physically  by  capital  goods  in  such  forms  as 
machinery,  railroads,  factory  buildings,  or  electrical  equipment.  Where 
the  machine  technique  is  highly  developed,  this  supply  of  savings  and 
capital  is  large,  and  it  has  been  found  profitable  to  invest  a  consider¬ 
able  part  of  the  supply  in  foreign  countries. 

The  countries  most  in  need  of  new  capital  are  the  so-called  new  or 
backward  countries.  At  the  present  time,  South  America,  Turkey, 
China,  and  Russia  are  examples  of  countries  needing  capital.  The 
sources  of  capital  to  meet  their  needs  are  largely  the  savings  of  the 
peoples  of  the  United  States,  England,  France,  and  other  countries  that 
have  been  highly  industrialized  by  the  machine  technique. 

There  are,  therefore,  two  types  of  countries, — those  which  export 
and  those  which  import  capital  equipment.  The  former  include  the 
countries  of  Western  Europe,  Japan,  and  the  United  States.  The  latter 
include  the  balance  of  the  world.  Great  Britain  has  been  first  in  the 
export  of  capital  equipment  because  she  was  first  in  the  industrial 
revolution.  Her  foreign  investments  began  as  early  as  1815,  and  at 
first  were  mostly  in  Europe  and  the  United  States.  At  the  time,  these 
countries  were  industrially  the  backward  countries  as  compared  with 
England.  In  1857  England  had  about  $400,000,000  invested  in  Ameri¬ 
can  railroads.  France,  Germany,  and  other  nations  became  foreign  in¬ 
vestors  as  soon  as  they  had  taken  over  the  technology  of  the  industrial 
revolution.  The  latter  part  of  the  nineteenth  century  and  the  first  part 
of  the  twentieth  was  a  period  of  marked  expansion  along  this  line, 
and  by  1914  the  estimated  total  of  foreign  investment  was  about 
$40,000,000,000. 

It  is  important  to  emphasize  that  this  vast  sum  of  foreign  investment 
was  chiefly  attributable  to  the  far-reaching  effects  of  the  machine  tech¬ 
nique  of  production.  Without  the  great  increase  in  productive  capacity 
due  to  the  spread  of  factory  production  and  mechanical  methods,  the 
excess  of  production  over  consumption  in  home  countries  would  have 
been  small.  This  technique  was  the  source  of  the  capital  supply  which 
was  sent  out  to  the  less  advanced  nations  of  the  world,  and  was  the 
moving  force  behind  the  great  developments  in  foreign  investment. 
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The  Foreign  Investments  of  Principal  Countries. — The  amount  of 
investment  by  four  of  the  principal  capital  exporting  countries  in  1914 
and  1923  was  approximately  as  follows : 1 


Year 

England 

France 

Germany 

United  States 

1914 

1923 

$20,000,000,000 

16,000,000,000 

$9,000,000,000 

1,500,000,000 

$8,000,000,000 

1,600,000,000 

$2,000,000,000 

8,000,000,000 

The  English  investments  were  greater  than  those  of  the  other  three 
nations  combined.  England  invested  about  one-half  her  pre-war  annual 
savings  in  foreign  countries,  or  an  annual  sum  of  about  $1,000,000,000. 
The  grand  total  of  England’s  foreign  investments  represented  about 
one-fourth  of  her  entire  national  wealth.  The  income  from  this  enormous 
foreign  investment  was  about  $1,000,000,000.  The  World  War  had  the 
effect  of  reducing  the  foreign  wealth  of  England  by  about  $5,000,000,000. 
Also,  the  war  dried  up  for  the  time  being  the  sources  of  new  investment. 
As  soon  as  post-war  tendencies  were  free  to  assert  themselves,  England 
resumed  her  export  of  capital,  although  on  a  scale  somewhat  less  than 
in  former  years.  If  England  did  nothing  more  than  to  reinvest  abroad 
each  year  a  part  of  her  interest  on  foreign  investments,  her  foreign 
wealth  would  show  an  important  yearly  increase. 

The  distribution  of  English  investments  is  significant  from  a  double 
standpoint :  with  respect  to  the  location  of  investments  by  countries,  and 
with  respect  to  the  kind  of  industry  built  up  in  the  foreign  country. 
With  respect  to  location,  53  per  cent  of  total  English  holdings  in  1913 
were  in  North  and  South  America,  16  per  cent  in  Asia,  14  per  cent  in 
Africa,  12  per  cent  in  Australia,  and  only  5  per  cent  in  Europe.  English 
investments  were  characterized  much  more  than  either  French  or  German 
by  the  fact  that  they  were  located,  for  by  far  the  greater  part,  outside 
of  Europe  proper.  Mainly  due  to  this  diffusion,  English  investments 
suffered  much  smaller  loss  from  the  European  War.  The  countries  re¬ 
ceiving  English  investments  have  been  the  world’s  primary  sources  of 
foodstuffs  and  raw  materials,  and  important  markets  for  manufactured 
articles.  Thus,  English  investments  tended  to  develop  ever  greater 
sources  of  raw  materials  for  her  factories  and  ever  wider  markets  for 
the  finished  product  of  her  factories.  With  respect  to  the  kinds  of  in¬ 
dustry  developed  abroad,  it  is  noteworthy  that  over  60  per  cent  of  the 

i  Estimates  by  various  authorities  show  considerable  variation.  Among  the 
more  reliable  sources  may  be  mentioned — Report  by  the  Federal  Trade  Commission 
of  the  United  States,  Cooperation  in  Our  Export  Trade,  Volume  1,  pp.  69-173;  Sir 
George  Paish,  Journal  of  the  Royal  Statistical  Society,  January,  1911;  Statist,  Feb¬ 
ruary  14,  1914,  and  The  Contemporary  Review,  September,  1919;  Sir  Edgar  Crarn- 
mond,  idem.,  October,  1914,  July,  1918;  C.  K.  Hobson,  Export  of  Capital;  R.  C. 
Leffingwell,  Manchester  Guardian  Commercial,  November  16,  1922;  United  States 
Department  of  Commerce,  Trade  Information  Bulletins  III  and  215;  McKenna 
Report  to  Committee  of  Experts  on  German  Reparations,  April  9,  1924. 
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total  was  devoted  to  railroad  construction;  about  14  per  cent  to  mines, 
nitrates,  oil  supplies,  telegraphs,  telephones,  gas  and  water  works,  electric 
light  and  power  plants,  canals  and  docks;  and  a  like  amount  to  real 
estate  and  investment  companies,  banks,  breweries,  and  factories.2  The 
primacy  of  railroads  in  export  of  capital  is  true  not  only  for  English 
investment  but  also  for  nearly  all  other  countries. 

French  investments  abroad  in  1914  were  predominantly  in  Europe 
or  Northern  Africa.  Russia,  Morocco,  Egypt,  and  Turkey  were  favorite 
places  for  French  investment.  French  capital  was,  therefore,  placed 
nearer  home  than  the  British,  and  it  was  not  so  well  diversified  over  the 
world.  Moreover,  the  English  ownership  of  foreign  securities  has  been 
highly  concentrated  in  the  hands  of  the  wealthier  classes ;  whereas  the 
French  ownership  has  been  widely  diffused  in  small  holdings  among  the 
mass  of  the  peasants  and  the  middle  classes  generally.  Growing  out  of 
this  is  the  further  fact  that  the  small  French  investor,  in  his  desire  for 
safety,  leans  heavily  toward  government  bonds  of  foreign  countries  in 
preference  to  securities  of  private  corporations.  Pre-war  French  in¬ 
vestments  were  being  added  to  in  normal  years  by  about  $400,000,000, 
and  the  noimial  interest  earned  was  also  about  $400,000,000.  In  other 
words  France  was  annually  investing  abroad  a  sum  about  equal  to 
the  annual  income  on  her  foreign  wealth.  The  World  War  temporarily 
halted  the  expansion  of  French  capital,  but  post-war  developments  in¬ 
dicate  a  gradual  resumption  of  the  normal  capital  export. 

Although  Germany  ranked  third  in  her  pre-war  holdings,  never¬ 
theless  it  was  German  rivalry  and  aggressiveness  which  chiefly  alarmed 
the  other  nations.  Having  started  the  practice  of  foreign  investment 
somewhat  later  than  either  France  or  England,  Germany  found  many 
of  the  best  fields  already  occupied.  By  an  aggressive  penetration,  how¬ 
ever,  Germany  placed  large  investments  in  Russia,  Turkey,  Roumania, 
China,  and  South  America.  The  favorite  German  expansionist  plan  was 
the  development  of  the  South  European  belt  covered  by  the  Berlin  to 
Bagdad  railway.  The  war  resulted  in  the  loss  of  German  control  of 
the  Berlin  to  Bagdad  railway  and  in  the  loss  of  the  major  portion  of 
other  German  foreign  wealth. 

The  United  States  before  the  war  was  chiefly  a  borrowing  or  debtor 
country.  About  $2,000,000,000  of  United  States  savings  were  invested 
abroad,  but  over  against  this  were  European  savings  of  about  $6,500,- 
000,000  invested  in  the  United  States.  The  United  States  was  heavily 
a  net  debtor.  During  the  war,  the  United  States  bought  back  a  con¬ 
siderable  part  of  the  foreign  investments  in  this  country  and  loaned  vast 
sums  to  Europe  for  the  conduct  of  the  war.  In  addition,  the  United 
States  since  the  war  has  invested  heavily  in  foreign  securities.  The 
total  of  foreign  securities  floated  in  the  United  States  since  the  war, 
including  new  capital  and  refunding,  has  been  estimated  as  follows : 3 

2  Federal  Trade  Commission,  Cooperation  in  Our  Export  Trade,  Volume  I, 
pp.  67-70. 

8  Federal  Reserve  Bulletin,  February,  1924,  p.  94. 
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Year  Amount 

1919  .  $681,707,000 

1920  .  621,512,000 

1921  .  675,317,000 

1922  .  897,208,000 

1923  .  398,217,000 

1921  .  973,011,500 


The  United  States  has  become  a  capital  exporting  and  a  creditor 
nation.  This  creditor  position  rests  in  part  upon  the  foreign  war  debts 
to  the  United  States,  which  at  the  beginning  of  1921  amounted  to 
$11,776,964,512.  These  war  debts,  however,  represent  not  investment  in 
foreign  productive  capital,  but  loans  which  were  used  up  for  military 
purposes.  They  are  not  an  export  of  productive  capital,  therefore, 
although  they  govern  our  creditor  position  and  our  annual  interest 
income  in  much  the  same  fundamental  ways.  The  estimated  amount  of 
American  investments  abroad  at  the  end  of  1923,  not  including  these 
government  war  loans,  was  as  follows : 4 


Region  Amount 

Canada  . $2,500,000,000 

Cuba  .  1,360,000,000 

Mexico  .  1,022,000,000 

Central  America  and  West  Indies .  118,000,000 

South  America .  1,230,000,000 

Europe  .  1,300,000,000 

Asia  .  110,000,000 


Total  .  $8,000,000,000 


It  is  significant  that  the  concentration  points  for  American  invest¬ 
ment  are  Canada  and  Latin  America,  particularly  that  part  of  Latin 
America  bordering  the  Caribbean  Sea.  Within  this  latter  region,  the 
United  States  is  the  dominant  financial  power.  The  Caribbean  region 
has  become  an  economic  sphere  of  influence  for  the  United  States,  and 
in  its  capital  resources  it  is  very  largely  dependent  upon  the  United 
States. 

The  Nature  of  the  Investment  Process. — The  general  principles  of 
foreign  investment  are  no  different  from  those  of  domestic  investment. 
When  foreign  investments  give  rise  to  special  problems,  the  solutions 
require  simply  an  adaptation  of  the  fundamental  principles  underlying 
all  investment  to  the  peculiar  conditions  of  the  foreign  field.  This 
feature  of  the  situation  is  well  illustrated  in  the  risk  factor  of  invest¬ 
ment.  The  safest  foreign  investments  are  foreign  government  bonds. 
The  risk  attached  to  such  bonds  is  somewhat  greater  than  the  risk  at¬ 
tached  to  domestic  government  bonds.  However,  it  compares  favorably 
with  domestic  corporation  securities.  For  the  period  from  1882  to  1911, 

4  United  States  Department  of  Commerce,  Trade  Information  Bulletin ,  No.  215, 
p.  12.  The  estimated  amount  of  foreign  capital  invested  in  the  United  States  was 
about  $2,600,000,000  at  the  end  of  1924. 
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the  losses  from  foreign  government  bonds  as  compared  with  domestic 
corporation  securities  was  as  follows : 6 

Average  annual  default  in  foreign  government  bonds  $0.39  per  $100 

Average  annual  default  in  U.  S.  railroads  1.84  per  100 

Average  annual  default  in  U.  S.  gas  and  electrics  0.37  per  100 

Average  annual  default  in  U.  S.  industrials  2.07  per  100 

In  addition  to  investment  in  foreign  companies,  the  United  States 
has  established  abroad  many  branches  of  home  corporations.  The  United 
States  has  a  large  number  of  branch  banks  scattered  through  Latin 
America.  Big  corporations  have  established  foreign  factories  or  opened 
foreign  mines,  in  such  products  as  machinery,  meat  packing,  sewing 
machines,  copper,  or  iron  and  steel.  By  establishing  branches,  the  home 
companies  keep  a  firm  control  over  foreign  operations  and  assume  a 
high  degree  of  responsibility  for  the  safety  of  invested  capital. 

In  further  analysis  of  the  nature  of  foreign  investment,  it  is  to  be 
noted  that  the  process  involves  the  use  of  the  foreign  exchange  markets. 
The  technique  of  payment  is  subject  to  the  principles  of  international 
exchange.  Stability  of  exchange  rates  is  urgently  desirable,  in  order 
that  a  constant  purchasing  power  of  the  money  invested  and  of  the 
interest  return  may  be  maintained.  Fluctuations  in  the  relative  pur¬ 
chasing  power  of  the  money  of  lender  and  debtor  countries  severely  in¬ 
crease  the  hazards  of  investment.  This  risk  is  especially  high  when  the 
debtor  country  is  not  on  the  free  gold  standard,  but  uses  silver  or  fiat 
paper  currency. 

The  market  organization  for  the  sale  of  foreign  securities  consists 
chiefly  of  the  stock  exchanges  and  the  investment  banks.  In  1914  the 
security  listings  on  the  London  Stock  Exchanges  were  about  48  per 
cent  of  the  total  listings,  and  on  the  Paris  Bourse  about  40  per  cent. 
These  markets  had  become  true  international  stock  exchanges.  The 
New  York  Exchanges  list  a  comparatively  smaller  number,  although  the 
list  has  grown  substantially  since  1914.  In  addition  to  the  stock  ex¬ 
changes,  international  investment  banks  sell  issues  of  foreign  securities, 
either  as  individual  banks,  or  as  syndicates,  or  by  formation  of  invest¬ 
ment  trusts.  England  in  1919  had  about  four  hundred  of  these  trusts. 
This  type  of  institution  minimizes  the  risks  of  foreign  investment  by 
applying  the  principle  of  diversification  of  risks.  It  obtains  a  variety  of 
foreign  securities,  and  instead  of  selling  them  directly  to  investors, 
pledges  them  as  collateral  security  for  an  issue  of  its  own  notes  or 
bonds.  The  debentures  offered  the  public  are  in  the  name  of  the  in¬ 
vestment  trust,  and  they  are  secured  by  a  broadly  diversified  collateral. 
By  this  device,  the  element  of  safety  is  amply  provided  for.  Congress 
passed  a  law  in  1919,  known  as  the  Edge  Act,  authorizing  the  formation 
in  the  United  States  of  such  investment  trusts.  Several  trusts  have  been 
formed  under  the  law,  but  the  extent  of  the  movement  has  been  nar- 

5  Annals  of  the  American  Academy  of  Political  and  Social  Science,  Volume 
88,  p.  123. 
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rowly  limited  in  comparison  with  the  English  practice.  The  investment 
trust  is  the  logical  and  indispensable  method  for  large  scale  foreign  in¬ 
vestment,  and  the  development  of  these  institutions  in  the  United  States 
is  highly  desirable. 

A  distinction  is  necessary  between  the  terms  “export  of  capital”  and 
“import  of  securities.”  The  financial  process  involved  in  the  buying 
of  foreign  securities  appears  in  the  balance  of  payments  of  the  United 
States  as  an  invisible  import  or  debit  item.  The  loan,  viewed  as  a  money 
transaction,  is,  however,  merely  a  means  to  the  real  end  and  aim, 
namely,  a  loan  of  goods.  The  bulk  of  the  loan  does  not  leave  the  United 
States,  but  is  placed  to  the  credit  of  the  foreign  country  in  a  deposit 
account  with  a  New  York  hank.  The  borrower  draws  checks  on  this 
account  in  payment  for  the  capital  goods  bought  in  the  United  States 
and  exported  to  the  foreign  country.  What  is  really  loaned  is  for  the 
most  part  capital  goods  which  the  borrower  can  me  in  building  up  pro¬ 
ductive  industry.  When,  on  the  other  hand,  the  debtor  pays  interest  on 
the  loan,  the  receipt  of  the  money  by  the  United  States  is  treated  on  the 
balance  of  payments  as  an  export  item.  Underneath  the  money  transfer, 
however,  the  debtor  must  pay  for  the  most  part  in  goods,  and  the 
receipt  of  the  goods  by  the  United  States  is  an  import  item.  To  use 
H.  N.  Brailsford’s  words,  “Lend  money  to  the  Argentine  to  build  a 
railroad  and  what  you  really  export  is  not  gold  but  rails,  while  the  in¬ 
terest  comes  back  not  as  gold  but  as  meat.”  8 

Effects  of  Foreign  Investment  upon  Foreign  Trade. — The  effect  of 
capital  movements  upon  the  balance  of  trade  in  merchandise  has  already 
been  explained  in  the  chapter  on  the  balance  of  international  payments. 
The  essence  of  this  explanation  is  that  a  creditor  nation,  because  of  the 
large  inflow  of  interest  payments  from  its  debtors  abroad,  tends  to  have 
imports  of  merchandise  in  excess  of  exports.  To  receive  interest  pay¬ 
ments,  it  is  necessary,  in  other  words,  to  develop  a  so-called  unfavorable 
or  adverse  balance  of  trade.  Hence,  the  United  States,  as  a  great  creditor 
nation,  faces  the  prospect  of  an  overturn  of  her  trade  balance,  and  the 
development  of  imports  of  goods  in  excess  of  exports.  The  chief  factor 
in  deciding  when  this  overturn  will  come  will  be  the  future  export  of 
American  capital.  Heavy  foreign  investment  of  American  capital 
would  maintain  the  present  favorable  balance,  or  excess  of  exports,  for 
a  considerable  time.  Merely  the  reinvestment  of  interest  on  outstanding 
foreign  loans  would  support  the  present  favorable  trade  balance.  If, 
however,  the  United  States  reduces  her  investments  of  new  capital  to  a 
small  figure,  and  interest  payments  keep  rolling  in,  the  trade  balance 
must  in  the  natural  course  of  events  become  unfavorable.  The  United 
States  in  that  case  must  accustom  herself  to  an  absorption  of  an  excess 
of  imports  in  her  markets.  The  popular  American  notion  that  this  would 
be  harmful  to  the  United  States  is  highly  fallacious.  The  overturn  of 
the  trade  balance  would  be  the  only  normal  and  natural  outcome  under 
the  circumstances. 

«  The  War  of  Steel  and  Gold,  p.  73. 
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In  addition  to  the  effect  of  foreign  investment  upon  the  trade  balance, 
it  is  necessary  to  consider  the  effect  upon  the  geographical  distribution 
of  trade.  It  is  an  accepted  principle  that  “trade  follows  the  invest¬ 
ment.”  In  some  countries,  the  lender  places  in  the  terms  of  the  loan  a 
specific  stipulation  that  the  money  shall  be  spent  in  purchases  from  the 
country  of  the  lender.  But  even  where  no  such  requirement  is  formally 
made,  the  whole  force  of  circumstances  accomplishes  the  same  result. 
In  the  new  country,  the  engineers  and  contractors  are  likely  to  be  of 
the  same  nationality  as  the  lender.  Branch  banks  in  the  new  country, 
and  industrial  corporations  manufacturing  capital  equipment  in  the  old 
country,  are  interlocked  through  boards  of  directors  and  other  connec¬ 
tions.  In  summarizing  this  broad  tendency,  the  Federal  Trade  Com¬ 
mission  declares:  “In  general,  the  demand  for  foreign  goods  follows 
the  nationality  of  the  investment.  It  is  the  almost  invariable  rule  that 
where  such  public  utilities  as  railroads,  light  and  power  plants,  street 
railways,  and  the  like,  are  financed  by  foreign  capital,  the  equipment 
and  supplies  must  come  from  the  country  financing  the  investment. 
And  in  industries  not  of  the  public  utility  type,  this  rule  largely  holds 
true.”7  The  fundamental  practical  conclusion  is  that  if  the  United 
States  is  to  be  able  to  compete  with  other  nations  in  selling  steel  rails, 
manufacturing  machinery,  or  electrical  equipment  to  South  America, 
China,  or  other  foreign  markets  for  productive  equipment,  she  must 
invest  liberally  in  the  securities  of  the  corporations  in  those  countries. 

Economic  Functions  of  Government  in  Export  of  Capital. — The 
economic  functions  of  government  are  nowhere  more  important  than  in 
the  export  of  capital.  Home  governments  lend  their  productive  aid  by 
three  main  methods:  securing  contracts  and  concessions,  giving  military 
protection  to  investment,  and  using  investments  as  entering  wedges  for 
colonial  expansion. 

The  embassies  of  the  great  powers  give  much  time  and  attention  to 
the  procurement  of  concessions  for  business  men  of  their  own  nationality. 
These  concessions  take  the  form  of  exclusive  privileges  to  develop  a 
mine,  build  a  railroad,  or  exploit  natural  resources.  Such  concessions 
have  often  been  wrested  from  the  weaker  nations  by  indefensible  tactics 
of  bribery,  intimidation,  and  coercion.  The  weaker  nations  have  been  a 
scene  of  struggle  for  these  concessions.  China,  Turkey,  Morocco,  Mexico, 
and  other  backward  countries  have  been  drawn  into  the  concession  system 
of  exclusive  privileges  and  benefits.  Moreover,  consular  officials  keep 
the  home  country  informed  of  all  business  opportunities  in  the  backward 
area.  By  concession  hunting,  by  trade  information,  by  political  dis¬ 
crimination,  the  governments  of  the  great  powers  aid  the  home  investors 
and  restrict  all  rivals. 

By  the  second  method  mentioned,  the  home  governments  use  force  or 
the  threat  of  force  to  protect  foreign  capital.  It  often  happens  that  the 
governments  of  backward  countries  are  very  unstable.  Kevolutions  occur 
and  property  is  menaced.  The  police  power  of  the  large  powers  is  then 

7  Federal  Trade  Commission,  Cooperation  in  Our  Export  Trade,  Volume  I,  p.  173. 
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exercised  to  quell  the  disturbance.  Marines  may  be  landed ;  a  battleship 
may  be  stationed  in  the  harbor ;  troops  may  be  sent  into  the  country ; 
customs  houses  may  be  seized  and  administered.  Forcible  interference 
prevents  confiscation  of  property  by  irresponsible  governments  or  tempo¬ 
rary  dictators.  In  certain  cases,  it  seems  that  political  troubles  have 
been  inspired  as  an  excuse  for  interference,  leading  to  ultimate  annexa¬ 
tion.  However,  disregarding  this  disreputable  practice,  we  still  find 
that  it  is  the  expected  and  approved  policy  to  use  force  to  protect  prop¬ 
erty  abroad.  Armament  is  a  kind  of  insurance  against  the  risks  of 
foreign  investment.  Some  governments  require  investors  to  submit  new 
foreign  credits  for  official  approval  before  they  are  finally  offered  to  the 
public,  in  order  that  the  governments  may  not  be  committed  to  safe¬ 
guard  unreasonable  undertakings.  American  policy  in  this  respect  has 
varied  widely.  Roosevelt  and  Taft  tended  to  give  strong  support  to 
foreign  enterprise,  a  policy  which  came  to  be  called  “dollar  diplomacy.” 
Wilson,  on  the  other  hand,  inclined  to  a  much  more  cautious  use  of 
governmental  powers.  As  nearly  as  the  prevalent  attitude  of  the  United 
States  can  be  stated,  it  may  be  said,  to  use  the  declaration  of  former 
Secretary  of  State  Knox,  that  “The  Department  of  State  will  give  all 
proper  support  to  legitimate  and  beneficial  American  enterprises  in  for¬ 
eign  countries.”  There  is,  in  brief,  a  natural  partnership  between  gov¬ 
ernment  and  capital  to  reduce  the  risk  and  hazard  of  the  loan  and  to 
increase  the  profits. 

Under  the  third  method  of  government  aid  of  foreign  investment,  the 
governments  use  foreign  investment  as  an  entering  wedge  for  protec¬ 
torates,  annexation,  or  colonization.  The  expansion  of  colonial  empires 
has  largely  been  the  outcome  of  investment  undertakings.  The  rivalry 
between  various  nations  in  the  investment  frontiers  is  so  keen  that 
aggrandizement  has  very  frequently  eventuated.  Imperialism  is  the 
ally  of  export  of  capital.  More  than  any  other  economic  factor,  rivalry 
over  export  of  capital  has  been  the  cause  of  war  in  modeim  times.  “Be¬ 
hind  the  financier  stands  the  diplomatist,  and  behind  the  diplomatist  is 
his  navy.  When  two  embassies  compete  in  Peking  for  a  railroad  conces¬ 
sion,  the  issue  may  be  determined  by  the  balance  of  naval  power  in  the 
North  Sea.”  The  use  of  mandates  and  of  open  door  policies  has  been 
tried  as  a  means  of  securing  equal  opportunity  for  all  nations  in  dealing 
with  backward  countries.  Although  their  extension  is  highly  desirable, 
their  actual  effectiveness  up-to-date  has  been  limited.  The  alliance  be¬ 
tween  government  and  export  of  capital  is  intimate,  and  without  the 
alliance,  export  of  capital  would  become  too  precarious  for  investors. 
Hence,  we  may  draw  the  conclusion  that  the  great  movement  represented 
by  the  export  of  capital  is  a  distinct  product  of  the  positive  economic 
functions  of  government  in  guiding  the  world  economy  of  production. 

The  Spread  of  the  Machine  Technology  Throughout  the  World. — 
Foreign  investment  has  brought  about  the  spread  of  the  machine  tech¬ 
nology  over  the  entire  world.  The  lines  of  diffusion  radiate  from  two 
centers,  Northwestern  Europe  and  Northeastern  United  States.  From 
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these  centers,  there  have  poured  out  to  the  less  developed  countries  tex¬ 
tile  machinery,  boot  and  shoe  machinery,  locomotives  and  rails,  metal 
working  machinery,  lumbering  and  mining  machinery,  engines,  electrical 
equipment,  and  hundreds  of  other  mechanical  appliances.  What  the 
export  of  capital  has  fundamentally  meant  has  been  the  export  of  the 
industrial  revolution  from  the  industrialized  countries  to  the  undeveloped 
countries.  This  export  of  the  factory  system  to  the  backward  countries 
has  brought  the  entire  world  more  and  more  under  the  sway  of  machine 
industrialism.  The  exporting  countries  were  able  to  supply  machinery 
on  a  large  scale  because  of  the  development  of  machines  to  make 
machines.  This  development,  in  turn,  rested  upon  the  standardization 
of  machine  construction,  the  perfection  of  replaceable  parts,  and  the 
invention  of  automatic  machines.  The  automatic  machines  dispensed  in 
large  part  with  the  necessity  for  skilled  labor,  and  thus  made  possible 
the  operation  of  machinery  by  the  untrained  labor  masses  of  such  coun¬ 
tries  as  India,  China,  and  Japan.  The  utilization  of  new  forms  of 
power,  such  as  petroleum,  or  hydro-electric  energy,  and  the  new  possi¬ 
bilities  of  electric  transmission  of  power,  have  made  possible  the  use 
of  machinery  in  localities  not  supplied  with  coal.  This  makes  unneces¬ 
sary  the  localization  of  the  factory  system  in  strict  proximity  to  limited 
coal  areas. 

About  80  per  cent  of  the  machinery  exports  of  the  United  States  now 
go  to  non-European  regions.  The  introduction  of  this  machinery  has 
had  important  effects  upon  the  merchandise  trade  between  the  old  and 
the  new  countries.  Japan,  China,  and  India,  for  instance,  formerly  im¬ 
ported  their  cotton  cloth  in  large  measure  from  Europe  and  the  United 
States,  but  now  they  are  rapidly  becoming  able  to  manufacture  their 
own  supply  of  textiles,  owing  to  the  fact  that  they  have  imported  the 
cotton  spindles  and  weaving  looms  from  Europe  and  the  United  States. 
Australia,  Brazil,  Argentina,  meet  their  own  needs  for  boots  and  shoes, 
by  the  use  of  machinery  imported  from  England  and  the  United  States. 
As  soon  as  these  countries  become  self-sufficient  in  such  lines  of  manu¬ 
factures,  they  cease  to  have  their  former  value  as  markets  to  absorb 
textile  and  other  manufactures  made  in  Europe  and  the  United  States. 
The  markets  of  the  highly  industrialized  countries  therefore  face  the 
necessity  for  fundamental  adjustments  to  new  conditions  abroad.  The 
lines  of  world  trade  face  the  necessity  of  undergoing  far-reaching  modi¬ 
fications  to  accommodate  themselves  to  the  extension  of  the  industrial 
revolution  to  the  remote  corners  of  the  world. 

Benefits  and  Dangers  of  the  Export  of  Capital. — The  export  of 
capital  is  not  without  its  disadvantages.  Two  of  these  disadvantages  are 
of  particular  concern:  first,  the  export  of  capital  may  drain  the  home 
market  of  needed  capital;  second,  it  may  involve  such  an  unequal  dis¬ 
tribution  of  income  at  home  that  wages  are  unduly  low.  In  so  far  as  it 
drains  the  home  capital  market,  it  reduces  the  national  supply  of  such 
essentials  as  public  improvements,  good  houses,  better  roads,  automo¬ 
biles,  and  improved  machinery.  England,  for  instance,  suffered  during 
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and  after  the  war  a  shortage  of  housing  for  the  working  classes,  due  in 
part  to  the  fact  that  England  has  placed  her  capital  in  foreign  enter¬ 
prise.  Many  authorities  have  sharply  attacked  the  foreign  investors  of 
England,  who  since  the  war  have  continued  to  pour  their  capital  savings 
into  the  foreign  field,  in  spite  of  the  desperate  need  for  capital  at  home 
for  working  class  housing.  Where  foreign  investment  is  carried  to 
this  extreme,  it  can  only  result  in  impoverishment  at  home.  Before  the 
United  States  launches  into  a  period  of  lavish  export  of  capital,  the 
country  would  do  well  to  consider  if  it  would  not  be  better  to  devote 
more  of  such  capital  to  better  homes  for  the  American  workingmen, 
better  schools,  better  city  sanitation,  better  parks,  better  hospitals,  better 
municipal  recreation,  better  facilities  for  higher  standards  of  living  for 
the  masses. 

This  raises  the  question  contained  in  the  second  danger  of  capital 
exportation,  namely,  that  it  will  rest  upon  a  bad  division  of  income. 
There  seems  to  be  a  great  deal  of  soundness  in  the  assertion  by  Frank 
A.  Vanderlip  that  in  order  to  build  up  her  enormous  foreign  wealth, 
England  paid  a  “wage  scale  that  averaged  lower  than  the  point  at  which 
the  physical  efficiency  of  labor  could  be  maintained  and  made  a  red  ink 
overdraft  on  the  future,  an  overdraft  on  the  physique  of  her  citizens 
and  an  overdraft  that  consumed  her  house  facilities.”  8  If  foreign  in¬ 
vestment  is  to  mean  a  bad  division  of  income  in  the  United  States,  it 
leads  to  a  dangerous  result,  namely,  the  impoverishment  of  labor.  Pre¬ 
sumably  a  mild  development  of  foreign  investment  would  not  have  this 
drastic  effect,  but  if  the  movement  were  carried  to  an  extreme,  the 
menace  to  labor’s  income  would  be  inevitable. 

Over  against  these  dangers  in  the  export  of  capital,  we  may  balance 
some  of  the  gains.  First,  it  tends  to  maintain  high  profits  for  the  in¬ 
vesting  classes.  There  comes  a  point  in  the  evolution  of  the  older  in¬ 
dustrial  countries  where  a  more  lucrative  use  of  the  capital  surplus  can 
be  made  abroad  in  the  less  well  developed  countries  than  at  home  with 
the  lower  interest  rates  usually  prevailing  in  a  congested  industrial 
system.9  If  all  savings  were  poured  back  into  home  industry  in  the 
older  countries,  the  oversupply  of  capital  would  drive  the  interest  rate 
down.  Then  all  people  who  were  living  off  their  income  from  property 
investments  would  face  a  disastrous  loss  of  income.  The  only  way  to 
avoid  this  outcome  is  to  ship  the  capital  abroad.  The  export  of  capital 
has  undoubtedly  tended  to  keep  the  interest  rate  materially  higher  than 
it  othenvise  would  have  been.  It  is  conceivable  that  a  more  democratic 
distribution  of  income,  which  would  give  the  masses  the  power  to  demand 
capital,  would  sustain  the  interest  rate.  But  the  present  division  of 
income  in  such  a  country  as  England  would  not  sustain  a  demand  for 
capital  at  home  sufficient  to  keep  up  the  interest  rate  in  the  home  market. 

A  second  gain  is  found  in  the  form  of  the  increase  of  productive 
power  among  the  nations  of  the  world.  The  spread  of  the  industrial 

s  What  Happened  to  Europe,  p.  36. 

9  See  E.  R.  A.  Seligman,  Problems  of  Readjustment  After  the  War,  p.  51. 
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revolution  over  the  world  develops  a  world  economy.  It  expands  the 
industrial  unit  from  a.  national  to  a  continental  basis,  and  binds  con¬ 
tinents  together  by  ties  of  economic  interdependence.  It  internationalizes 
production.  Nations  begin  to  consider  on  what  constructive  basis  all 
nations  can  be  assured  of  access  to  essential  raw  materials  and  to  essential 
markets.  The  United  States  has  been  drawn  into  this  continental  and 
world  economy,  and  has  grown  out  of  her  provincial  notion  of  being 
purely  self-sufficient.  There  is  an  obstacle  to  this  internationalizing  of 
industrialism,  contained  in  the  contemporary  political  ideas  of  strict 
nationalism.  The  nations  are  trying  to  adjust  themselves  to  the  new 
world  economy,  but  are  faced  with  the  difficulty  of  reconciling  economic 
internationalism  with  political  nationalism.  Political  functions  lag 
behind  industrial  functions,  and  this  lag  dominates  a  great  part  of  the 
struggle  and  confusion  in  present-day  economic  developments  among  the 
older  nations. 

Great  Britain,  as  the  leading  capital  exporting  country,  is  in  a  posi¬ 
tion  to  feel  most  completely  the  effects  of  this  new  economic  solidarity 
between  countries.  The  British  position  is  well  summarized  by  Sir 
George  Paish  as  follows:  “In  the  past  century  Great  Britain  has  sup¬ 
plied  the  world  outside  these  islands  with  nearly  $20,000,000,000  of  capi¬ 
tal,  and  the  result  of  this  action  has  been  an  expansion  in  the  world’s 
well  being  and  in  annual  productive  power  to  an  extent  that  is  difficult 
to  convey  in  words.  In  the  past  century  the  world’s  aggregate  produc¬ 
tive  power  has  increased  over  sixfold.  The  welfare  of  Great  Britain 
is  based  not  upon  the  limited  quantities  of  the  necessaries  of  life  which 
these  islands  can  give  her,  but  upon  the  productive  power  of  the  whole 
world.”  10 

But  although  the  export  of  capital  advances  the  productive  power 
of  the  world,  the  specter  of  excess  populations  is  ever  present.  Europe 
supports  an  extra  hundred  million  people  because  her  export  of  capital 
enables  her  to  draw  upon  the  productive  powers  of  the  outside  world. 
As  rapidly  as  production  grows,  population  threatens  to  grow  just  as 
rapidly,  and  to  keep  the  standard  of  living  low  because  there  are  so  many 
mouths  to  feed  and  bodies  to  clothe.  The  benefits  that  might  possibly 
be  derived  from  the  new  world  economy  are  sharply  checked  by  popu¬ 
lation  growth.  The  congested  masses  of  people  in  the  older  countries, 
jostling  each  other  for  elbow  room  and  struggling  with  each  other  for  a 
livelihood,  are  a  testimony  to  the  most  effective  check  there  is  upon  the 
chances  for  individual  benefit  and  gain  from  the  new  world  economy. 

A  Permanent  League  of  Nations,  pp.  91-92,  122. 
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CHAPTER  XXXII 


THE  PRINCIPLES  OF  INTERNATIONAL  TRADE 

The  Principle  of  Comparative  Advantage. — It  is  to  the  advantage 
of  a  country  to  devote  its  powers  of  production  to  those  trades  where 
it  is  more  efficient  than  other  people;  and  to  exchange  its  products 
for  the  goods  of  other  kinds  which  other  countries  can  produce  more 
efficiently.  Each  country  gains  by  specializing  in  the  production  of 
those  goods  which  it  is  best  fitted  to  produce.  This  specialization  is 
simply  a  further  phase  of  the  division  of  labor,  and  is  possible  in  an 
advanced  degree  only  because  of  the  stimulus  given  by  the  machine 
technology  to  the  further  division  of  labor.  The  geographical  units 
in  this  division  of  labor  may  be  productive  regions  which  override  mere 
political  boundaries.  In  many  cases  such  regions  may  be  entire  conti¬ 
nents  or  broad  climatic  zones  of  different  continents.  The  reason  why 
trade  between  regions  of  different  productive  character  is  commonly 
termed  “international”  is  because  commercial  policies  as  shaped  by 
governments  follow  national  lines,  and  because  trading  organizations  are 
based  upon  national  units. 

Specialization  by  nations  and  regions  tends  to  increase  total  pro¬ 
ductive  capacity.  If  two  nations  abandoned  the  policy  of  specialization 
and  tried  to  produce  for  themselves  what  they  formerly  imported,  the 
total  production  of  the  two  nations  would  necessarily  diminish.  Com¬ 
merce  is  therefore  a  means  not  merely  of  efficient  specialization,  but  of 
greater  total  production. 

The  specialization  which  underlies  commerce  likewise  has  the  effect 
of  cheapening  production.  The  definite  test  of  a  nation’s  fitness  for  a 
certain  line  of  production  is  the  relative  cheapness  of  the  product  on 
the  international  market.  A  country  exports  those  things  which  it  can 
produce  more  cheaply  than  others.  A  country  imports  those  things 
which  another  region  can  produce  more  cheaply  than  itself.  In  general, 
those  articles  are  sold  abroad  which  can  be  produced  at  relatively  low 
prices  at  home.  Trade  enables  a  country  to  obtain  goods  from  the  point 
where  they  cost  the  least 

In  many  types  of  commodity,  there  is  an  absolute  advantage  in  favor 
of  one  country.  This  occurs,  for  instance,  when  certain  resources  are 
found  exclusively  within  its  borders,  or  when  certain  crops  can  be  grown 
only  under  its  climate.  Except  for  commerce,  other  regions  could  not 
obtain  these  forms  of  commodities  at  all.  In  other  types  of  commodities, 
either  country  may  be  able  to  produce  the  goods  so  far  as  physical  possi- 
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bility  is  concerned,  but  one  country  will  be  able  to  produce  them  rela¬ 
tively  cheaper,  because  of  labor  and  capital  efficiency.  The  comparative 
advantage  is  clear.  In  a  third  class  of  commodities,  the  comparative 
advantage  in  production  is  purely  a  differential  advantage.  Assume 
that  country  A  can  produce  any  one  of  ten  different  articles  more  ef¬ 
ficiently  and  cheaply  than  country  B.  If  the  advantage  is  very  wide 
in  A’s  favor  on  the  first  five  products,  but  only  narrowly  in  its  favor  in 
the  other  five,  it  may  pay  A  to  confine  production  to  the  former  class 
of  articles  and  to  import  the  latter  class  from  B.  Although  A  has  a 
relative  advantage  in  the  latter  class  of  goods,  nevertheless  it  will  pay  A 
to  import  them  because  of  the  even  greater  advantage  which  A  has  in 
producing  the  former  class  of  goods.  The  basis  for  the  division  of  labor 
in  this  case  is  a  differential  advantage.  Whether  the  basis  for  speciali¬ 
zation  be  a  differential,  relative,  or  absolute  advantage,  the  source  of 
gam  from  commerce  in  any  case  is  the  comparative  differences  of  pro¬ 
ductive  powers  in  the  various  countries. 

This  general  principle  of  comparative  advantage  is  a  leading  part  of 
the  doctrine  of  the  classical  economists.  Ricardo,  John  Stuart  Mill, 
Goschen  and  others  stated  the  main  features  of  the  principle,  and 
Taussig  has  restated  it  with  special  application  to  questions  of  free 
trade  and  tariffs.  As  a  generalization,  it  underlies  practically  all  dis¬ 
cussion  of  the  advantages  of  commerce.  Indeed,  as  a  broad  proposition 
there  are  few  people  who  would  deny  the  truth  of  it.  The  real  issues 
which  arise  in  international  trade  result  mainly  from  the  problem  of  the 
best  methods  of  putting  the  principle  into  practice. 

To  bring  the  principle  of  comparative  advantage  down  to  definite 
application,  it  is  necessary  to  inquire :  Advantage  to  whom  ?  The  ob¬ 
vious  answer  has  been,  to  the  eountry  as  a  whole :  It  is  better  for  the 
country  as  a  whole  to  employ  its  productive  powers  along  those  lines  for 
which  it  is  best  fitted.  But  it  does  not  follow  from  this  that  it  is  also 
better  for  the  individual  enterprise  engaged  in  business.  It  does  not 
follow  that  the  private  trader  who  has  to  earn  a  profit  on  his  business 
will  gain  the  greatest  money  return  from  such  a  division  of  labor  be¬ 
tween  countries.  It  may  happen  that  the  greater  profit  to  the  business 
enterprise  may  be  had  by  a  restraint  of  international  trade,  either  by 
protective  tariffs  or  other  obstructions.  This  situation  gives  a  clue  to 
the  reason  for  a  very  interesting  fact,  namely,  that  in  spite  of  the  fact 
that  leading  economists  have  repeatedly  demonstrated  the  gain  from  free 
trade  to  the  country’s  total  productive  capacity,  nevertheless  business 
men  as  a  group  have  remained  quite  unimpressed  by  the  economist’s 
arguments.  The  economist  is  talking  about  comparative  advantage  in 
total  production  for  the  country;  the  business  manager  is  talking  about 
total  money  return  for  a  certain  business  enterprise. 

The  classical  economists  have  largely  worked  on  the  assumption  de¬ 
rived  from  Adam  Smith  that  production  for  the  maximum  use  of  the 
community  and  production  for  profit  were  virtually  equivalent.  The 
underlying  notion  has  been  that  in  seeking  the  largest  profit,  the  in- 
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dividual  business  is  guided  as  by  an  invisible  hand  to  the  largest  pro¬ 
duction  of  goods  for  the  use  of  the  community.  If  that  assumption  were 
true  the  law  of  comparative  advantage  would  apply  literally  and  ir¬ 
resistibly  to  the  conditions  of  trade.  But  Veblen  has  gone  to  an  opposite 
extreme,  with  the  doctrine  that,  as  a  matter  of  actual  fact  in  the  work¬ 
aday  world,  the  individual  business  makes  the  largest  profit  only  by 
restriction  of  production  and  arbitrary  restraint  of  trade.  If  we  dis¬ 
count  Veblen ’s  extreme  statement  of  this  matter,  we  still  must  recognize 
that  there  is  a  very  wide  foundation  in  fact  for  the  assertion  that 
maximum  profit  involves  some  necessary  restraint  of  trade.  Everywhere 
we  discover  business  men  setting  up  obstructions  to  a  division  of  labor 
on  the  basis  of  maximum  productivity  for  each  country.  The  compara¬ 
tive  money  advantage  is  not  identical  with  the  comparative  production 
advantage. 

Consequently,  it  is  well  to  modify  the  classical  principle  of  com¬ 
parative  advantage  by  taking  into  account  the  manner  in  which  money 
profits  accrue.  If  business  men  were  to  arrange  international  trade  upon 
the  basis  of  having  each  nation  produce  those  things  for  which  it  is 
best  fitted,  the  inroad  upon  profits  would  be  tremendous.  The  ultimate 
outcome  might  be  that  under  the  new  order  of  things,  once  business  had 
recovered,  total  income  would  be  greater.  However,  the  business  world 
necessarily  thinks  in  terms  of  business  profits  here  and  now,  and  what¬ 
ever  promises  disaster  to  such  rewards  has  to  be  rejected.  On  an  ideal¬ 
istic  basis,  business  should  sacrifice  everything  to  the  ultimate  considera¬ 
tion  of  increased  productivity.  But  business  cannot  be  run  on  vague 
ultimate  hopes  and  aspirations.  Not  in  any  mercenary  way,  but  as  a 
matter  of  the  essence  of  practical  business  necessity,  earnings  must  be 
maintained.  Given  this  necessity,  it  is  impossible  to  push  along  the  prin¬ 
ciple  of  comparative  advantage  any  faster  than  considerations  of  money 
profits  will  permit.  Working  on  the  basis  of  the  plain  necessity  of 
earning  power,  we  must  come  to  the  admission  that  a  nation  can  special¬ 
ize  in  the  production  for  which  it  is  most  fitted  only  in  so  far  as  such 
unrestricted  production  does  not  wipe  out  the  indispensable  money 
returns  of  the  business  units. 

The  Principle  of  Mutual  Advantage. — It  is  to  the  mutual  advantage 
of  countries  to  exchange  the  goods  which  each  is  best  fitted  to  produce. 
Every  one  can  see  that  a  nation’s  exports  are  a  source  of  gain,  but  it  is 
equally  important  to  see  that  there  can  be  no  disadvantage  in  receiving 
useful  objects  from  abroad  as  imports.  Imports  are  just  as  advan¬ 
tageous  as  exports.  It  is  just  as  blessed  to  receive  goods  from  foreigners 
as  it  is  to  sell  goods  to  foreigners.  Imports  are  just  as  much  a  mutual 
gain  to  both  buyers  and  sellers  as  are  exports. 

Not  only  is  this  true,  but  exports  are  made  possible  only  because 
of  imports.  When  the  United  States  exports  goods,  her  merchants  re¬ 
quire  to  be  paid  for  those  goods.  How  can  they  be  paid?  There  is  only 
one  basic  way,  and  that  is  by  drawing  upon  the  credits  which  foreigners 
establish  in  this  country  by  shipping  goods  to  us.  Imports  are  our  pay 
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for  our  exports.  To  put  obstacles  in  the  way  of  imports  is  simply  to 
prevent  our  customers  from  paying  what  they  owe  us. 

The  viewpoint  in  this  statement  of  principle  is  again  that  of  the 
country  as  a  whole.  From  that  viewpoint,  it  is  folly  to  restrict  imports 
on  the  supposition  that  they  are  somehow  harmful  to  the  country.  They 
are  our  income,  and  as  such  are  necessary  to  our  wealth.  But  if  we 
substitute  the  viewpoint  of  an  individual  business  enterprise,  the  nature 
of  the  mutual  gain  takes  on  a  new  appearance.  The  individual  exporter 
is  paid  by  a  money  transaction,  and  his  immediate  and  direct  concern  is 
simply  the  financing  of  the  sale.  His  personal  return  is  not  in  the  form 
of  an  import,  but  in  the  form  of  purchasing  power  put  to  his  account  as 
a  bank  deposit.  The  fact  that  ultimately  it  is  the  country’s  imports 
which  build  up  the  credits  out  of  which  such  bank  deposits  are  derived 
is  of  interest  in  a  remote  and  indirect  way,  but  the  fact  which  rivets 
the  attention  of  the  exporter  is  his  immediate  payment  by  the  credit 
method.  The  idea  of  mutual  advantage  is  more  or  less  meaningless  to 
the  exporter,  because  his  pressing  necessity  is  to  make  a  profit  for  him¬ 
self  from  the  transaction,  and  this  profit  does  not  require  any  personal 
import  of  goods,  but  merely  a  personal  money  settlement. 

Likewise,  the  importer  buys  goods  for  the  sake  of  a  pecuniary  profit. 
If  he  uses  the  goods  to  undersell  some  domestic  producer  of  the  same  line 
of  profit,  the  domestic  producer  loses  the  market.  The  home  business 
in  this  case  loses  profit,  and  may  be  driven  out  of  existence  entirely. 
However  much  the  consumers  as  a  whole  may  stand  to  gain  from  being 
able  to  obtain  cheaper  goods,  the  individual  business  man  faces  loss,  and 
it  is  but  natural  for  him  to  oppose  such  imports.  The  necessities  of 
private  profit  may,  therefore,  compel  an  individual  to  obstruct  the  im¬ 
portation  of  cheaper  goods,  even  though  such  importation  might  be  to 
the  advantage  of  the  country  as  a  whole.  What  constitutes  mutual 
advantage  from  the  viewpoint  of  the  individual  enterprise  may  be  quite 
different  from  what  constitutes  mutual  advantage  from  the  viewpoint 
of  the  country  as  a  whole. 

A  sharp  contrast  of  viewpoints  is  apparent,  both  as  to  comparative 
advantage  and  as  to  mutual  advantage.  The  viewpoint  of  private  enter¬ 
prise  differs  from  the  viewpoint  of  national  total  production.  Making 
dollars  for  profit  differs  from  making  goods  for  use.  Consequently,  what 
is  considered  to  be  advantage  in  any  particular  case  is  in  the  nature  of 
a  compromise  between  two  factors,  money  advantage  and  production  ad¬ 
vantage.  Production  advantage  refers  to  what  ought  to  be  the  basis  of 
trade  where  the  motive  of  business  is  to  produce  as  many  goods  as  pos¬ 
sible,  as  cheaply  as  possible.  Money  advantage  refers  to  what  has  to  be 
the  basis  of  trade  where  the  motive  of  business  is  to  produce  goods  only 
in  amounts  and  at  prices  which  yield  necessary  profits.  A  compromise 
has  to  be  struck  between  the  two.  The  merging  of  these  two  factors  in 
the  actual  field  of  trade  is  a  most  complicated  study.  The  following 
paragraphs  attempt  to  give  a  factual  basis  for  the  salient  features  of 
such  a  study. 
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Geographical  Distribution  of  Trade. — Broadly  speaking,  all  the 
continents  produce  raw  materials  and  ship  them  to  AVestern  Europe  and 
Northeastern  United  States  to  be  manufactured  and  redistributed.  Not 
but  that  some  manufactures  are  carried  on  in  nearly  all  parts  of  the 
world,  but  that  the  concentration  of  manufactures  exists  to  a  degree 
which  gives  these  sections  the  dominating  influence  in  the  trade  of  the 
world.  Prior  to  the  World  A\Tar,  about  64  per  cent  of  the  export  trade 
of  the  world  went  to  Europe.  Europe  did  the  bulk  of  the  world’s  manu¬ 
facturing.  She  produced  more  than  half  the  world’s  iron  and  steel  and 
had  upwards  of  three-fourths  of  the  world’s  wool  and  cotton  spindles. 
She  was  the  great  source  of  consumable  manufactures  and  the  chief 
market  for  the  products  of  every  other  continent. 

Europe  has  long  been  the  most  important  market  for  the  foreign 
trade  of  the  United  States.  For  the  five-year  period  from  1910  to  1914, 
Europe  took  62.3  per  cent  of  our  total  exports  and  furnished  49.6  per 
cent  of  our  imports.  The  importance  of  Europe  has  since  declined  some¬ 
what,  partly  due  to  a  normal  trend  which  was  already  evident  in  1914, 
but  also  due  to  the  abnormal  effects  of  war  and  post-war  conditions. 
Thus,  in  1922,  Europe  took  52.4  per  cent  of  our  exports  and  furnished 
31.8  per  cent  of  our  imports.  Although  this  shows  a  relative  falling  off 
in  the  importance  of  Europe,  nevertheless  Europe  is  still  by  far  our 
most  important  foreign  market.  The  band  of  countries  around  the 
North  Sea,  with  about  200,000,000  people,  were  in  1913  more  important 
in  the  trade  of  the  United  States  than  the  entire  1,300,000,000  of  the  rest 
of  the  world. 

The  diagram  below  indicates  the  per  cent  of  United  States  imports 
and  exports  by  continents,  and  brings  out  some  important  trends  of 
trade. 


Foreign  Trade  op  the  United  States,  Grand  Divisions  * 

(Fiscal  Years) 


Grand 

Divisions 

Aver¬ 

age, 

1910- 

1914 

1919- 

1920 

1920- 

1921 

1921- 

1922 

1922- 

1923 

Aver¬ 

age, 

1910- 

1914 

1919- 

1920 

1920- 

1921 

1921- 

1922 

1922- 

1923 

Per 

Cent 

of  Total  United 

Per 

Cent 

of  Total  United 

States  Exports,  by 
Grand  Divisions 

States  Imports,  by 
Grand  Divisions 

Europe . 

62.3 

60.0 

52.3 

54.8 

51.4 

49.6 

22.5 

25.7 

31.8 

30.0 

North  America 

23.1 

20.2 

25.3 

23.8 

26.4 

20.5 

28.4 

33.0 

26.9 

26.0 

South  America 

5.6 

6.1 

8.0 

5.1 

6.5 

12.3 

16.4 

13.3 

11.1 

12.5 

Asia  . 

5.6 

10.7 

9.7 

12.7 

11.0 

15.3 

27.5 

24.9 

27.0 

26.3 

Oceania  . 

2.2 

1.4 

2.6 

2.2 

3.0 

1.0 

1.6 

1.6 

1.2 

1.9 

Africa  . 

1.2 

1.6 

2.1 

1.4 

1.4 

1.5 

3.5 

1.5 

2.0 

2.4 

*  United  States  Department  of  Commerce,  Trade  Information  Bulletin,  No.  157,  p.  10. 
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The  trend  of  trade  shows  a  mild  decline  with  Europe,  apparent 
before  the  war,  and  although  disturbed  temporarily  by  the  war,  never¬ 
theless  resumed  since  that  time  as  a  permanent  trade  tendency.  Among 
the  reasons  for  this  decline  may  be  mentioned  the  increase  of  manu¬ 
facturing  in  the  United  States,  thereby  making  the  country  less  de¬ 
pendent  upon  Europe,  and  the  elimination  of  Europe’s  middleman 
services  as  reexporter  for  many  goods  brought  from  tropical  regions, 
thereby  making  our  trade  with  non-Europeans  direct.  The  trend  of  de¬ 
cline  has  not  as  yet  gone  far  enough  by  any  means  to  destroy  Europe’s 
dominating  influence  in  our  foreign  trade. 

Africa  and  South  America  have  not  developed  as  considerable  a  trade 
with  the  United  States  as  w7as  expected.  The  relatively  unproductive 
labor  supply  of  Africa,  due  to  tropical  climate  and  to  cultural  back¬ 
wardness,  retards  commercial  progress.  The  sections  of  Africa  in  which 
trade  has  advanced  have  been  those  in  which  the  white  man  has  assumed 
leadership.  Tropical  South  America  lacks  a  labor  supply  of  a  character 
to  make  plantation  methods  of  production  effective,  and  the  balance 
of  South  America  produces  largely  commodities  such  as  cereals  and 
meats,  with  which  the  United  States  is  already  supplied  by  home  produc¬ 
tion.  In  spite  of  this  limitation,  there  is  a  substantial  amount  of  trade 
with  the  United  States,  but  not  an  expansion  or  growth  on  any  remark¬ 
able  scale. 

The  increases  of  United  States  trade  have  appeared  chiefly  in  two 
regions, — first,  the  Orient;  second,  North  America,  including  Canada, 
Mexico,  Central  America,  and  Cuba.  In  these  regions  the  United  States 
finds  tropical  and  other  products,  chiefly  raw  materials,  which  she  re¬ 
quires  for  food  or  manufacturing  purposes.  At  the  same  time,  the 
United  States  finds  these  territories  to  be  potential  markets  capable  of 
absorbing  her  manufactured  goods.  The  labor  supply,  moreover,  is  of 
a  type  wrhich  is  amenable  to  advanced  production  methods.  For  these 
reasons,  there  exists  in  these  countries  the  basis  for  the  development 
of  mutually  advantageous  trade  relations  with  the  United  States. 

The  geographical  distribution  of  trade  is  traceable,  not  as  a  rule  to 
any  one  cause,  but  to  a  combination  of  causes.  The  basis  of  comparative 
advantage  between  regions  is  a  combination  of  differences  in  productive 
powers.  The  location  of  coal  and  iron  resources  in  Western  Europe, 
England,  and  Eastern  United  States  has  made  possible  their  leadership 
in  the  machine  technology  and  the  regime  of  factory  manufactures, 
modern  transportation  and  communication.  It  is  necessary  to  remember, 
however,  that  other  parts  of  the  world  possess  immense  resources  of 
undeveloped  coal  and  iron.  In  explanation  of  the  initiative  shown  by 
Europe  and  the  United  States  in  developing  their  resources,  we  must 
study  the  racial  characteristics  of  the  peoples,  their  stage  of  social 
progress,  and  the  invigorating  effect  of  their  climate.  Mineral  re¬ 
sources,  fertility  of  soil,  rainfall,  temperature,  distance,  language, 
customs,  political  influence  and  many  other  factors  affect  the  workings 
of  comparative  advantage  between  geographical  districts.  The  factor 
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of  the  character  of  the  labor  supply  and  the  initiative  and  intelligence 
of  the  human  element  dominates  all  these  combinations  of  differences. 
The  active  impulse  to  world  trade  has  come  chiefly  from  Europe.  This 
human  element,  guided  by  the  machine  technology  of  production,  has 
been  the  responsible  force  which  has  opened  trade  everywhere.  All 
other  regions  have  gradually  come  under  this  commercial  influence. 
Some,  like  the  United  States,  already  rival  Europe  in  industrial  organi¬ 
zation.  Others  are  at  the  opposite  stage  where  they  produce  only  raw 
materials  and  exchange  these  for  manufactures.  Industrial  and  com¬ 
mercial  evolution  has  seized  hold  of  vast  new  territories,  with  the  result 
that  wide  variations  are  to  be  found  everywhere  in  the  stage  of  pro¬ 
ductive  progress  and  in  the  type  of  industrial  institutions. 

Foreign  Trade  of  the  United  States  by  Great  Groups  * 


(Fiscal  years  are  the  units  of  comparison.) 


Domestic  Exports 

Total  Imports 

Commodity 

Groups 

Aver¬ 

age 

1910- 

1914 

1919- 

1920 

1920- 

1921 

1921- 

1922 

1922- 

1923 

Aver¬ 

age 

1910- 

1914 

1919- 

1920 

1920- 

1921 

1921- 

1922 

1922- 

1923 

Per 

Cent  of  Total  Domestic 
Exports 

Per  Cent  of  Total  Imports 

Total . 

100.0 

100.0 

100.0 

100.0 

100.0 

100.0 

100.0 

100.0 

100.0 

Crude  materials 
for  use  in 
manufacture . 

33.0 

24.8 

20.2 

25.0 

26.2 

34.3 

40.9 

28.8 

34.8 

39.0 

Foodstuffs, 
crude,  and 

food  animals 

6.0 

7.9 

15.3 

14.1 

10.1 

12.0 

11.9 

12.4 

11.6 

9.3 

Foodstuffs, 
partly  or 
wholly  manu¬ 
factured  .... 

13.8 

19.1 

12.2 

16.9 

15.0 

11.4 

17.0 

23.1 

12.8 

13.4 

Manufactures 
for  further 
use  in  manu¬ 
facturing  . . . 

16.0 

12.5 

10.8 

11.1 

12.5 

18.1 

15.3 

14.9 

15.6 

18.8 

Manufactures 
ready  for  con¬ 
sumption  . . . 

31.0 

35.7 

41.4 

32.7 

35.9 

23.0 

14.2 

20.4 

24.5 

18.9 

Miscellaneous  . 

.3 

2 

.1 

.2 

.2 

.8 

.7 

.6 

.7 

.5 

*  United  States  Department  of  Commerce,  Trade  Information  Bulletin,  No.  157,  p.  17. 


The  Commodity  Distribution  of  Trade. — The  most  significant  basis 
for  a  commodity  classification  of  exports  and  imports  is  twofold :  First, 
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raw  materials,  including  foodstuffs ;  second,  manufactured  and  partly 
manufactured  goods.  In  the  early  stages  of  a  country’s  trade,  the  chief 
exports  are  foods  and  raw  materials,  and  the  chief  imports  are  manu¬ 
factured  goods.  In  the  highly  advanced  stages  of  a  country’s  trade,  the 
chief  exports  are  manufactured  goods,  and  the  chief  imports  are  raw 
materials  and  foods.  The  United  States  in  the  earlier  part  cff  the  nine¬ 
teenth  century  had  the  former  type  of  trade,  based  upon  her  agricul¬ 
tural  and  extractive  industries.  By  a  gradual  process  of  evolution,  the 
country,  without  diminishing  these  basic  industries,  has  added  to  them  a 
vast  expansion  of  manufacturing  enterprise,  and  especially  during  the 
decade  centering  around  the  World  War,  has  clearly  displayed  the  char¬ 
acteristics  of  an  advanced  industrial  state.  The  table  on  page  670  shows 
this  industrial  evolution  of  the  United  States,  by  bringing  out  the  rela¬ 
tive  importance  at  various  stages  of  national  history  of  the  raw  material 
group  of  commodities  as  compared  with  the  manufactures  group. 

Both  comparative  and  mutual  advantage  to  the  United  States  tend 
to  be  secured  by  having  the  nation  specialize  more  and  more  in  the 
production  of  manufactures  ready  for  consumption  and  letting  other 
nations  specialize  in  the  production  of  crude  materials  for  use  in  manu¬ 
facture.  This  tendency  appears  to  be  general  for  the  more  fully  in¬ 
dustrialized  countries.  By  such  a  division  of  labor  between  countries, 
the  total  production  of  all  is  increased,  and  each  nation  secures  its  supply 
of  goods  at  the  lowest  cost; 

The  United  States  is  both  a  great  agricultural  country  and  a  great 
industrial  country.  The  following  table  indicates  the  importance  of 
agricultural  products  in  the  exports  and  imports  of  the  country. 


Agricultural  Exjmrts 
Per  Cent  of  All 
Domestic  Exports 

1 

Agricultural  Imports 
Per  Cent  of  All 
Imports 

1852-1868  . 

80  9 

29.1 

1907-1911  . 

53.9 

45.2 

1913 . 

46.3 

45.0 

1924  . 

44.2 

48.3 

It  will  be  noticed  that  agricultural  exports  have  steadily  declined 
in  relative  importance  and  that  agricultural  imports  have  steadily  risen. 
The  decline  of  exports  is  largely  due  to  the  rapid  increase  in  industrial 
population  in  the  United  States,  and  the  resulting  increase  in  home 
consumption  of  farm  products.  The  increase  in  imports  is  largely  due 
to  the  demand  for  tropical  foodstuffs  and  raw  materials  to  meet  the 
expanding  standard  of  living  of  the  people.  About  one-half  of  our 
total  foreign  trade  is  agricultural. 

The  principal  food  exports  of  the  United  States  are  wheat,  corn  and 
pork  products.  The  other  countries  chiefly  relied  upon  by  European 
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nations  for  their  supply  of  staple  cereals  and  meats  are  Canada,  Argen¬ 
tina,  and  Australia.  Russia  before  the  World  War  exported  a  surplus 
of  cereals,  and  in  the  course  of  time  may  be  expected  to  do  so  again. 
The  United  States  combines  with  these  countries  to  furnish  Western 
Europe  with  a  food  supply  of  breadstuffs  and  meats.  The  demand  for 
such  food  products  is  the  European  demand,  and  the  Kansas  farmer 
depends  in  no  small  degree  upon  the  European  demand  for  his  own 
prosperity.  Whatever  disturbs  the  normal  consumption  and  buying 
power  of  Western  Europe  demoralizes  the  international  market  for  the 
food  exporting  countries.  AVhatever  disturbs  the  normal  production 
of  food  surplus  by  the  United  States,  Canada,  Argentina  and  Australia 
threatens  the  huge  urban  populations  of  Europe  with  a  food  shortage. 
Mutual  advantage  in  these  respects  has  become  absolute  mutual  inter¬ 
dependence. 

The  United  States  exports  about  one-fourth  of  her  annual  wheat 
crop,  but  with  the  growth  of  home  demand  due  to  increase  of  popu¬ 
lation  and  with  the  return  of  Russia  gradually  to  her  pre-war  position 
as  a  cereal  exporter,  it  is  unlikely  that  the  United  States  will  continue 
to  export  as  heavily  as  in  the  past.  The  corn  crop  of  the  United  States 
is  not,  except  for  a  very  small  percentage,  exported  directly.  About 
85  per  cent  of  the  crop  is  fed  to  domestic  livestock.  Some  cattle  products 
are  exported,  but  the  United  States  has  become  a  net  importer  of  beef. 
The  form  of  livestock  which  enters  chiefly  into  exports  is  lard  and  other 
pork  products. 

The  food  imports  of  the  United  States  are  chiefly  in  the  nature  of 
tropical  products.  The  most  important  food  import  is  sugar.  In  ad¬ 
dition  to  her  domestic  production  of  beet  and  cane  sugar,  the  United 
States  draws  the  bulk  of  her  raw  sugar  from  Cuba,  Porto  Rico  and 
Hawaii.  The  United  States  exports  large  quantities  of  the  refined 
sugars.  The  importance  of  sugar  imports  into  the  United  States  rests 
in  large  degree  upon  the  high  per  capita  consumption  of  the  people. 
The  per  capita  consumption  in  1922  was  102.9  pounds  as  compared  with 
70  for  Great  Britain,  35  for  France,  12  for  Italy  and  5  for  Russia. 
Coffee  is  the  second  largest  food  import  of  the  United  States.  The  entire 
consumption  is  derived  from  abroad,  the  principal  source  of  the  im¬ 
portation  being  Brazil.  Tea  is  likewise  derived  wholly  from  abroad, 
the  principal  source  being  Japan  and  China.  Coffee  is  relatively  much 
more  important  as  an  import  than  tea,  owing  to  the  habit  of  the  Ameri¬ 
can  people  of  consuming  more  than  ten  pounds  of  coffee  to  one  pound 
of  tea. 

An  enumeration  of  other  tropical  food  imports  would  include  fruits, 
spices,  cocoa,  nuts,  oils,  and  drugs.  For  the  most  part,  these  imports  are 
articles  which  lend  variety  or  luxury  to  the  American  standard  of  living. 
To  a  very  large  extent,  tropical  food  products  are  grown  on  plantations, 
owned  and  managed  by  men  from  the  temperate  climate.  The  initia¬ 
tive  in  the  trade  comes,  therefore,  primarily  from  non-tropical  regions. 
The  trade  is  of  growing  importance  to  the  United  States,  and  is  the  basis 
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for  exports  of  capital  and  of  manufactured  goods  for  consumption  in 
tropical  countries.  Owing  to  proximity,  tropical  Latin  America  is  of 
greatest  interest  to  the  United  States,  but  in  so  far  as  other  advantages 
count,  the  tropical  Par  East  is  just  as  important,  if  not  more  so. 

In  addition  to  agricultural  food  products,  it  is  necessary  to  consider 
agricultural  products  used  as  raw  materials  for  general  manufacturing 
purposes.  The  most  important  of  such  raw  materials  are  those  used  for 
the  manufacture  of  textiles,  and  the  most  important  of  these  is  cotton. 
The  United  States  is  the  world’s  leading  producer  of  cotton,  and  is  an 
exporter  annually  of  from  50  to  60  per  cent  of  her  production.  Egypt, 
China,  and  India  are  also  important  cotton  growing  countries,  but  the 
United  States  produces  fully  three-fifths  of  the  world’s  total.  The 
United  States  imports  a  certain  amount  of  cotton  each  year  from  these 
other  countries,  on  account  of  the  special  grades  which  they  supply. 
The  great  textile  manufacturing  nations  of  Europe, — Great  Britain, 
Germany,  France  and  Italy, — rely  chiefly  upon  the  United  States  for 
their  raw  materials.  The  United  States  is  herself  a  great  textile  manu¬ 
facturing  nation  and  consumes  about  one-third  of  the  world  supply  of 
raw  materials  in  her  own  factories.  Cotton  is  by  far  the  most  important 
single  export  of  the  United  States.  The  prosperity  of  the  South  prac¬ 
tically  depends  upon  a  normal  foreign  demand  for  the  cotton  crop. 

The  United  States  imports  about  half  of  the  wool  required  for  her 
manufactures  of  this  material.  The  woolen  manufacturing  industries 
of  the  United  States  are  thus  dependent  upon  foreign  sources  of  raw 
materials.  The  United  States  is  even  more  dependent  upon  foreign  raw 
materials  in  the  case  of  the  silk  industry,  for  she  consumes  about  two- 
thirds  of  the  world’s  total  silk  production,  and  derives  the  raw  product 
chiefly  from  China  and  Japan.  Other  fibers  brought  from  abroad  are 
flax,  jute,  Manila  fiber,  and  sisal  fiber. 

Besides  textile  raw  materials,  the  United  States  imports  such  raw 
materials  as  special  grades  of  tobacco  leaf,  vegetable  oils,  hides  and 
skins,  paper  and  wood  pulp,  and  crude  rubber.  Consequently  leading 
industries  of  the  country,  including  automobile  manufacturing,  leather 
manufacturing,  newsprint  enterprises,  and  tobacco  manufacturing  de¬ 
pend  in  whole  or  in  part  upon  foreign  sources  of  supplies. 

Mineral  raw  materials  are  no  less  important  than  agricultural  raw 
materials  in  determining  the  currents  of  international  trade.  Coal  and 
iron  are  basic  minerals  in  modern  industry  and  trade.  Foodstuffs  and 
farm  raw  materials  flow  toward  coal  areas,  and  manufactures  flow  away 
from  them.  Where  coal  and  iron  are,  there  population  concentrates  and 
the  greatest  world  markets  grow  up.  The  three  major  world  regions  of 
production  and  of  potential  resources  are  Northeastern  United  States, 
Western  Europe,  and  Asia.  The  last  mentioned  region  is  rich  in  poten¬ 
tial  resources,  but  has  not  been  developed  and  exploited  as  much  as  the 
others.  The  United  States  has  the  greatest  producing  region  of  any 
single  country.  The  iron  ores  of  the  Lake  Superior  district  are  carried 
to  the  coal  sections  of  Pennsylvania  and  neighboring  states.  The  United 
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States  is  self-sufficient  in  coal  and  iron,  and  produces  a  relatively  small 
surplus  for  export.  Not  more  than  5  per  cent  of  the  total  production 
finds  its  way  into  her  export  trade.  The  bulk  of  the  international  traffic 
in  coal  and  iron  centers  in  Western  Europe.  The  United  Kingdom  is 
the  leading  coal  exporting  nation,  her  exports  in  1913  having  been  more 
than  one-fourth  of  her  entire  production.  The  Ruhr  district  of  Western 
Europe  is  an  important  source  of  coal  supplies  for  European  industry. 
The  coal  exports  of  the  Unite.d  Kingdom  in  1913  were  about  10  per  cent 
of  the  nation’s  total  exports  in  value,  but  about  SO  per  cent  of  the  total 
in  weight.  This  relationship  is  of  especial  significance,  because  the  typi¬ 
cal  British  export  is  a  manufactured  good  embodying  high  value  in 
small  bulk.  Britain’s  outgoing  ships  require  a  commodity  to  serve  as 
a  cargo  filler,  and  coal  exports  serve  excellently  this  purpose,  while  at  the 
same  time  they  reduce  the  burden  of  freight  cost  which  otherwise  would 
have  to  be  carried  by  the  manufactures  exported.  Returning  ships  are 
laden  with  heavy  raw  materials  and  food  products.  Of  iron  ore  exports 
from  European  sources,  the  chief  exporting  countries  are  France,  Spain 
and  Sweden.  It  is  important  to  bear  in  mind  that  iron  tends  to  move 
towards  the  coal  beds,  rather  than  coal  to  move  toward  the  iron  beds, 
for  the  reason  that  upwards  of  three  tons  of  coal  are  required  to  smelt 
one  ton  of  ore.  The  basic  economic  problem  of  Western  Europe  has  been 
how  to  coordinate  the  Lorraine  iron  ore  with  the  Ruhr  coal.  These  two 
districts  are  as  important  to  each  other  industrially  as  the  Lake  Superior 
iron  and  the  Pennsylvania  coal  are  to  each  other  in  the  United  States. 
Even  Great  Britain  depends  to  a  substantial  extent  upon  iron  imports 
to  meet  her  industrial  requirements. 

The  United  States  is  the  chief  source  of  petroleum  supplies  for  the 
oil  consuming  countries.  To  a  large  domestic  production  of  crude  oil  is 
added  a  considerable  import  from  Mexico  and  other  sources.  Oil  re¬ 
fining  is  a  leading  American  industry  and  exports  of  refined  oils  make 
up,  next  to  raw  cotton,  our  largest  export  class  of  goods.  Future  sup¬ 
plies  of  crude  oil  are  more  or  less  uncertain,  but  it  is  likely  that  the 
United  States  will  become  dependent  for  raw  material  upon  foreign  oil 
wells.  There  are  known  to  be  important  reserves  in  Mexico,  Russia, 
Roumania,  Poland,  Persia,  and  the  Dutch  East  Indies.  Copper  is  a 
major  raw  material  which  the  United  States  produces  in  surplus  amounts, 
and  the  electrical  equipment  of  the  world  is  dependent  in  large  degree 
upon  American  copper  exports.  The  United  States  is  a  producer  of 
other  non-ferrous  metals,  but  not  to  the  dominating  degree  characteristic 
of  copper.  We  may  conclude,  from  this  review,  that  the  United  States 
is  practically  self-sufficing,  so  far  as  supplies  of  the  major  raw  minerals 
are  concerned.  In  this  respect  the  United  States  enjoys  a  position  of 
advantage  over  any  other  nation. 

In  the  field  of  manufactures,  the  lines  of  comparative  advantage  for 
the  United  States  are  determined  largely  by  two  dominating  factors : 
rich  natural  resources  and  superior  use  of  machinery.  Most  of  the 
manufactures  which  the  country  exports  draw  their  raw  materials  from- 
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the  home  farms,  forests  and  mines.  In  turning  these  raw  materials  into 
finished  goods,  the  methods  of  manufacture  come  under  the  machine  tech¬ 
nique,  with  a  minimum  of  hand  craftsmanship.  The  manufactured  com¬ 
modities  for  export  usually  depend,  in  varying  proportions,  on  these 
two  primary  sources  of  international  advantage.  Illustrations  would  be 
canned  foods,  cotton  cloth,  or  wheat  flour,  representing  goods  manu¬ 
factured  by  modern  machinery  from  farm  raw  materials ;  or  machinery 
and  automobiles,  representing  machine-made  products  drawn  from  do¬ 
mestic  resources  of  iron  ore. 

The  superior  use  of  machinery  in  the  United  States  begins  with  the 
standardization  of  product.  Because  of  standardization,  the  automatic 
machine  can  be  applied  to  manufacture  on  a  large  scale.  The  use  of 
automatic  machinery  makes  possible  the  substitution  of  mechanical 
processes  using  low  paid,  unskilled  labor,  for  the  old  hand  craftsman¬ 
ship  using  high  paid  skilled  labor.  The  reduction  of  labor  cost  is  essen¬ 
tial  if  the  United  States  is  to  compete  in  price  with  other  nations. 
Consequently,  in  lines  of  manufacture  where  the  skilled  artisan  is  still 
required,  and  where  individual  taste  and  skill  cannot  be  eliminated  by 
standardization  of  product,  the  foreigner  has  the  advantage  over  the 
United  States.  The  automatic  machine  is  profitable  under  conditions  of 
quantity  or  mass  production.  And  mass  production  is  possible  only 
where  there  is  mass  consumption.  The  enormous  domestic  market  of 
the  United  States  provides  this  mass  consumption,  and  thereby  lays  the 
foundation  for  quantity  output  by  the  automatic  machine. 

Two  broad  classes  of  manufactured  goods  have  proved  to  be  particu¬ 
larly  suited  to  automatic  machine  production,  namely,  producers’  goods, 
and  semi-luxury  consumers’  goods.  Producers’  goods  are  adaptable  to 
standardized  production,  and  machines  to  make  machines  are  highly 
developed.  Such  goods  are  illustrated  in  agricultural  machinery,  tex¬ 
tile  machinery,  metal-working  machinery  and  tools,  and  in  office  equip¬ 
ment  such  as  adding  machines,  cash  registers,  and  typewriters. 

The  consumers’  goods  which  the  United  States  is  able  to  sell  in  com¬ 
petition  with  other  nations  are  largely  cheapened  luxuries  brought  within 
the  reach  of  the  masses.  Silk  goods  were  a  luxury  for  the  rich  until 
the  use  of  American  machinery  brought  them  within  the  purchasing 
power  of  the  bulk  of  the  people.  Automobiles  were  an  exclusive  luxury 
except  as  quantity  production  methods  in  American  factories  cut  the 
costs  of  production  down  to  correspond  with  the  ordinary  man’s  pocket- 
book.  The  United  States  excels  in  the  manufacture  of  moderate  priced 
automobiles,  plumbing  equipment,  silk  and  woolen  goods,  millinery,  boots 
and  shoes,  musical  instruments,  and  household  electrical  appliances. 
By  bringing  these  semi-luxui’y  goods  within  the  grasp  of  the  average 
consumer,  the  United  States  developed  quantity  production  by  automatic 
machinery  to  a  higher  peak  of  perfection  than  any  other  country.  The 
comparative  advantage  of  the  United  States  in  these  lines  of  production 
is  the  factor  which  puts  the  foreign  market  for  these  products  largely  in 
the  hands  of  American  exporters. 
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The  Relative  Importance  of  Foreign  and  Domestic  Trade. — The 

United  States  exports  about  10  per  cent  of  the  country’s  total  annual 
production.  This  percentage  varies  from  year  to  year.  In  1914  it  was 
as  low  as  6  per  cent  and  in  1913  it  was  more  than  12  per  cent.  A  com¬ 
parison  with  other  countries  shows  that  foreign  trade  is  proportionately 
much  more  important  for  many  of  them  than  for  the  United  States.  The 
following  table  cannot  claim  to  be  strictly  accurate,  but  does  give 
approximations  which  are  useful  and  significant. 


Country 

United  States  . 
United  Kingdom 

Germany  . 

France  . 

Italy  . 

Australia  . 

Canada  . 

Japan  . 


Exports, 
Percentage  of 
Total  Production  * 
10 
23 
23 
18 
12 
29 
29 
20 


*  Estimate  for  the  United  States  is  based  upon  approximate  average  for  years  1919- 
1923  ;  for  other  countries  upon  such  an  average  for  the  years  1913-1914. 


Although  these  comparisons  are  of  value,  nevertheless  they  do  not 
show  the  full  importance  of  foreign  trade  to  a  country.  To  discover  this 
importance,  it  is  necessary  to  trace  the  per  cent  of  exports  to  production 
of  individual  commodities.  For  some  commodities  exports  are  negligible  ; 
for  others,  exports  are  more  than  half  of  total  production.  The  table  on 
page  677  presents  some  of  these  differences  between  commodities. 

In  industries  which  export  the  greater  percentage  of  their  production, 
foreign  trade  dominates  the  prosperity  of  the  industry.  In  industries 
which  export  the  lesser  percentage  of  their  production,  foreign  trade 
may  have  almost  negligible  effects.  But  indirectly,  the  industries  with 
high  exports  affect  seriously  the  prosperity  of  all  related  industries.  For 
instance,  exports  of  motor  vehicles  affect  the  prosperity  of  iron  and  steel 
and  other  industries  supplying  raw  materials.  Exports  of  cotton  manu¬ 
factures  affect  the  prosperity  of  the  cotton  fanner.  The  close  inter¬ 
dependence  of  industries  means  that  if  high  export  lines  lose  their 
market,  the  harmful  consequences  will  radiate  to  a  great  many  related 
lines  of  business. 

The  workings  of  the  price  system  cause  this  interdependence  to  be 
extremely  sensitive.  A  small  change  in  quantity  of  exports  may  cause 
a  drastic  change  in  the  price  of  a  certain  commodity.  When  the  prices 
of  individual  commodities  are  thrown  out  of  balance,  there  ensues  a  mal¬ 
adjustment  in  costs  of  materials  and  finished  products  between  all 
related  lines  of  business.  These  price  maladjustments,  generated  by 
quantity  changes  in  a  few  high  export  commodities,  tend  to  weaken  the 
whole  fabric  of  prosperity.  The  maladjustments  are  cumulative,  and  a 
comparatively  small  initial  price  dislocation  may  give  rise  to  a  com- 
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paratively  great  final  business  disturbance.  For  instance,  we  export 
about  one-fourth  of  our  wheat  crop.  A  decline  in  foreign  demand  of 
5  or  10  per  cent  may  cut  the  price  of  wheat  by  25  per  cent,  or  more,  and 
drive  the  price  below  the  cost  of  production  to  the  wheat  farmer.  An 


Commodity 

Per  Cent  of 
Total  Product 
Exported 

Year  of  Estimate 
(By  Quantity  or  By 
Value) 

Manufactures 

Motor  cycles . 

54.8 

1921 

value 

Typewriters  . 

29.7 

1921 

value 

Sewing  machines . 

20.5 

1921 

value 

Bicycles . 

24.5 

1921 

value 

Cash  registers  . 

12.9 

1919 

value 

Shoe  machinery . 

17.0 

1919 

value 

Typesetting  machinery . 

26.0 

1919 

value 

Internal  combustion  engines . 

9.0 

1919 

value 

Electrical  equipment . 

9.0 

1919 

value 

Mining  machinery . 

16.0 

1919 

value 

Cash  registers  . 

12.9 

1919 

value 

Agricultural  machinery . 

13.0 

1919 

value 

Pianos  . 

5.0 

1919 

quantity 

Automobiles  . 

5.9 

1919-1922 

value 

Cotton  yarn . 

3.0 

1921 

value 

Cotton  hosiery . 

6.6 

1921 

value 

Leather  boots  and  shoes . 

6.4 

1919 

quantity 

Milk,  condensed,  etc . 

39.0 

1919 

value 

Rubber  goods . 

5.0 

1919 

value 

Lubricating  oil . . . . . 

31.8 

1923 

quantity 

Gasoline  and  naphtha . 

11.2 

1923 

quantity 

Rosin . 

69.3 

1923 

quantity 

Turpentine  . 

40.6 

1923 

quantity 

Steel  rails . 

25.0 

1919 

value 

Raw  materials  and  foods 

Cotton  . 

54.0 

1919-1922  quantity 

U 

. 

82.2 

1922 

quantity 

Tobacco  . 

38.1 

1923 

quantity 

Wheat  . 

25.0 

1923 

quantity 

Com  . 

3.3 

1923 

quantity 

Oats . 

2.1 

1923 

quantity 

Pork  and  lard . 

14.2 

1923 

quantity 

Beef  and  mutton . 

.4 

1923 

quantity 

Fuel  and  gas  oil  . 

10.2 

1923 

quantity 

Coal,  anthracite . 

9.9 

1919-1922 

value 

Coal,  bituminous . 

9.9 

1919-1922 

value 

Copper  . 

63.9 

1919-1922  quantity 

agricultural  depression  ensues,  and  the  purchasing  power  of  farmers  for 
all  kinds  of  manufactured  goods  sharply  declines.  Fewer  automobiles, 
fewer  agricultural  implements,  fewer  articles  of  clothing  and  of  comfort 
are  bought.  The  manufacturing  industries  in  these  lines  suffer  a  severe 
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falling  off  in  the  home  market.  In  turn,  the  iron  and  steel,  lumber,  and 
rubber  industries  which  supply  raw  materials  suffer  a  slack  in  domestic 
demand.  The  trouble  spreads  throughout  the  whole  business  structure, 
although  its  starting  point  was  a  mild  decline  in  foreign  demand  for  a 
single  product.  Trice  fluctuations  are  the  lines  of  communication  which 
carry  such  maladjustments  from  industry  to  industry. 

The  exportable  surplus  in  any  industry  has  an  effect  upon  price  and 
profit  altogether  out  of  proportion  to  the  per  cent  which  it  bears  to  total 
output.  The  exportable  surplus  must  be  sold  in  the  international  market 
at  the  international  price  level,  where  the  governing  forces  are  world 
supply  and  world  demand.  The  price  thus  set  for  the  exportable  surplus 
is  also  the  price  at  which  the  domestic  consumption  must  sell.  The  price 
of  the  surplus  is  the  price  of  the  whole  product.  The  only  power  which 
can  overcome  this  dependence  upon  the  exportable  surplus  is  monopolistic 
control  of  the  home  market.  Some  manufacturing  lines  have  enough  of 
this  control  to  protect  themselves  from  the  most  violent  effects  of  price 
fluctuations  of  the  exportable  surplus,  but  agriculture  in  particular  is  at 
the  mercy  of  the  price  for  the  exportable  surplus  in  world,  markets. 

Owing  to  the  heavy  overhead  of  fixed  charges  in  industry,  a  decline 
in  the  demand  for  the  exportable  surplus  may  wipe  out  all  profit  in  the 
industry.  Many  manufacturing  enterprises  rely  for  their  entire  profit 
upon  mass  production  and  quantity  output.  The  last  10  or  20  per  cent 
of  their  output  may  be  the  part  which  makes  the  profit  possible.  A  fall 
in  foreign  demand  which  wipes  out  this  last  part  of  the  output  means  a 
loss  on  the  business  as  a  whole. 

In  measuring  the  importance  of  foreign  trade,  therefore,  many  factors 
require  consideration.  Importance  centers  not  merely  upon  the  per¬ 
centage  of  total  exports  to  total  production,  but  in  the  wide  differences 
of  percentage  of  exports  to  production  in  individual  commodities.  The 
fact  that  a  small  change  in  quantity  of  trade  in  an  individual  commodity 
may  cause  a  large  change  in  price,  and  that  this  price  irregularity  may 
spread  to  other  commodities  is  of  fundamental  significance.  The  ex¬ 
portable  surplus  governs  in  large  measure  the  prosperity  of  the  whole 
of  production. 

Some  Applications  of  the  Principles  of  Advantage. — The  principles 
of  comparative  and  mutual  advantage  should  gain  in  meaning  from  the 
foregoing  survey  of  the  factual  basis  upon  which  they  rest.  With  the 
abstract  principles  and  the  description  of  trade  phenomena  both  in  mind, 
it  is  important  to  trace  some  of  the  main  applications  of  the  theory  to 
commercial  fact.  The  following  analysis  gives  in  condensed  form  some 
of  these  applications. 

(1)  A  low  wage  country  does  not  undersell  a  high  wage  country  in 
international  markets  unless  the  lower  nominal  wage  means  also  a  lower 
labor  cost  per  unit  of  product.  Usually,  the  high  wage  country  has  made 
its  labor  so  much  more  efficient,  by  the  use  of  machinery  and  by  in¬ 
telligent  management,  that  its  actual  labor  cost  per  unit  of  product 
entei'ing  into  export,  has  been  low  enough  to  compete  successfully  in 
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foreign  trade.  Loiv  or  high  wages  is  not  the  decisive  factor,  hut  low  or 
high  efficiency  resulting  in  low  or  high  net  labor  cost  of  production.  The 
United  States  has  a  higher  wage  level  than  any  other  country,. but  by 
superior  use  of  machinery  and  superior  efficiency,  American  products 
can  be  sold  abroad  in  competition  with  the  products  of  low  wage 
countries. 

(2)  There  is  always  a  fear  by  peoples  enjoying  a  high  standard  of 
living  that  they  will  be  submerged  with  goods  made  by  people  under  a 
low  standard  of  living.  The  United  States  is  frequently  alarmed  lest  the 
country  be  flooded  with  cheap  goods.  It  is  not  however  the  standard  of 
living,  but  the  productive  efficiency  of  the  people  which  determines  trade 
advantage.  One  country  may  have  a  per  capita  income  four  times  as 
great  as  another,  and  yet  compete  effectively  in  international  trade  by 
greatly  superior  efficiency.  India  and  China  have  no  trade  advantage 
over  the  United  States  or  Europe  in  those  products  where  the  latter 
countries  use  the  machine  technology  to  gain  superior  efficiency.  Thus, 
progress  in  the  machine  technology  counterbalances  the  inequalities  of 
standards  of  living. 

(3)  The  question  is  often  raised  whether  a  country  with  depreciated 
exchange  does  not  enjoy  an  advantage  in  foreign  trade.  The  assumption 
underlying  the  question  is  that  depreciated  exchange  enables  a  country 
to  undersell  its  neighbors.  The  United  States,  in  particular,  has  been 
afraid  that  depreciated  exchange  would  enable  Germany  and  other  Euro¬ 
pean  countries  to  flood  her  markets  with  cheap  goods.  In  answer  to 
this  question,  it  is  important  to  state  that  depreciation  of  exchange  does 
not  affect  trade  advantage  one  way  or  the  other  if  the  internal  values  of 
currencies  have  undergone  a  similar  depreciation.  Depreciation  in  itself 
gives  no  clue  to  harm  or  gain  in  foreign  trade.  The  only  condition  under 
which  a  depreciated  exchange  country  will  have  an  advantage  in  under¬ 
selling  its  rivals  is  where  the  fall  of  exchange  abroad  is  greater  than  the 
rise  of  prices  at  home. 

Two  basic  tendencies  are  at  work  always  to  wipe  out  such  a  dis¬ 
crepancy.  The  long  term  tendency  is  the  tendency  of  rates  to  conform 
to  the  purchasing  power  par  of  exchange.  When  they  so  conform,  there 
is  no  effect  on  trade  one  way  or  the  other,  even  though  the  purchasing 
power  par  may  be  far  below  the  old  mint  par.  The  short  term  tendency 
is  the  tendency  for  the  individual  prices  of  staple  commodities  with  world 
markets,  such  as  cotton  or  copper,  so  to  adjust  themselves  to  the  exchange 
rates  that  they  are  about  the  same  the  world  over.  The  United  States 
Tariff  Commission,  reporting  in  1922,  found  that  in  the  midst  of  the 
many  abnormal  exchange  rates,  there  tends  to  be  “a  similarity  of  prices 
all  over  the  world  of  standard  commodities.”1  The  so-called  premium 
on  exports  under  depreciated  exchange  is,  therefore,  checked  by  the 
long  term  tendency  of  prices  to  conform  to  the  purchasing  power  par, 
and  the  short  term  tendency  of  individual  prices  of  staple  goods  to 
equalize  themselves  no  matter  what  the  exchange  rates  may  be. 

i  Depreciated,  Exchange  and  International  Trade,  p.  64. 
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(4)  Changes  in  money  values  of  exports  and  imports  may  differ 
widely  from  changes  in  their  actual  physical  quantities.  The  following 
table  brings  out  these  differences  in  the  trade  of  the  United  States  since 
1913: 


Index  Numbers  of  Money  Values  and  Physical  Quantities  of  Foreign 

Trade  of  the  United  States  * 

(Exports  and  imports  of  1913  =  100) 


Year 

Exports 

Imports 

Money  Values 

Physical 

Quantities 

Money  Values 

Physical 

Quantities 

1913 

100 

100 

100 

100 

1919 

317 

115 

218 

168 

1920 

330 

107 

295 

169 

1921 

179 

109 

140 

136 

1922 

154 

101 

174 

189 

1923 

169 

94 

211 

195 

1924 

185 

109 

199 

190 

*  Based  upon  reports  of  money  value  of  exports  and  imports  by  the  United  States 
Department  of  Commerce,  and  upon  reports  of  physical  quantities  in  the  Federal  Reserve 
Bulletin. 


This  table  shows  that  in  1923  the  United  States  bought  almost  twice 
the  physical  quantity  of  imports  which  she  bought  in  1913,  but  gave  in 
return  for  them  actually  less  than  the  physical  quantity  of  her  exports 
in  1913.  Each  unit  of  quantity  of  exports  in  1923  bought  twice  as 
great  a  quantity  of  imports  as  did  a  unit  in  1913.  It  is  often  con¬ 
sidered  to  be  a  distinct  gain  for  a  country  to  give  a  small  quantity  of 
exports  at  a  high  price  and  to  get  a  large  quantity  of  imports  at  a 
low  price.  Quantity  for  quantity,  the  country  is  the  gainer,  but  it  be¬ 
comes  a  serious  question  in  the  long  run  whether  dearness  of  exports 
and  cheapness  of  imports  does  not  build  up  an  abnormal  and  mutually 
injurious  situation  in  the  international  markets.  The  dearness  of  Ameri¬ 
can  exports  impoverishes  the  purchasing  power  of  foreign  buyers,  and 
the  cheapness  of  American  imports  means  that  the  income  received  by 
foreign  sellers  is  kept  abnormally  low. 

But  such  a  price  discrepancy  is  not  primarily  a  matter  of  premedi¬ 
tated  export  profiteering.  It  is  a  matter  of  abnormal  differences  in 
demand  between  countries.  The  foreign  demand  for  American  products 
is  in  large  part  an  urgent  and  imperative  demand  ;  the  American  demand 
for  foreign  products  is  in  large  part  an  indifferent  and  lukewarm 
demand.  Inequalities  of  demand  relative  to  supply  are  in  this  case  due 
to  war  and  post-war  disturbances  to  international  commerce,  and  as  long 
as  the  foreign  demand  for  American  goods  continues  to  be  greater  than 
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American  demand  for  foreign  products,  the  abnormal  ratio  between 
quantities  and  values  of  exports  and  imports  will  tend  to  persist. 

This  opens  again  the  question,  wherein  does  the  gain  of  foreign 
trade  consist?  If  California  sells  a  few  oranges  at  a  high  price  to 
Massachusetts,  for  a  large  quantity  of  shoes  at  a  low  price,  California 
may  make  a  temporary  gain ;  but  the  United  States  as  a  whole  neither 
gains  nor  loses.  If  the  United  States  sells  Mexico  some  high-priced 
manufactures  in  return  for  some  low-priced  crude  oil,  the  United  States 
may  make  a  temporary  gain,  but  North  America  neither  gains  nor 
loses.  There  may  be  a  temporary  sectional  gain  by  the  side  which  gives 
little  and  gets  much  in  return,  but  there  is  no  gain  to  the  group  as  a 
whole. 

The  same  principle  holds  true  on  a  world  scale,  although  few  states¬ 
men  are  willing  to  permit  its  application  in  world  trade.  In  one  breath 
it  is  asserted  that  another  country’s  loss  is  our  gain,  and  in  the  next, 
that  what  harms  one  harms  all.  We  are  free  to  admit  in  the  abstract 
that  the  world  is  an  economic  unit,  but  we  are  unwilling  to  act  upon 
such  an  admission  when  it  comes  to  framing  a  tariff.  Nationalism  sup¬ 
ports  the  view  that  our  advantage  is  the  disadvantage  of  the  foreigner. 
This  is  a  short-sighted  and  sectional  view  of  advantage.  The  more  per¬ 
manent  view  would  be  that  unless  there  is  a  mutual  gain  in  trade,  there 
is  in  the  long  run  no  worthwhile  gain  to  anybody. 

(5)  It  is  frequently  assumed  that  the  greater  the  per  cent  of  a 
nation’s  exports  which  consists  of  manufactures,  and  the  smaller  the 
per  cent  of  its  imports  which  consists  of  manufactures,  the  greater  is  the 
nation’s  gain  from  international  trade.  On  this  assumption,  it  is  argued 
that  the  trend  of  increasing  manufactures  in  the  exports  of  the  United 
States  and  decreasing  manufactures  in  her  imports  is  an  encouraging 
sign  of  growing  advantage  in  foreign  trade.  On  this  same  assumption, 
it  is  also  argued  that  the  manufacturing  nations  of  the  world  are  the 
great  gainers  in  international  trade,  whereas  the  agricultural  nations, 
if  not  actually  losers,  are  nevertheless  comparatively  small  gainers.  Such 
an  assumption  is  without  sound  foundation.  The  nations  which  export 
raw  materials  gain  from  specialization  in  producing  the  things  for  which 
they  are  most  fitted  and  letting  other  nations  produce  for  them  the 
manufactures  for  which  the  other  nations  are  most  fitted.  The  increas¬ 
ing  proportion  of  manufactures  in  the  exports  of  the  United  States  is 
an  indication  that  as  a  nation  we  are  becoming  more  completely  indus¬ 
trialized,  but  whether  this  is  a  good  or  a  bad  tendency  is  a  debatable 
question  and  is  not  settled  at  all  by  the  per  cent  of  manufactures  in 
our  export  trade.  For  most  nations,  the  large  percentage  of  manufac¬ 
tured  exports  is  an  index  of  the  nation ’s  dependence  upon  foreign  sources 
for  food  and  materials.  The  European  nations  with  their  congested 
populations  can  earn  a  livelihood  only  by  huge  exports  of  manufactures 
based  upon  imports  of  raw  materials.  Employment  is  furnished  to 
excessive  populations  by  this  dependence,  but  the  gain  from  the  trade 
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is  mutual  and  not  one-sided.  The  trade  percentages  are  an  index  of 
mutual  interdependence  rather  than  of  disproportionate  gain. 

In  this  connection  the  ratio  of  the  quantity  of  manufactured  goods 
required  to  buy  a  country’s  agricultural  goods  is  significant.  It  appears 
that  for  several  years  prior  to  3914  the  tendency  had  been  for  manu¬ 
facturing  nations  to  give  larger  quantities  of  manufactured  exports  in 
order  to  buy  the  same  quantity  of  agricultural  imports.  The  ratio  of 
exchange  between  the  two  classes  of  commodities  was  working  to  the 
disadvantage  of  the  manufacturing  nations.  England,  for  instance, 
bought  her  food  supply  at  an  ever-growing  expense  in  manufactured 
goods.  This  ratio  of  exchange  between  the  two  classes  of  commodities 
governs  the  answer  to  the  question :  Do  manufacturing  nations  or  agri¬ 
cultural  nations  gain  the  more  from  international  trade? 

International  Production  and  Mutual  Interdependence.— With  the 
expansion  of  world  commerce,  especially  during  the  last  half  century, 
the  productive  capacity  of  each  nation  has  come  to  rest  more  and  more 
upon  a  wide  international  basis.  The  single  nation,  after  having  been 
touched  by  the  machine  technology  and  by  foreign  commerce,  has  ceased 
to  be  a  self-contained  producing  unit.  Political  boundaries  and  govern¬ 
ment  control  follow  strictly  national  lines,  but  economic  boundaries  and 
productive  capacity  follow  strictly  international  lines.  The  advanced 
industrial  nations  draw  indispensable  raw  materials  and  food  supplies 
from  abroad.  This  dependence  iipon  foreign  sources  increases  with  the 
advances  in  science  and  in  machinery.  The  economic  basis  of  inter¬ 
national  politics  is  largely  the  strategy  of  getting  possession  of  the  best 
coal  and  iron  mines,  the  richest  petroleum  districts,  and  the  most  favor¬ 
able  tropical  colonies  as  sources  of  future  raw  materials.  But  this  inter¬ 
dependence  of  nations  is  not  based  alone  on  a  necessity  for  raw  materials 
and  food  supplies ;  it  rests  fully  as  much  upon  foreign  markets  to  serve 
as  outlets  for  manufactures.  Any  shrinkage  in  these  foreign  markets  is 
quickly  reflected  in  unemployment  and  depression  at  home. 

This  mutual  dependence  applies  equally  to  the  countries  which  are 
still  in  the  agricultural  and  extractive  stage  of  production.  The  capital, 
the  technology,  the  machinery  for  the  expansion  of  their  production, 
have  to  be  brought  from  the  outside  industrial  nations.  The  development 
of  national  resources  is  made  possible  by  the  importation  of  the  machine 
technology.  Moreover,  the  standard  of  living  in  these  regions  progresses 
in  variety  and  quality  to  the  extent  that  consumption  goods  manu¬ 
factured  abroad  can  be  imported.  Progress  in  the  standards  of  consump¬ 
tion  and  in  the  adoption  of  modern  technology  of  production  both 
depend  upon  exchange  with  other  nations. 

The  principle  of  comparative  advantage  as  expounded  by  the  classi¬ 
cal  economists  treated  foreign  commerce  as  primarily  a  question  of 
optional  gain.  A  nation,  so  it  was  implied,  could  take  it  or  leave  it,  but 
if  the  nation  chose  to  take  the  path  of  greatest  gain,  then  the  conclusion 
was  clear,  that  international  division  of  labor  was  the  one  and  only  path¬ 
way  to  make  that  gain.  Since  these  principles  were  first  formulated, 
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the  forms  and  methods  of  production  have  made  revolutionary  progress. 
Productive  capacity  has  greatly  increased,  and  the  size  of  population 
capable  of  support  within  a  nation  has  greatly  increased.  Everywhere 
under  the  machine  technology  populations  have  grown  up  which  cannot 
be  supported  in  comfort  and  safety  on  modern  standards  by  a  self- 
contained  economic  life.  Europe,  by  her  manufacturing,  supports  a 
surplus  population  about  as  great  as  the  entire  population  of  the  United 
States.  Destroy  the  trade  of  European  countries  and  perforce  the 
means  of  livelihood  for  more  than  a  hundred  million  of  Europe’s  popu¬ 
lation  would  be  destroyed.  Great  as  are  the  home  resources  of  food  and 
raw  materials  in  the  United  States,  nevertheless  the  advancing  popu¬ 
lation  and  the  growing  importance  of  manufactures  have  brought  this 
country  to  a  point  of  close  dependence  upon  tropical  foods  and  special 
raw  materials  requisite  for  the  maintenance  of  key  and  basic  industries. 
The  machine  technology  increases  the  population  per  square  mile,  but  the 
inhabitants  of  each  square  mile  depend  upon  the  trade  of  the  world  for 
the  means  whereby  they  live.  Hence  we  may  no  longer  look  upon  trade 
as  a  mere  matter  of  option  or  preference,  a  question  of  gain  or  advantage 
which  we  may  take  or  leave  as  we  please.  We  are  drawn  by  a  thousand 
bonds  of  reciprocal  dependence  into  the  commerce  of  nations,  and  we  dis¬ 
cuss  the  matter  not  merely  as  a  question  of  gain  or  loss  but  rather  as  a 
question  of  vital  necessity.  Earning  a  living  is  an  international  problem 
for  a  larger  and  larger  part  of  the  world’s  population,  and  so  great  is 
the  dependence  of  large  blocs  of  people  upon  such  economic  relations 
that  we  are  forced  to  visualize  this  mutual  reliance  as  a  first  premise  in 
all  our  thinking  on  international  trade. 

This  interdependence  is  a  comparatively  new  force  in  economic 
affairs,  and  the  minds  of  statesmen  and  of  business  leaders  have  not 
become  oriented  to  the  new  order  of  things.  Everywhere  men  give  verbal 
acquiescence  to  the  doctrine  that  the  world  is  an  economic  unit,  that 
what  harms  one  nation  harms  all  nations,  and  that  no  one  group  can 
prosper  unless  all  prosper.  But  simultaneously  men  proceed  as  a  matter 
of  fact  to  reject  the  self-same  principle  by  all  sorts  of  devices  to  penalize 
foreign  merchants,  cripple  their  trade,  and  restrict  their  prosperity. 
This  they  do  because  they  are  obliged  to  think  in  terms  of  competition 
for  foreign  markets,  monopoly  of  foreign  raw  materials,  and  suppression 
of  foreign  business,  as  a  means  of  keeping  up  the  money  profits  of  their 
home  enterprises.  The  traditional  notions  of  what  must  be  done  in 
order  to  sustain  steady  profits  are  so  compelling  that  business  finds  it 
slow  and  difficult  to  abide  in  practice  by  the  principle  of  mutual  de¬ 
pendence  between  nations.  The  phenomena  of  money,  price,  and  profit 
are  dominant  factors  in  the  actual  course  of  international  trade.  Trade 
is  no  longer  a  mere  barter  of  goods  for  goods.  There  is  an  intervening 
factor,  money  and  credit,  which,  working  through  price  fluctuations  and 
profit  margins,  compromises  at  every  step  of  the  way  the  laws  of  com¬ 
parative  advantage  and  mutual  dependence.  The  pecuniary  aspects  of 
problems  in  foreign  trade  are  developed  more  fully  in  the  succeeding 
chapter. 
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CHAPTER  XXXIII 


THE  INTERNATIONAL  ORGANIZATION  OF  PRODUCTION 

Economic  relations  between  countries  have  come  to  be  much  more 
than  a  trade  convenience ;  they  have  come  to  be  a  production  necessity. 
Formerly,  the  nation  was  the  unit  of  production,  and  international 
trade  was  something  superimposed  upon  it.  Now,  the  continent  or  the 
geographic  region  is  the  real  unit  of  production,  and  trade  between  its 
parts  is  the  groundwork  of  the  whole  structure  of  production.  Com¬ 
merce  between  nations  is  not  carried  on  merely  for  the  immediate  gains 
of  commerce  itself,  but  because  it  sustains  the  constant  flow  of  raw  and 
finished  materials  between  non-political  geographic  regions,  from  farm 
and  mine  to  mill  and  factory  and  consumer.  The  organization  of  pro¬ 
duction  has  come  more  and  more  to  defy  old  political  boundaries,  and 
to  operate  on  a  continental  scale. 

The  Principle  of  Pecuniary  Advantage. — The  basic  principles  of 
advantage  in  trade  have  already  been  stated  under  the  head  of  com¬ 
parative  advantage  and  mutual  advantage.  In  the  statement  of  these 
principles,  a  distinction  was  drawn  between  advantage  to  the  country 
as  a  whole  and  advantage  to  the  individual  business  man  who  must  make 
business  earnings  here  and  now.  When  we  observe  the  actual  field  of 
modern  trade,  we  discover  a  very  wide  gap  between  the  basic  economic 
laws  of  advantage  and  the  methods  by  which  business  men  and  govern¬ 
ments  in  practice  attempt  to  gain  advantage.  The  essence  of  these 
methods  is  to  surround  basic  trade  advantage  with  a  mass  of  acquisitive 
advantages.  These  advantages  consist  of  tariff  restrictions,  discrimina¬ 
tions,  selling  tactics,  political  pressure,  nationalistic  use  of  banking  and 
transportation  facilities,  concessions,  and  strategy  of  trade  promotion. 
Such  advantages  are  largely  superficial,  because  their  aim  and  intent 
is  to  restrict  the  tendency  of  each  country  to  produce  those  goods  for 
which  it  is  best  fitted  and  to  sell  in  foreign  markets  those  goods  which 
it  can  make  cheaper  than  other  nations.  The  real  objective  is  to  protect 
home  producers  whether  they  are  best  fitted  for  their  lines  of  industry 
or  not,  and  to  dominate  foreign  markets  whether  their  goods  can  be  sold 
there  cheaper  than  goods  of  other  nations  or  not. 

Almost  everywhere  in  business  circles,  the  law  of  mutual  trade  ad¬ 
vantage  is  denied  a  chance  to  work  itself  out.  The  tendency  is  to  act 
on  the  assumption  that  imports  are  an  evil  to  the  receiver,  and  that  only 
exports  are  an  unalloyed  good.  Strong  endeavor  is  therefore  put  forth 
to  promote  exports  by  a  wide  variety  of  methods,  but  to  discourage  and 
depress  imports.  The  artificial  interferences  with  the  principle  of  mutual 
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advantage  are  many  and  powerful.  They  permeate  every  phase  of  for¬ 
eign  trade,  and  in  the  actual  market  appear  to  be  the  uppermost  thought 
of  merchants  and  producers.  But  in  spite  of  their  power  and  influence, 
trade  between  nations  still  retains  the  substance  of  mutuality.  The 
reciprocal  necessities  of  the  nations  override  the  host  of  artificial  restric¬ 
tions  that  are  built  up,  and  even  though  individual  gain  and  nationalistic 
gain  are  the  paramount  conscious  motives  in  trade,  nevertheless  mutual 
gain  weaves  itself  into  the  great  bulk  of  the  trade  carried  on.  The 
mutual  gain  which  thus  persists,  and  which  underlies  the  currents  of 
trade  no  matter  how  many  artificial  dams  are  built  to  halt  them,  gives 
health,  growth,  development,  permanence,  to  the  whole  phenomenon. 

Protection  and  the  Tariff. — A  protective  tariff  is  a  tax  levied  upon 
imports  as  a  means  of  preventing  foreign  goods  from  competing  with 
the  home  product.  The  tax  may  be  either  ad  valorem  or  specific.  The 
ad  valorem  duty  is  levied  on  the  basis  of  a  per  cent  of  the  value  of  the 
goods.  The  specific  duty  is  levied  on  the  basis  of  so  many  cents  per 
bushel,  or  pound,  or  other  physical  unit. 

The  purpose  of  a  tariff  is  to  affect  pyi'ices.  It  aims  either  to  increase 
prices,  or  to  keep  them  from  falling,  as  the  situation  may  require.  The 
means  of  accomplishing  this  purpose  is  the  means  commonly  char¬ 
acteristic  of  monopoly  control  of  prices,  namely,  the  artificial  limitation 
of  supply.  The  tariff  therefore  operates  to  create  a  special  type  of 
monopoly. 

Many  different  arguments  have  been  advanced  in  favor  of  the  prin¬ 
ciple  of  protection.  One  of  these  arguments  maintains  that  a  tariff, 
particularly  on  manufactures,  will  develop  the  home  market  for  agri¬ 
cultural  products.  The  American  farmer  has  often  been  taught  that 
the  greater  the  scope  of  home  manufactures  stimulated  by  the  tariff 
the  greater  the  domestic  market  for  farm  raw  materials.  This  argument 
is  perhaps  true  in  the  strict  sense  that  the  domestic  market  will  be 
greater,  but  it  must  not  be  taken  to  mean  that  the  total  market  will  be 
greater.  The  total  market  will  doubtless  be  less,  since  the  country  is 
being  led  by  the  tariff  to  carry  on  (manufactures  for  which  it  is  not  best 
fitted.  If  the  argument  is  construed  to  mean  that  a  restricted  home 
market  is  better  than  an  unrestricted  world  market,  simply  because  the 
home  market  is  more  subject  to  control,  the  theory  is  still  weak,  because 
the  price  of  most  farm  products  is  set  by  world  supply  and  demand. 
The  home  market  for  wheat  and  cotton  does  not  escape  the  force  of 
world  supply  and  demand  as  long  as  the  American  farmer  produces  an 
exportable  surplus  of  these  crops. 

A  second  argument  holds  that  a  tariff  is  needed  to  develop  industries 
in  their  infancy.  It  is  a  commonplace  fact  that  a  country  may  be  fitted 
by  all  natural  conditions  to  take  up  a  certain  branch  of  manufacturing, 
but  may  be  unable  to  make  the  start  because  foreign  competitors  already 
established  would  be  in  a  position  to  crush  the  newcomer.  The  experi¬ 
ence  of  the  foreigner,  his  knowledge  of  the  field,  his  possession  of  patents 
and  of  engineering  skill,  his  good  will  reputation,  the  sheer  momentum 
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of  his  industrial  power,  may  be  sufficient  to  destroy  any  mere  novice  in 
the  field.  Under  such  conditions,  it  is  argued  that  the  tariff  will  protect 
the  novice  while  he  is  getting  on  his  feet.  Once  he  is  established  as  a 
full-fledged  going  concern,  he  will  be  able  to  defend  himself  against  all 
comers,  and  the  tariff  will  be  no  longer  necessary.  This  argument 
appeals  especially  to  a  country  at  that  stage  of  its  history  where  it  is 
making  a  transition  from  an  agricultural  system  to  an  industrial  system 
of  production.  It  acquired  a  great  vogue  in  the  United  States  during 
the  formative  period  of  our  manufacturing  industries  in  the  nineteenth 
century.  Friedrich  List  applied  it  to  Germany  while  that  country  was 
going  through  the  initial  stages  of  the  industrial  revolution.  As  it  is 
stated,  the  argument  sees  in  the  tariff  an  aid  in  the  growth  of  a  nation’s 
industrial  life.  Nations  at  unequal  stages  of  the  industrial  revolution 
have  unequal  advantages  in  trade  competition.  The  tariff  makes  it  im¬ 
possible  for  advanced  industrial  nations  to  use  their  vested  power  to 
stunt  the  life  and  growth  of  the  young  industrial  nations. 

The  difficulty  with  the  argument  has  been  that  in  putting  it  into 
practice,  it  has  been  used  as  a  cover  for  all  sorts  of  extravagant  rates 
of  protection.  Industries  which  were  able  perfectly  well  to  compete 
often  sought  super-advantages  by  pretending  to  need  infant-industry 
protection.  The  United  States  can  no  longer  claim  to  need  this  form  of 
protection  for  most  of  her  industries,  since  they  are  now  firmly  estab¬ 
lished.  Certain  individual  industries  appear,  however,  from  time  to  time 
which  claim  the  protection  due  to  infancy.  A  conspicuous  recent  illus¬ 
tration  is  the  claim  of  protection  for  the  dyestuffs  and  chemical  indus¬ 
tries  until  they  shall  be  able  to  defend  themselves  from  German  com¬ 
petition.  We  may  concede  that  the  infant  industries  argument  is  sound 
enough  when  applied  within  reason,  but  that  what  it  tends  to  mean  in 
application  is  too  often  an  exaggerated  protection  and  an  excessive 
tariff  wall. 

An  argument  closely  related  to  the  infant  industry  one  is  the  vested 
industries  argument.  After  an  industry  has  once  been  established,  it 
puts  up  the  claim  that  since  it  has  been  encouraged  to  establish  itself, 
the  only  fair  treatment  from  the  government  is  a  continuance  of  tariff 
protection  to  guarantee  its  existence.  An  industry  which  claimed  pro¬ 
tection  at  the  start  as  an  infant,  will,  when  it  reaches  adulthood,  claim 
protection  as  a  vested  interest.  A  vested  interest  is  a  right  to  continue 
in  business  with  the  privileges  and  aids  necessary  for  that  continuance. 
It  is  not  a  moral  right  nor  a  legal  right,  but  a  business  right,  and  if  a 
proposed  cut  in  the  tariff  threatens  to  encroach  upon  it,  the  business 
so  menaced  claims  that  it  is  being  discriminated  against,  weakened,  con¬ 
fiscated.  If  this  argument  is  used,  as  it  often  is,  to  defend  an  industry 
which  is  not  well  fitted  to  the  country,  it  simply  means  that  the  country 
as  a  whole  loses  in  order  that  certain  individual  producers  may  gain. 
If  the  argument  is  used,  as  it  may  well  be,  to  maintain  a  reasonable 
amount  of  stability  in  production  and  to  prevent  violent  transitions  from 
one  line  of  production  to  another,  it  has  much  to  be  said  in  its  favor 
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Two  arguments  have  been  nsecl  to  prove  that  the  tariff  is  a  good 
thing  for  labor.  The  first  of  these  runs  to  the  effect  that  the  tariff  will 
guarantee  employment  for  labor.  If  unemployment  exists,  the  claim  is 
made  that  the  cure  lies  in  a  protective  tariff.  Superficially  regarded,  the 
contention  is  plausible.  If  cheap  imports  of  cutlery  are  allowed,  the 
workmen  in  American  cutlery  factories  will  be  forced  out  of  employ¬ 
ment.  Given  time  to  make  the  adjustment,  these  same  workmen  might 
find  employment  in  other  lines  of  manufacture  where  the  American 
product  is  cheaper  than  the  product  of  the  foreigner.  The  transition 
in  that  case  would  be  from  an  industry  where  Americans  were  not  fitted 
to  compete  with  foreigners  to  an  industry  where  Americans  could  com¬ 
pete.  But  this  transition  would  take  time,  and  during  the  interim,  the 
workmen  would  be  unemployed.  Hence,  wTe  must  analyze  the  argument 
as  to  creating  employment  by  drawing  two  broad  distinctions.  First,  the 
tariff  would  keep  the  cutlery  labor  employed  in  the  cutlery  business,  but 
it  would  give  rise  to  a  smaller  total  employment  because  the  labor  would 
be  employed  in  a  trade  where  its  efficiency  was  low.  The  total  of  em¬ 
ployment  would  be  greater  if  the  cutlery  laborers  transferred  to  a  trade 
where  their  efficiency  was  superior  to  that  of  the  foreigner.  The  first 
distinction  is  between  diverting  labor  to  a  line  of  work  for  tohich  it  is 
poorly  fitted  and  transferring  labor  to  a  line  of  work  for  which  it  is 
best  fitted,  thereby  increasing  the  total  of  employment.  The  second 
distinction  is  between  immediate  employment  and  long  run  employment. 
The  tariff  may  often  help  to  give  more  immediate  work  to  labor,  but  in 
the  long  run  it  is  calculated  to  have  the  opposite  effect.  It  is  the  central 
motive  of  protection  to  make  individual  business  gain  by  contracting  and 
restricting  the  total  business  done.  The  tariff  method  is  in  essence  the 
monopoly  method  of  an  artificial  limitation  of  supply  and  production. 
Surely  we  cannot  restrict  production  and  increase  employment  at  the 
same  time.  Every  bit  of  employment  that  is  created  in  some  favored 
industry  is  more  than  offset  in  the  long  run  by  the  greater  employment 
that  might  have  been  created  by  developing  an  industry  where  the 
country  enjoys  a  genuine  comparative  advantage.  The  argument  of 
creating  employment  is  in  the  long  run  simply  one  form  of  the  “make 
work”  fallacy,  with  the  difference  that  in  this  case  it  is  used  by  business 
men  to  justify  their  tariff  restriction  of  production  instead  of  by  work¬ 
ingmen  to  justify  their  union  restriction  of  production. 

The  second  form  of  tariff  argument  for  the  good  of  labor  is  that  the 
tariff  keeps  ivages  high.  It  is  claimed  that  if  American  labor  were  not 
protected  by  a  tariff  wall,  it  would  be  forced  down  to  a  wage  level 
corresponding  with  that  of  the  Italian  or  the  German,  or  even  with  that 
of  the  Japanese  or  Chinese.  It  is  argued  that  the  tariff  equalizes  the 
differences  in  money  wages,  and  therefore  saves  the  laborer  of  the  United 
States  from  the  devastating  competition  of  the  European  and  the  Asiatic. 
The  argument  appears  to  be  sound  in  the  strict  sense  that  the  tariff  keeps 
wages  high  in  the  particular  industries  that  are  protected.  But  it  is 
unsound  when  it  is  used  to  imply  that  the  tariff  keeps  wage  incomes  for 
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labor  in  general  high.  The  particular  wages  of  protected  industries  are 
kept  high  at  the  expense  of  restricted  production  for  industry  as  a 
whole.  The  laborer’s  income  on  the  average  cannot  rise  faster  than  the 
volume  of  production,  and  when  a  tariff  is  used  to  keep  prices  high  by 
limitation  of  production,  the  laborer’s  income  is  being  limited  cor¬ 
respondingly.  The  fundamental  explanation  of  an  average  of  high 
wages  in  the  United  States  is  not  the  tariff  at  all,  but  the  country’s 
excellent  natural  resources,  the  education  and  training  of  the  labor 
supply,  and  the  superior  use  of  machinery  and  scientific  management. 
Wages  are  high  because  labor  is  effective,  and  labor  is  effective  regard¬ 
less  of  the  tariff.  In  fact,  the  tariff  lowers  the  effectiveness  of  American 
labor,  since  it  draws  the  labor  into  lines  of  employment  where  its  effec¬ 
tiveness  is  so  low  that  it  cannot  naturally  compete  with  the  foreigner. 
The  same  labor,  diverted  to  production  of  exports  of  a  kind  which 
American  labor  is  best  fitted  to  produce,  and  which  would  purchase 
from  abroad  imports  of  other  kinds  of  goods  which  the  foreigner  is  best 
fitted  to  produce,  would  be  more  effective.  Consequently,  our  conclu¬ 
sion  is  that  although  protection  may  keep  wages  high  in  the  individual 
protected  lines,  for  the  time  being,  nevertheless  in  the  long  run  and  for 
labor  as  a  whole  the  tariff  not  only  does  not  increase  the  effectiveness  of 
labor  and  the  wage  level,  but  tends  to  make  them  less  than  they  other¬ 
wise  would  be. 

Still  another  form  of  tariff  argument  is  found  in  the  claim  that  the 
tariff  makes  a  nation  independent  and  self-sufficient  in  time  of  war. 
Various  German  economists  were  foremost  in  advocating  that  a  country 
must  develop  home  food  supplies  and  other  essential  industries  to  the 
end  that  it  might  be  self-supporting  in  time  of  war.  The  World  War 
brought  the  English  to  a  recognition  of  the  fact  that  although  England 
cannot  be  self-supporting  in  all  respects  in  time  of  war,  nevertheless 
the  country  can  be  self-supporting  in  certain  “key”  or  “pivotal”  in¬ 
dustries.  Among  such  “key”  commodities  may  be  mentioned  synthetic 
dyes,  spelter,  tungsten,  magnetos,  optical  and  chemical  glass,  needles, 
thorium  nitrate,  screw  gauges,  and  essential  drugs.  The  United  States 
is  more  nearly  self -sufficient  than  any  other  of  the  great  powers,  tariff 
or  no  tariff.  Yet  even  in  her  case,  the  World  War  drove  home  the 
embarrassment  of  her  dependency  upon  Germany  for  dyes,  Chile  for 
nitrates,  and  various  other  countries  for  essential  alloys  in  the  manu¬ 
facture  of  military  equipment.  The  argument  of  military  necessity  must 
be  conceded  as  long  as  the  nations  live  in  a  world  where  war  is  an 
ever-present  possibility.  The  economist,  however,  is  free  to  observe  that 
under  cover  of  the  military  plea,  protection  for  purely  selfish  purposes 
is  all  too  common.  It  is  this  constant  danger  of  tariff  manipulation, 
under  bigh  sounding  phrases,  for  the  purpose  of  selfish  aggrandizement, 
which  makes  necessary  extreme  caution  in  the  application  of  the  military 
necessity  argument  to  actual  practice. 

The  tariff  is  often  advocated,  moreover,  as  a  defensive  weapon  against 
the  practice  known  as  “dumping.  '  This  practice  may  he  defined  as 
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selling  goods,  abroad  at  less  than  their  prevailing  price  at  home.  The 
mere  fact  that  the  foreigner  may  be  able  to  flood  the  American  market 
with  cheap  goods  does  not  constitute  dumping.  It  is  dumping  only 
when  the  cheapness  of  the  goods  represents  a  lower  price  to  the  American 
importer  than  the  current  price  in  the  domestic  market  of  the  foreign 
expozder.  The  purpose  of  dumping  may  be  either  to  get  rid  of  a  tempo¬ 
rary  over-production  of  goods  which,  if  sold  at  home,  would  demoralize 
the  home  market ;  or  to  create  a  regular  outlet  for  a  manufacturer ’s 
surplus  capacity  of  production,  to  the  end  that  by  running  to  full 
capacity  the  overhead  burden  of  fixed  charges  may  be  kept  low  per  unit 
of  product ;  or  to  put  out  of  business  a  rival  manufacturer  as  a  measure 
of  cut-throat  and  destructive  competition.  Dumping  has  been  widely 
practiced  by  most  of  the  commercial  nations.  Although  Germany  has  a 
record  of  extreme  use  and  abuse  of  dumping,  nevertheless  England,  the 
United  States,  and  other  trading  nations  have  made  substantial  use  of 
the  practice.  The  United  States  has  dumped  abroad  at  cut-prices  staple 
manufactures,  and  such  specialties  as  sewing  machines,  safety  razors, 
cash  registers,  typewriters,  watches,  and  fountain  pens.  The  objection 
to  the  practice  on  the  part  of  the  country  that  is  the  victim  of  dumping 
is  that  price  cutting  subjects  the  market  to  violent  price  fluctuations  that 
are  not  warranted  at  all  by  conditions  of  production.  It  is  a  method  of 
unfair  competition  which  undermines  stability  in  the  market.  One 
method  of  regulation  of  such  unfair  competition  is  outright  prohibition 
of  the  action,  and  government  supervision  to  enforce  the  prohibition. 
The  United  States  passed  a  law  in  1916  making  a  criminal  offense  of 
any  participation  in  dumping  by  foreigners  in  the  American  market, 
where  there  is  “the  intent  of  destroying  or  injuring  an  industry  in  the 
United  States,  or  of  preventing  the  establishment  of  an  industry  in  the 
United  States,  or  of  restraining  or  monopolizing  any  part  of  trade  and 
commerce  in  such  articles  in  the  United  States.” 

A  second  method  of  preventing  dumping  is  the  protective  tariff. 
Following  similar  legislation  by  Canada  and  England,  the  United  States 
enacted  in  1921  and  1922  anti-dumping  tariff  laws.  Whenever  it  appears 
that  merchandise  “is  being  sold  in  the  United  States  at  less  than  its  fair 
value,”  there  shall  be  imposed  upon  such  imports  a  “special  dumping 
duty”  equal  to  the  difference  between  its  foreign  market  value  and  its 
price  as  thrown  on  the  American  market.  The  President  of  the  United 
States  is  authorized  to  penalize  such  acts  of  unfair  competition  as 
dumping  by  imposing  upon  the  merchandise  an  extra  duty  of  not  less 
than  10  nor  more  than  50  per  cent  ad  valorem,  or  by  forbidding  out¬ 
right  the  importation  of  the  offending  merchandise. 

The  more  orderly  way  of  controlling  dumping  is  by  regulating  the 
practice  as  one  form  of  unfair  competition,  just  as  in  the  domestic 
market,  the  Federal  Trade  Commission  and  the  courts  regulate  unfair 
domestic  competition.  The  tariff  method  is  open  to  the  objection  that 
the  tariff  has  as  often  been  a  cause  of  dumping  as  a  cure.  Industries 
would  not  be  able  to  sell  abroad  at  cut  prices  in  the  first  place,  if  their 
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home  market  were  not  protected  by  a  high  tariff  or  by  some  other  form 
of  monopoly  power.  The  tariff  attack  on  dumping  often  becomes  a 
matter  of  fighting  monopoly  with  monopoly.  Direct  regulation  of  dump¬ 
ing  because  of  its  unfair  and  unsettling  effects  on  trade  is  a  method  far 
less  subject  to  abuse.  In  order  that  it  may  be  made  a  fully  effective 
method,  there  is  need  of  international  agreement  and  authority  in  the 
standards  of  regulation.  The  international  importance  of  the  problem 
amply  warrants  international  cooperation  in  coping  with  it. 

Finally,  it  is  argued  that  a  protective  tariff  is  necessary  to  equalize 
the  cost  of  production  between  two  countries,  and  in  order  to  make  the 
foreigner  pay  the  difference  in  cost.  The  latter  contention  is  the  pro¬ 
tectionist’s  way  of  getting  around  the  accusation  that  the  tariff  raises 
prices  and  raises  the  cost  of  living.  He  holds  that  the  tariff  comes  out 
of  the  profits  of  the  foreigner,  and  adds  not  a  penny  to  the  cost  of  living 
in  this  country.  Although  there  is  some  foundation  of  fact  in  the  con¬ 
tention  for  an  occasional  industry,  nevertheless  for  the  bulk  of  protected 
industries  it  is  a  specious  and  deceitful  doctrine  whittled  out  for  pur¬ 
poses  of  popular  propaganda.  For  the  bulk  of  protected  industries,  the 
central  aim  of  the  tariff  is  to  keep  prices  high.  The  contention  about 
equalized  cost  of  production  is  practically  a  negation  of  the  basic  notions 
of  comparative  and  mutual  advantage.  The  whole  gain  in  foreign  trade, 
from  our  standpoint,  arises  from  the  advantage  of  having  other  countries 
produce  goods  which  they  are  more  fitted  to  produce  than  this  country, 
and  of  our  exchanging  for  those  foreign  goods  the  product  which  we  are 
more  fitted  to  produce  than  are  foreign  countries.  Each  nation  gains 
most  when  it  produces  what  it  is  best  fitted  to  produce  and  uses  this 
product  to  secure  from  other  countries  what  they  are  most  fitted  to 
produce.  But  when  legislators  propose  to  equalize  costs  of  production, 
it  really  amounts  to  a  proposal  for  wiping  out  all  these  natural  differ¬ 
ences  in  effectiveness  of  production,  and  creating  an  artificial  equality 
in  effectiveness.  This  artificial  equality  means  that  the  country  is 
wasting  its  energy  upon  lines  of  production  for  which  it  is  least  fitted. 

Free  Trade. — England  is  distinguished  among  the  commercial 
nations  as  being  the  outstanding  free  trade  country  of  the  world.  Dur¬ 
ing  the  latter  half  of  1923,  a  great  political  campaign  was  fought  out  in 
England  to  settle  again  the  issue  between  protection  and  free  trade.  The 
Liberal  and  the  Labor  parties  succeeded  in  administering  a  decisive 
defeat  to  high  protection,  and  in  holding  the  country  to  the  free  trade 
traditions  which  took  their  inception  with  the  repeal  of  the  so-called 
Corn  Laws  in  1846.  English  leadership  in  world  trade  has,  therefore, 
been  built  up  in  the  absence  of  pi’otectionism. 

The  great  majority  of  economists  would  agree  that  England’s  anti¬ 
protectionism  is  sound  economic  policy.  Economists  are  for  the  most 
part  either  free  traders  or,  at  the  most,  very  mild  protectionists.  They 
adhere  to  the  free  trade  principle  because  their  point  of  view  is  that  of 
the  largest  production  of  goods  for  the  use  of  the  country  as  a  whole. 
The  business  man  rejects  the  same  principle  because  his  immediate  and 
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direct  aim  is  net  earnings  in  liis  individual  business  here  and  now.  Eng¬ 
lish  experience  would  seem  to  indicate  that  there  is  nothing  inherently 
and  ineradicably  incompatible  between  the  two  points  of  view. 

The  free  trade  argument  may  be  summarized  in  the  following  analysis 
of  the  political  battle  in  England  in  1923 : 

“I.  It  is  better  to  employ  our  capital  and  labor  in  trades  where  we 
are  relatively  more  efficient  than  other  people  are,  and  to  exchange  the 
products  of  these  trades  for  goods  in  the  production  of  which  we  are 
relatively  less  efficient. 

“II.  There  can  be  no  disadvantage  in  receiving  useful  objects  from 
abroad.  An  artificial  interference  with  imports  must  either  interfere 
with  exports  or  involve  an  artificial  stimulation  of  capital  to  leave  the 
country.  Our  imports  are  our  income.  To  put  obstacles  in  their  way 
is  to  be  as  crazy  as  a  business  man  would  be  who  tried  to  prevent  his 
customers  and  his  debtors  from  paying  their  bills.”  1 

In  the  interest  of  sound  economic  method,  it  is  well  to  draw  the 
attention  of  the  student  to  the  fact  that  the  method  of  presenting  the 
economics  of  the  tariff  has  to  be  the  exposition  of  the  arguments  pro 
and  con.  After  all,  arguments  are  only  arguments.  There  is  little 
scientifically  weighed  evidence  in  the  field  which  is  capable  of  settling 
questions  of  fact  beyond  controversy.  We  must  therefore  content  our¬ 
selves  with  as  clear  a  statement  as  possible  of  the  problem  as  a  problem, 
and  with  a  presentation  of  some  of  the  principal  views  and  opinions  on 
both  sides.  The  bias  of  the  author  is  in  the  direction  of  a  very  restricted 
use  of  the  protective  principle,  but  it  is  recognized  that  the  available 
tariff  data  are  not  sufficient  to  give  a  conclusive  demonstration  of  the 
final  truth  or  error  of  one  bias  or  another. 

The  Method  of  Tariff  Making. — For  the  purpose  of  taking  the  tariff 
out  of  politics  and  framing  tariff  schedules  by  scientific  method,  the 
Government  in  1916  created  a  permanent  board  of  tariff  experts  known 
as  the  United  States  Tariff  Commission.  The  function  of  this  Commis¬ 
sion  is  not  to  determine  tariff  policy,  but  to  compile  the  technical  in¬ 
formation  upon  which  Congress  and  the  President  may  the  more  intelli¬ 
gently  determine  tariff  policy.  It  is  chiefly  a  fact  finding  commission. 
It  investigates  the  effects  of  tariff  schedules,  the  nature  of  tariff  policies 
of  other  countries,  the  costs  of  production  and  prices  of  commodities  in 
various  countries,  and  the  administration  of  the  tariff  law.  The  tariff 
data  goes  to  the  House  Committee  on  Ways  and  Means  and  to  the  Senate 
Committee  on  Finance,  and  to  other  parties  which  have  a  legitimate 
interest  in  the  problem.  Tariff  policy  originates  in  these  Congressional 
committees.  Hearings  are  held,  at  which  representatives  of  different 
business  interests  make  their  pleas  for  protective  duties.  In  both  Senate 
and  House,  the  bill  as  reported  by  the  committees  is  amended  any  number 
of  times,  under  pressure  of  those  constituents  who  demand  protection. 

i  J.  M.  Keynes,  Neio  Republic,  December  19,  1923,  and  London  Nation,  Volume 
34,  pp.  110,  332. 
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Finally  a  joint  committee  irons  out  the  inconsistencies  and  prepares  a 
measure  which  will  pass  both  branches  of  Congress.  While  the  tariff  is 
being  ground  out  of  this  political  mill,  it  looks  anything  but  scientific. 
The  data  carefully  prepared  by  the  Tariff  Commission  are  often  ignored, 
and  probably  more  often  simply  interpreted  to  make  what  special  in¬ 
terests  want  them  to  mean.  Log-rolling  is  common,  since  each  congress¬ 
man,  in  order  to  get  votes  for  what  his  constituents  demand,  must  vote 
for  rates  which  other  constituents  are  demanding  of  their  representatives. 
Senators  may  be  financially  interested  in  the  industries  which  they  are 
striving  to  protect.  Lobbying  is  reduced  to  a  fine  art.  And  the  net 
outcome  is,  as  Alfred  Marshall  has  remarked,  that  the  tariff  tends  “to 
lend  its  chief  aid  to  those  industries  which  are  already  strong  enough 
to  do  without  it.”  2  The  Tariff  Commission  represents  a  gain,  it  is  true, 
in  the  refinement  of  classifications  and  schedules,  and  in  the  making 
available  of  useful  information,  but  the  determination  of  tariff  policy  is 
as  much  a  matter  of  political  log-rolling,  partisanship,  and  favoritism  as 
ever.  Whatever  case  may  be  made  out  for  protectionism  in  abstract 
theory,  the  actual  tactics  of  tariff  formation  are  disillusioning. 

In  the  further  effort  to  secure  a  tariff -making  method  that  could  be 
called  scientific,  recent  protectionism  has  emphasized  the  so-called  scien¬ 
tific  principle  of  equalizing  the  costs  of  production  at  home  and  abroad. 
The  tariff  act  of  1922  definitely  incorporated  the  principle  that  duties 
should  be  adjusted  “to  equalize  the  differences  in  costs  of  production  in 
the  United  States  and  the  competing  foreign  countries.”  We  have 
already  questioned  the  soundness  of  this  principle  as  a  principle.  We 
must  also  question  its  validity  as  a  practical  guide  in  tariff  making. 
In  the  first  place,  politics  and  the  pressure  of  constituents  still  deter¬ 
mine  which  commodities  shall  be  selected  for  the  equalizing  process,  and 
which  shall  be  rejected.  There  is  little  or  no  claim  to  scientific  method 
in  making  such  selection  of  the  industries  entitled  to  scientific  protection. 
In  the  second  place,  after  the  industries  have  been  selected,  the  finding 
of  actual  costs  of  production  proves  to  be  a  most  difficult  undertaking. 
It  is  difficult  enough  to  get  order  out  of  chaos  in  domestic  cost  accounting 
and  to  discover  with  any  degree  of  accuracy  the  home  cost  of  produc¬ 
tion.  It  is,  however,  beyond  the  power  of  the  Tariff  Commission  to 
require  uniform  accounting  in  the  factories  of  foreigners  or  to  gain 
access  to  their  records  of  production.  Estimates  can  be  made,  but  these 
are  subject  to  wide  margins  of  possible  error.  Moreover,  even  if  com¬ 
parative  estimates  of  costs  can  be  made  today,  and  the  tariff  rates  levied 
accordingly,  the  relative  costs  are  changing  constantly.  As  a  means 
of  keeping  the  equalization  of  costs  of  production  up  to  date  all  of  the 
time,  the  President  is  to  be  advised  by  the  Tariff  Commission  of  im¬ 
portant  cost  changes  and  is  authorized  at  his  discretion  to  raise  or  lower 
rates,  by  not  more  than  50  per  cent,  as  a  means  of  readjustment. 

2  Quoted  in  Selected  Readings  in  International  Trade  and  Tariff  Problems,  edited 
by  F.  W.  Taussig,  p.  434. 
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Although  this  element  of  flexibility  in  scientific  equalization  is  useful,  it 
obviously  does  not  overcome  the  fundamental  limitations  upon  scientific 
accuracy  in  cost  determination. 

The  Tariff  Commission  is  a  decided  gain  in  tariff  making,  but  too 
much  has  undoubtedly  been  claimed  for  it.  It  has  compiled  valuable 
information  and  has  improved  technical  details  of  tariff  writing  and 
administration.  But  it  cannot  under  present  conditions  eliminate  the 
less  savory  features  of  tariff  making.  These  tend  to  persist,  as  if  they 
were  an  ineradicable  trait  of  protectionism. 

Recent  Tariff  Tendencies. — Protectionism  took  its  inception  in  the 
United  States  with  the  tariff  of  1816,  which  was  in  large  measure  an 
attempt  to  protect  the  infant  manufacturing  industries  that  had  started 
up  during  the  embargo  period  centering  about  the  War  of  1812.  For 
more  than  a  century,  the  tariff  has  been  subject  to  alternate  increases 
and  reductions,  depending  upon  the  shifting  political  fortunes  of  the 
dominant  parties.  The  nineteenth  century  closed  with  protection  at 
a  high  point,  in  the  form  of  the  Dingley  tariff  of  1897.  The  decade 
following  was  the  outstanding  period  in  American  history  of  big  busi¬ 
ness  and  trust  development,  and  the  impression  became  widespread  that 
the  tariff  fostered  monopoly  and  was  the  mother  of  the  trusts.  Public 
opinion  pressed  the  Republicans  for  revision  downward,  with  the  result 
that  the  Payne-Aldrich  bill  of  1909  was  enacted.  Far  from  being  a 
genuine  revision  downward,  however,  this  law  if  anything  pushed  the 
level  of  important  duties  higher  than  ever.  In  the  years  immediately 
following,  the  price  level  rose  steadily,  and  this  was  reflected  in  a 
rising  cost  of  living.  The  popular  notion  was  that  the  tariff  was  the 
cause  of  the  higher  prices,  and  this  notion  was  an  important  cause  of 
the  political  overturn  which  brought  the  Democrats,  under  President 
Wilson,  into  power  in  1912.  The  Underwood  tariff  of  1913  put  a 
number  of  important  necessities  of  life  on  the  free  list,  and  moderated 
the  rates  on  a  great  many  products  which  were  not  put  outright  on 
the  free  list.  Following  the  World  War,  the  Republicans  came  again 
into  power,  and  in  1922  passed  the  Fordney-McCumber  bill,  which 
enacted  the  highest  rates  of  protection  the  country  has  ever  known. 
This  act  gives  new  protection  to  certain  industrial  infants  stimulated  by 
the  war,  such  as  coal-tar  products,  dyestuffs,  glass,  scientific  instruments, 
and  laboratory  apparatus.  It  appeals  to  the  farmers  by  giving  high 
rates  on  agricultural  products,  and  admitting  free  of  tariff  duties  agri¬ 
cultural  implements,  fertilizers,  and  other  farmers’  supplies.  It  gives 
unprecedented  extremes  of  protection  to  most  lines  of  manufactures. 
The  measure  adopts  frankly  the  principle  of  equalizing  the  costs  of 
production  between  countries.  A  strong  attempt  was  made  to  introduce 
a  new  principle  of  valuation,  namely,  American  valuation.  This  prin¬ 
ciple  would  mean  levying  the  duty  on  the  basis  of  the  price  in  the  Ameri¬ 
can  market  rather  than  in  the  market  from  which  the  commodity  was 
imported.  Owing  to  serious  objections  to  the  principle,  a  compromise 
was  effected  whereby  valuation  in  the  foreign  market  is  retained  unless 
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sucli  valuation  is  impossible  to  obtain,  in  which  case,  at  the  discretion  of 
the  President,  American  valuation  may  be  applied  to  particular  goods. 
Unfair  competition  and  dumping  are  checked,  by  the  provision  that  the 
President  may  penalize  offending  goods  by  additional  duties  up  to  a 
maximum  increase  of  50  per  cent  or  in  extreme  cases  prohibit  their 
importation  altogether.  The  power  of  the  President  to  adjust  rates  to 
equalize  costs  and  to  prevent  unfair  competition  represents  an  attempt 
to  make  the  tariff  “flexible,”  an  interesting  experiment  in  tariff  policy. 

The  American  tendency  to  extreme  protectionism  is  in  harmony  with 
a  general  trend  found  among  many  other  leading  nations.  War  has 
usually  intensified  the  feeling  of  nationalism  and  of  self-sufficiency,  and 
the  World  War  had  marked  effects  in  that  direction.  Practically  all 
European  countries  revised  their  tariffs  upward  following  the  war. 
Even  England,  with  all  her  free  trade  traditions,  enacted  in  1921  the 
Safeguarding  of  Industries  Act  to  protect  pivotal  or  key  industries,  and 
to  offset  the  depreciated  exchange  rates  with  many  countries.  The  eleva¬ 
tion  of  the  British  Labor  Party  to  power,  however,  held  British  policy 
closely  in  line  with  free  trade  doctrines  in  spite  of  the  temporary  out¬ 
burst  of  protectionist  sentiment  immediately  following  the  war. 

Tariff  tendencies  in  the  present  era  are  subject  to  one  new  set  of 
peculiar  circumstances.  The  German  reparations  account  and  the  Allied 
war  debts  can  be  paid,  for  the  most  part,  only  in  goods.  But  the  creditor 
nations  are  unwilling  to  receive  the  goods,  and  as  a  mark  of  their  un¬ 
willingness,  they  tend  to  surround  themselves  with  impenetrable  tariff 
walls.  In  the  long  run,  if  the  creditors  are  to  be  paid,  they  must  let 
the  goods  come  in.  Protectionism  is  the  almost  universal  policy  of  the 
nations  during  the  process  of  adjustment  to  these  abnormal  inter¬ 
national  payments,  and  yet  eventually  a  choice  must  be  made  between 
scaling  down  the  tariff  walls,  or  scaling  down  the  payments  demanded 
from  the  debtor  nations. 

The  Tariff  and  the  Cost  of  Living. — Some  critics  of  the  Fordney- 
McCumber  tariff  have  estimated  that  it  adds  to  the  cost  of  living  in  the 
United  States  by  as  much  as  $3,000,000,000  annually.  Although  this 
sum  is  doubtless  an  overestimate,  nevertheless  it  suggests  the  enormity 
of  what  is  often  called  the  “tariff  burden.”  Precise  measurement  of  the 
effect  of  the  tariff  on  the  cost  of  living  has  never  been  made.  Tbe  effect 
would  vary  widely,  depending  upon  the  nature  of  the  commodity  and 
the  conditions  of  supply  and  demand.  Where  demand  in  the  United 
States  is  so  elastic  that  any  rise  in  the  price  of  a  good  would  result  in 
a  drastic  falling  off  of  sales,  the  tariff  compels  the  foreigner  to  cut  his 
export  price  so  that  tariff  plus  sale  price  will  be  no  greater  than  former 
sale  price  alone.  Under  this  condition,  the  tariff  is  said  to  “make  the 
foreigner  pay.”  This  type  of  tariff  effect  is,  however,  minor  in  scope 
in  proportion  to  the  effects  of  the  tariff  as  a  whole.  Where  the  United 
States  normally  has  an  exportable  surplus  of  a  commodity,  without 
monopoly  control,  the  tariff  has  little  or  no  effect  upon  prices.  Such 
farm  products  as  cotton  or  wheat  come  within  this  class  of  goods.  Where 
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the  United  States  is  wholly  dependent  upon  a  foreign  supply,  and  de¬ 
mand  is  inelastic,  the  tariff  tends  to  raise  the  price  by  at  least  the  amount 
of  the  duty.  Where  the  United  States  is  partially  dependent  upon  a 
foreign  supply,  the  tariff  tends  to  raise  the  price  not  only  upon  the 
imported  part  of  supply,  but  upon  the  home  grown  supply  as  well.  Such 
products  as  sugar  and  wool  come  within  this  class.  Where  the  tariff 
takes  its  full  effect,  it  tends  to  raise  prices  not  merely  by  the  amount  of 
the  duty,  but  by  margins  of  profit  on  the  duty  as  well.  Such  goods  as 
textile  manufactures  often  come  within  this  class.  Taken  as  a  whole, 
the  tariff  tends  to  affect  the  cost  of  living  by  an  amount  considerably 
in  excess  of  the  revenue  received  by  the  government. 

The  Tariff  and  Agriculture. — The  American  farmer  has  hoped  for 
much  from  the  protective  tariff  and  has  received  little.  As  long  as  his 
principal  staple  crops,  such  as  wheat  or  cotton,  are  produced  in  excess 
of  home  demand,  and  provide  a  heavy  surplus  for  export,  the  price  is 
fixed  by  world  supply  and  demand.  The  tariff  can  change  the  supply 
and  demand  of  a  single  nation,  but  it  cannot  materially  change  the 
supply  and  demand  of  the  world  market.  Consequently,  the  tariff  has 
done  little  to  raise  the  prices  of  staple  crops  to  the  American  farmer. 
Its  effect  has  been  confined  to  such  products  as  sugar  or  wool,  where 
the  American  farmer  supplies  only  a  fraction  of  the  domestic  demand 
and  has  no  exportable  surplus.  Although  the  tariff  does  not  improve  the 
prices  of  most  of  what  the  farmer  sells,  it  does  raise  the  prices  of  many 
of  the  manufactured  goods  which  he  buys.  The  tariff  raises  his  cost  of 
living  without  raising  his  income.  In  addition,  the  tariff,  by  lessening  im¬ 
ports,  serves  to  lower  Europe’s  purchasing  power  in  American  markets, 
and  this  lessening  of  the  farmers’  foreign  customers’  buying  power  has 
made  the  prices  of  farm  products  lower  than  they  otherwise  would  have 
been. 

In  order  to  overcome  these  tariff  difficulties,  farming  interests  have 
developed  a  plan  of  valorization  of  their  products.  Under  this  plan,  the 
government  would  buy  up  the  exportable  surplus  of  wheat,  flour,  corn, 
rice,  or  livestock  “whenever  the  domestic  price  thereof  is  determined 
by  the  world  price”  and  whenever  the  domestic  price  falls  below  a 
normal  balance  with  the  level  of  the  general  price  index.  The  govern¬ 
ment  would  dump  the  exportable  surplus  on  the  foreign  market  at  what¬ 
ever  price  it  would  bring.  Since  the  plan  depends  upon  government 
direction,  it  obviously  cannot  be  put  into  practice  until  Congressional 
adoption  can  be  secured.  It  is  difficult  to  blame  agriculture  for  de¬ 
manding  that  the  tariff  be  supplemented  by  valorization  as  a  means  of 
making  it  swing  farm  prices  upward,  since  manufactures  are  so  con¬ 
spicuously  the  beneficiaries  of  high  prices  dne  to  high  tariff.  However, 
snch  a  valorization  scheme  offers  little  to  be  desired  as  a  basis  of  per¬ 
manent  trade  relations.  The  dumping  feature  of  the  plan  alone  would 
arouse  sharp  foreign  retaliation.  The  administration  of  the  plan  would 
be  enormously  complex.  Certainly,  a  much  sounder  permanent  basis 
for  trade  would  be  laid  by  reducing  the  exorbitant  protective  duties  on 
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manufactures.  This  would  reduce  the  cost  of  most  of  what  the  farmer 
has  to  buy,  and  so  would  increase  the  purchasing  power  of  the  farmer’s 
income. 

The  Tariff  and  Prosperity. — The  effect  of  the  tariff  upon  pros¬ 
perity  in  general  is  highly  exaggerated  in  the  popular  mind.  Political 
parties  have  indulged  in  so  much  partisan  propaganda  pro  and  con  the 
tariff  that  the  bearing  of  the  tariff  upon  prosperity  has  been  greatly 
overemphasized.  An  economic  view  of  the  facts  finds  prosperity  or  de¬ 
pression  due  to  more  fundamental  economic  conditions.  The  tariff  cannot 
stop  prosperity  when  fundamental  conditions  are  favorable,  nor  can  it 
create  prosperity  when  fundamental  conditions  are  unfavorable.  The 
tariff  cannot  stop  depression  when  fundamental  conditions  are  causing 
it,  nor  can  it  create  depression  when  fundamental  conditions  are  tending 
to  wipe  it  out.  The  fundamental  conditions  in  these  cases  are  the 
economic  forces  which  are  described  elsewhere  under  the  heading  of  the 
business  cycle.  No  tariff,  no  matter  how  high,  can  severely  injure  the 
industry  of  the  United  States.  The  basic  movements  of  prosperity  and 
depression  move  rough-shod  over  tariff  walls,  and  in  large  measure  go 
their  way  regardless  of  or  in  spite  of  the  tariff  rather  than  because  of  it. 

There  are,  however,  certain  bearings  of  the  tariff  upon  prosperity, 
which  exert  their  influence  within  moderate  limits.  The  tariff  does 
cause  increased  prosperity  in  the  particular  industries  specially  favored 
by  it.  An  immediate  and  localized  prosperity  is,  however,  quite  different 
from  a  more  stable,  normal,  and  diffused  prosperity  due  to  sound  funda¬ 
mental  economic  conditions.  The  tariff  tends  to  produce  the  former, 
but  not  the  latter.  Moreover,  in  so  far  as  foreign  trade  is  an  index  of 
prosperity,  the  tariff  reduces  instead  of  increases  prosperity.  The 
first  and  direct  effect  of  the  tariff  is  to  discourage  and  check  imports. 
But  as  soon  as  we  check  imports,  we  by  that  much  restrict  the  income 
and  the  buying  power  of  the  foreigner.  And  his  restricted  buying  power 
means  that  he  cannot  purchase  our  exports  as  much  as  he  otherwise 
could.  A  check  on  our  imports  is  indirectly  a  check  upon  the  foreigners’ 
capacity  to  buy  our  exports.  Consequently,  our  export  industries  suffer 
rather  than  gain  from  protectionism.  Finally,  the  frequent  shifts  from 
low  to  high  tariff  and  high  to  low,  have  an  unsettling  influence  upon 
industry.  As  Taussig  has  well  said,  “The  industry  of  the  country  can 
accommodate  itself  to  any  system,  if  once  the  system  be  settled.  The 
country  can  adjust  itself  to  extreme  protection  or  high  protection  or 
moderate  protection  or  even  to  free  trade,  and  can  go  on  prosperously 
under  any  one  of  them.  But  constant  vacillations  are  a  great  evil.  They 
are  not  an  intolerable  evil,  for  the  simple  reason  that  the  influence  of 
the  protective  system  on  our  industrial  system,  whether  for  good  or  ill,  is 
not  so  far-reaching  as  most  people  think.  But  an  influence  it  has,  and 
that  influence  is  particularly  bad  in  so  far  as  it  is  inconstant  and 
incalculable.”  3 

3  Tariff  History  of  the  United  States,  p.  489. 
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Trade  Bargaining  and  Discrimination. — The  Tariff  of  1922  adopts 
as  a  basic  principle  the  following  clause:  “The  United  States  offers  under 
its  tariff  equality  of  treatment  to  all  nations,  and  at  the  same  time 
insists  that  foreign  nations  grant  to  our  external  commerce  equality  of 
treatment.  ’  ’  There  are  two  possible  means  of  bringing  pressure  to  bear 
upon  foreign  nations  for  the  sake  of  securing  this  equality  of  treatment. 
The  United  States  may  start  out  with  high  tariff  rates,  and  make  con¬ 
cessions  and  reductions  to  those  countries  which  grant  equality  of  treat¬ 
ment.  Or  the  United  States  may  start  out  with  basic  normal  rates,  and 
impose  additional  duties  or  penalties  upon  those  countries  which  fail 
to  grant  equality.  The  Act  of  1922  adopted  the  latter  of  these  two 
methods.  When  the  President  is  advised  by  the  Tariff  Commission  that 
a  foreign  country  is  discriminating  against  the  United  States,  he  may 
impose  additional  duties  upon  the  offending  merchandise  up  to  a  50 
per  cent  ad  valorem  increase  or  in  extreme  cases  he  may  make  an  abso¬ 
lute  prohibition  of  the  imports.  The  process  combines  the  basic  prin¬ 
ciple  of  equality  of  treatment  with  genuine  bargaining  power  and  with 
flexibility  and  elasticity  of  administration. 

Commercial  treaties  and  diplomacy  are  obliged  to  deal  in  important 
ways  with  bargaining  and  discrimination.  The  United  States  has  cham¬ 
pioned  the  policy  of  the  open  door  in  international  trade.  Diplomatic 
pressure  and  treaty  making  resulted  in  extending  the  open  door  policy 
of  equal  treatment  for  all  traders  in  China,  and  the  same  principle  has 
been  applied  to  many  of  the  colonial  possessions  of  the  United  States. 
The  open  door  does  not  mean  free  trade,  but  equal  opportunity  for  all 
traders  in  the  same  territory.  The  latest  significant  extension  of  the 
principle  was  made  in  the  Nine  Power  Treaty  dealing  with  the  problems 
of  trade  in  the  Pacific  and  the  Far  East.  There  have  been,  however, 
severe  limitations  upon  the  effectiveness  of  the  policy.  Too  often  the 
open  door  has  been  nominally  accepted  only  to  be  evaded  in  practice. 
Concealed  discriminations  often  go  on  side  by  side  with  a  formal  hearty 
approval  of  the  open  door  in  principle.  Moreover,  the  more  recent 
tendency  has  been  toward  a  repudiation  of  the  principle  itself.  The 
United  States  Tariff  Commission  made  a  report  in  1921  of  world-wide 
tendencies  with  respect  to  the  open  door  principle,  and  reached  the 
following  conclusion:  “The  open  door  policy  has  been  losing  ground 
steadily  for  twenty  years  or  more.  In  this  period,  the  establishing  of 
preferential  tariffs  has  been  going  on  steadily.”4 

The  system  of  preferences  applies  to  the  trade  relations  between 
colonies  and  their  mother  countries.  Under  preferential  duties,  the 
mother  country  seeks  to  control  for  home  industries  the  markets  and 
raw  materials  of  its  own  colonies  or  self-governing  dominions.  This 
control  is  exercised  through  preferential  import  and  export  duties  which 
tend  to  give  the  mother  country  more  or  less  of  a  monopoly  of  the  raw 
materials  of  the  colonies  and  of  colonial  markets  as  an  outlet  for  manu¬ 
factures.  The  gi’owth  of  this  policy  has  become  of  far-reaching  im- 

*  Colonial  Tariff  Policies,  1921,  p.  78. 


The  International  Organization  of  Production  699 

portance  since  nearly  one-half  of  the  world’s  surface  and  one-third  of 
its  population  is  held  in  colonial  status.  France  and  Great  Britain 
together  hold  more  than  80  per  cent  of  the  world’s  colonies.  The  trade 
of  the  colonies  has  come  to  represent  about  one-fifth  of  the  world’s  trade, 
and  in  many  essential  raw  materials  has  come  to  dominate  the  world’s 
production.  Preferential  control  of  colonial  trade  is  a  modern  form  of 
imperialism,  and  in  accomplishing  its  end  it  becomes  the  antithesis  of 
the  principle  of  equality  of  treatment  which  underlies  the  open  door. 
It  engenders  discrimination,  retaliation,  and  trade  wars. 

Another  feature  of  commercial  treaty  making  is  reciprocity  and  most- 
favored-nation  clauses.  Under  a  reciprocity  treaty,  nations  grant  each 
other  low  tariff  rates  or  other  trade  concessions  for  their  common  and 
mutual  advantage.  Under  the  most-favored-nation  clause,  one  country 
agrees  to  grant  to  another  nation  the  same  privileges  as  it  grants  to  the 
most  favored  nation  with  which  it  trades.  Ordinarily,  the  most-favored- 
nation  clause  amounts  to  a  general  reciprocity  clause.  A  serious  limi¬ 
tation  upon  the  equalizing  influence  of  such  treaty  clauses  lies  in  the  fact 
that  they  apply  usually  to  domestic  products  of  the  great  powers,  but  not 
to  the  products  of  their  colonies.  Hence,  the  system  of  colonial  prefer¬ 
ences  is  built  up  alongside  the  system  of  reciprocal  rights  and  advan¬ 
tages  in  the  direct  trade  between  the  mother  countries.  The  whole  pro¬ 
gram  of  retaliations  and  discriminations  accomplishes  more  harm  than 
good,  and  is  a  constant  irritant  to  the  good  relations  of  the  commercial 
countries.  The  international  organization  of  production  on  a  basis 
of  peace  and  permanence  would  require  a  drastic  restriction  of  such 
discriminations,  and  the  wider  acceptance  of  the  principles  of  equality 
of  treatment,  mutuality,  and  reciprocity. 

Agencies  of  Foreign  Trade  Competition.— In  addition  to  the  afore¬ 
mentioned  factors  in  competition  for  foreign  trade,  there  are  certain 
essential  agencies  of  competition  which  are  of  fundamental  importance. 
These  may  be  classified  under  the  following  heads : 

1.  The  Economic  Functions  of  Government. 

2.  The  Facilities  of  Transportation  and  Communication. 

3.  The  Facilities  of  Banking,  Credit,  and  Exchange. 

4.  Industrial  Cooperation  and  Combination. 

5.  The  Technique  of  Foreign  Salesmanship. 

1.  The  Economic  Functions  of  Government.  The  Governments  of 
the  several  nations  render  indispensable  productive  aids  to  commerce. 
Governments  enter  into  international  treaties  and  the  main  subject 
matter  of  these  treaties  is  the  rights,  pi’ivileges,  and  advantages  of  each 
nation’s  citizens  in  foreign  commerce.  Governments  make  peace  and 
war,  and  no  forces  have  the  power  to  transform  the  conditions  of  world 
trade  more  completely  than  peace  and  war.  Governments  establish 
treaties  of  peace  at  the  close  of  war,  and  no  treaties  are  so  fai’-reaching 
in  their  economic  consequences  as  these  treaties  of  peace.  The  Treaty  of 
Versailles,  for  instance,  redrafted  the  political  and  economic  boundaries 
of  Europe,  levied  the  reparations  burden  upon  Germany,  and  disrupted 
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the  old  economic  organization  of  Europe  in  the  endeavor  to  impose  a 
new  organization  on  the  life  of  the  continent.  The  League  of  Nations 
offers  facilities  for  a  gradual  increase  of  international  cooperation  in 
controlling  the  economic  rivalries  of  the  world.  One  of  its  main  weapons 
of  power  is  the  economic  boycott  of  a  nation  which  threatens  to  disturb 
the  peace  of  the  world.  Special  international  economic  conferences  such 
as  those  writing  the  Nine  Power  treaty  of  the  Pacific,  and  those  dealing 
with  the  Allied  debts  or  the  German  reparations  account  are  of  great 
importance.  Diplomatic  policies  of  governments  exercised  through  De¬ 
partment  of  State  or  Foreign  Office,  and  backed  by  the  prestige  of  Army 
and  Navy,  are  essential  to  the  whole  program  of  imperialism,  colonial 
administration,  protection  of  national  rights  under  international  law, 
and  constructive  cooperation  in  trade  promotion.  Through  the  Consular 
Service  and  the  Department  of  Commerce,  the  United  States  Govern¬ 
ment  gathers  information  on  all  kinds  of  trade  problems  in  the  foreign 
field  for  the  benefit  of  American  merchants.  No  small  part  of  trade 
promotion  is  due  to  trade  information  which  governments  alone  are  in 
a  position  to  acquire.  Government  construction  of  the  Panama.  Canal 
illustrates  the  influence  of  government  in  determining  trade  routes.  The 
Webb-Pomerene  Act  of  1918  permitting  the  combination  and  cooperation 
of  corporations  for  the  furtherance  of  export  trade  gave  government 
backing  to  the  necessary  methods  of  self-help  among  business  men  them¬ 
selves.  The  regulation  of  unfair  competition  in  foreign  trade,  through 
the  instrumentality  of  the  Tariff  Commission  and  the  Executive,  at¬ 
tempts  to  do  for  foreign  trade  what  the  Federal  Trade  Commission 
undertakes  to  do  for  domestic  trade.  This  enumeration  of  the  economic 
functions  of  government  is  by  no  means  exhaustive,  but  it  should  suggest 
clearly  that  governments  are  factors  in  international  production,  that 
they  are  indispensable  to  sound  commercial  relations,  and  that  what  is 
needed  for  the  future  is  not  less  government  support  of  foreign  trade 
but  more  skillful  support  and  especially  more  support  in  the  form  of 
genuine  international  cooperation. 

2.  The  Facilities  of  Transportation  and  Communication.  Nations 
commonly  attempt  to  foster  trade  by  granting  railroad  freight  rates  on 
goods  for  export  or  import  far  below  the  rates  for  purely  domestic  ship¬ 
ment.  Of  more  importance  in  fostering  trade  is  the  merchant  marine. 
British  leadership  in  world  trade  has  been  nourished  at  all  times  by  the 
great  British  merchant  marine.  Germany’s  rapid  rise  in  commerce 
before  1914  was  made  possible  by  her  creation  of  a  powerful  merchant 
marine.  Foreign  steamship  companies  have  been  found  to  discriminate 
in  favor  of  trade  with  their  respective  countries,  and  against  trade  with 
countries  dependent  upon  them  for  freight  shipping.  Prior  to  the 
World  War,  the  United  States  relied  upon  foreign  ships  to  carry  the 
great  bulk  of  her  overseas  trade.  The  foreign  companies  constantly 
embarrassed  American  trade  by  delayed  sailings,  higher  freight  rates, 
betrayal  of  trade  secrets,  and  many  other  discriminations.  The  needs 
of  the  World  War  resulted  in  the  creation  of  a  merchant  marine  by 
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this  country  second  only  to  that  of  Great  Britain.  A  large  part  of  this 
merchant  marine  is  government  owned  and  operated,  the  administration 
being  in  the  hands  of  the  United  States  Shipping  Board.  Whereas  in 
1914  only  9.4  per  cent  of  the  exports  and  imports  of  the  United  States 
were  carried  in  American  ships,  in  1922  36.5  per  cent  were  carried  in 
American  ships.  Although  a  great  gain  has  been  made  in  American 
shipping,  the  fact  still  remains  that  nearly  two-thirds  of  American  trade 
is  carried  in  foreign  vessels.  This  ratio  stands  in  contrast  with  that  of 
Great  Britain,  only  about  one-third  of  whose  trade  is  carried  in  non- 
British  vessels.  The  control  of  radio,  wireless,  cables,  and  air  trans¬ 
portation  is  likewise  of  much  importance  in  the  development  of  foreign 
commerce.  Transportation  and  communication  shape  the  competitive 
advantages  of  nations  in  gaining  their  respective  shares  of  the  trade  of 
the  world. 

3.  The  Facilities  of  Banking,  Credit,  and  Exchange.  Great  Britain 
has  an  unequalled  financial  organization  for  the  fostering  of  trade.  In 
every  port  and  market  of  any  importance  in  the  world,  there  is  a  cor¬ 
respondent,  or  a  branch,  of  an  English  banking  house.  Germany,  like¬ 
wise,  had  built  up  before  the  World  War  a  netwoi’k  of  banks  over 
the  world,  and  these  banks  were  the  center  of  German  strategy  in  ag¬ 
gressive  penetration  of  all  foreign  markets.  The  United  States  before 
the  war  had  relatively  few  foreign  correspondents  and  national  banks 
were  forbidden  by  law  to  establish  foreign  branches.  Under  the  more 
liberal  provisions  of  the  Federal  Reserve  Act,  foreign  banking  has  under¬ 
gone  a  generous  expansion,  and  although  American  banks  are  not  as 
completely  organized  in  the  foreign  field  as  British  banks,  nevertheless 
they  are  sufficiently  expanded  to  reduce  the  handicap  which  until 
recently  restricted  American  commerce.  Banks  aid  trade  by  caring  for 
the  extension  of  credits,  operating  the  markets  of  foreign  exchange, 
organizing  the  buying  and  selling  of  drafts,  collecting  information  on 
the  credit  standing  of  customers,  promoting  sales  by  interlocking  direc¬ 
torates  with  industrial  corporations,  and  by  directly  discriminating 
against  rival  nations  in  the  financing  of  commercial  enterprises.  The 
fact  that  England  had  invested  upwards  of  $20,000,000,000  in  economic 
enterprises  in  foreign  countries,  and  that  France,  Germany,  and  other 
countries  had  also  invested  heavily,  gave  these  countries  a  marked 
advantage  in  controlling  foreign  markets.  Trade  follows  investments, 
and  investment  bankers  are  the  connecting  links  between  the  two.  The 
position  of  the  United  States  has  greatly  improved  by  virtue  of  her 
marked  increase  of  foreign  investments  during  and  since  the  war. 
Detailed  discussion  of  this  growth  of  foreign  investment  is  given  in  a 
previous  chapter  dealing  with  the  export  of  capital.  Money  conditions 
in  various  countries  have  profound  effects  upon  trade.  Inflation,  de¬ 
preciation,  gold  movements,  price  fluctuations,  fiat  paper  money  issue, 
debt  and  reparation  payments,  balancing  of  budgets,  all  of  these  are 
financial  factors  which,  determine  comparative  advantage  in  competition 
for  world  trade. 
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4.  Industrial  Cooperation  and  Combination.  The  individual  mer¬ 
chant  is  unable  to  meet  single-handed  the  task  of  competition.  Com¬ 
bination,  concerted  action,  cooperation,  are  indispensable  to  business  men 
in  competing  for  foreign  markets.  In  the  pre-war  period,  Germany 
carried  the  strategy  of  combination  to  a  greater  extreme  than  any  of 
her  rivals.  Her  merchants  formed  cartels  which  left  the  actual  adminis¬ 
tration  of  production  in  the  hands  of  the  individual  concern  hut  which 
made  agreements  covering  selling  terms,  limitation  of  output,  prices, 
division  of  markets,  and  methods  of  pushing  sales.  Interlocking  direc¬ 
torates  united  these  cartels  with  the  big  hanks  and  shipping  companies. 
The  aggressive  selling  tactics  of  these  huge  combinations  received  the 
firm  support  of  the  German  Government.  British  export  trade  has  been 
built  up  primarily  by  associations  of  merchants;  by  men  not  concerned 
with  manufacture,  but  with  buying  and  selling  only.  However,  there  are 
many  important  combinations  of  manufacturers  to  control  their  export¬ 
ing  directly  without  the  intervention  of  any  merchant  middlemen. 
Trade  associations  and  chambers  of  commerce  are  prominent.  The 
syndicates  in  various  French  and  Belgian  industries  provide  an  effec¬ 
tive  marketing  organization  for  those  countries.  It  has  been  against 
such  organizations  as  these,  uniting  powerful  groups  of  foreign  indus¬ 
tries,  backed  by  the  big  banks,  aided  by  efficient  shipping  lines,  and 
supported  by  foreign  governments,  that  American  manufacturers  and 
merchants  have  been  obliged  to  compete.  The  Webb-Pomerene  Act 
of  1918  exempted  combinations  of  exporters  from  the  anti-trust  pro¬ 
visions  of  the  Sherman  and  the  Clayton  Acts,  and  extended  the  right 
of  exporting  businesses  to  combine  their  agencies  for  marketing  in  the 
foreign  field.  Export  combinations  under  this  law  must  confine  them¬ 
selves  to  “the  sole  purpose  of  engaging  in  export  trade”  and  must  in 
no  way  restrain  trade  or  enhance  prices  in  the  domestic  markets.  They 
must  refrain  from  unfair  competition  in  the  foreign  field,  and  to  insure 
the  enforcement  of  this  provision  the  Federal  Trade  Commission  is  given 
powers  of  investigation  and  regulation  over  their  trade  practices.  In 
addition  to  export  cooperation  under  this  law,  American  business  has 
undertaken  cooperation  through  the  formation  of  a  great  number  of 
exporters’  and  importers’  associations,  foreign  trade  councils,  trade  and 
manufacturers’  associations,  and  chambers  of  commerce.  Concerted 
action  in  banking  is  secured  through  the  Edge  Act  and  the  Federal 
Reserve  System.  Gradually  the  United  States  has  built  up  an  organi¬ 
zation  of  her  export  business  which  enables  the  country  fairly  to  match 
her  combination  and  cooperation  against  the  united  front  of  her  foreign 
competitors.  This  cooperation  in  export  trade  is  essential  in  order  to 
secure  for  the  United  States  the  full  benefit  of  her  fundamental  com¬ 
parative  advantages  in  the  markets  of  the  world. 

5.  The  Technique  of  Foreign  Salesmanship.  Foreign  salesmanship 
does  not  trust  to  the  hope  that  the  exporter  who  has  the  best  goods 
at  the  lowest  price  will  automatically  get  the  order  of  the  foreign  buyer. 
On  the  contrary,  the  task  of  salesmanship  is  to  sell,  and  this  means  to 
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use  all  the  tactics  and  strategy  of  the  psychology  of  salesmanship  regard¬ 
less  of  whether  any  genuine  comparative  advantage  exists  or  not.  The 
goods  of  one  country  may  be  poorer  in  quality  and  higher  in  price  than 
those  of  its  rival,  but  if  the  one  country  backs  its  goods  with  the  right 
sales  appeal,  it  will  get  the  orders  while  its  rival  goes  begging.  Sales 
appeal  involves  such  things  as  advertising  for  the  creation  of  foreign 
demand,  packing  and  marking  of  goods  to  suit  the  whim  and  prejudice 
of  the  foreign  buyer,  sending  abroad  travelling  salesmen  equipped  with 
samples  of  goods  to  establish  personal  contacts,  becoming  familiar  with 
the  language,  the  habits,  and  the  social  customs  of  the  foreigner,  ac¬ 
quiring  skill  in  sales  correspondence,  and  deciding  whether  the  most 
effective  channel  of  distribution  for  a  particular  product  is  a  commission 
house,  an  export  merchant,  an  agent,  or  some  other  medium.  All  such 
policies  create  artificial  sales  advantages  for  particular  nations.  If  at 
the  same  time  they  have  comparative  advantages  in  low  cost  production 
they  are  in  a  position  to  dominate  foreign  markets.  But  even  if  their 
costs  of  production  are  comparatively  high,  they  may  still  hold  the 
markets  in  their  own  control  by  superior  tactics  in  pure  salesmanship. 
The  classic  idea  of  fundamental  comparative  advantage  requires  to  be 
supplemented  by  the  modern  idea  of  artificial  advantage  through  clever¬ 
ness  and  aggressiveness  of  sales  appeal. 

The  Control  of  Essential  Raw  Materials.— -The  world  is  passing 
out  of  the  stage  in  which  competition  is  primarily  a  struggle  for  markets 
and  is  entering  upon  the  stage  in  which  competition  is  first  of  all  a 
struggle  for  raw  materials.  The  importance  of  trade  to  the  great  powers 
rests  not  merely  upon  the  promotion  of  exports  but  also  upon  the  pro¬ 
curing  of  essential  imports  of  raw  materials.  The  problems  of  trade 
are  more  and  more  problems  of  production  as  well  as  problems  of  sales. 
How  to  secure  basic  raw  materials  is  everywhere  fully  as  urgent  a  ques¬ 
tion  as  how  to  dispose  of  finished  manufactured  products. 

The  production  of  each  basic  raw  material  is  confined  to  certain 
regions,  and  the  supply  of  the  rest  of  the  world  is  strictly  limited  to 
what  can  be  secured  from  these  regions.  Every  important  nation  is 
deficient  in  domestic  supply  of  some  raw  materials  which  are  necessary 
for  its  industrial  existence.  And  every  important  nation  produces  cer¬ 
tain  other  raw  materials  in  surplus  sufficient  to  dominate  their  markets. 
British  textile  manufactures  would  be  starved  out  if  they  could  not 
secure  American  cotton,  and  the  American  automobile  industry  would 
be  killed  if  we  could  not  secure  rubber  produced  within  the  British 
Empire.  The  exclusive  natural  monopolies  of  the  various  raw  materials 
held  by  particular  regions  establish  the  closest  interdependence  between 
the  productive  organizations  of  all  nations. 

The  United  States  is  more  self-sufficient  in  resources  than  any  other 
nation.  Consequently,  when  we  observe  the  extent  to  which  even  she 
depends  upon  foreign  raw  materials,  we  are  impressed  with  the  vital 
dependence  of  less  favored  nations  upon  their  foreign  sources  of  raw 
materials.  The  following  is  a  list  of  commodities  for  which  the  United 
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States  is  partially  or  wholly  dependent  upon  foreign  sources  of  raw 
materials : 


Raw  Materials  for  Which  the  United 
States  is  Wholly  Dependent  * 

Silk 

Jute 

Sisal 

Rubber 

Tin 

Platinum 

Nickel 

Antimony 

Cryolite 

Asbestos 

Quinine 

Shellac 

Camphor 

Manila 

Flax  * 

Potash 

Sodium  nitrate 
Copra 

Cocoanut  oil 

Coffee 

Tea 

Cocoa 

Spices 


Raw  Materials  for  Which  the  United 
States  is  Partially  Dependent 
Tobacco,  special  grades 
Cigar  wrapper 
Havana  filler 
Turkish  cigarette 
Wool 

Hides  and  skins 

Manganese 

Chromite 

Vanadium 

Fluor  spar 

Tungsten 

Mica 

Quicksilver 

Graphite 

Abrasive  materials 
Linseed  oil 
Olive  oil 
Sugar 

Tropical  fruits 


*  For  a  similar  itemization  of  raw  materials  for  which  Great  Britain  depends  upon 
foreign  sources,  see  Isaiah  Bowman,  New  World  Problems  in  Political  Geography,  p.  15  ; 
for  a  similar  analysis  of  Germany,  see  H.  G.  Moulton  and  C.  E.  McGuire,  Germany’s 
Capacity  to  Pay,  pp.  35-55,  and  Chapter  IV. 


At  one  time  during  the  World  War,  the  President  of  the  United 
States  Steel  Corporation  warned  that  the  entire  steel  industry  of  the 
country  would  be  closed  down  within  six  months  unless  manganese  ore 
could  be  procured  from  Brazil.  Some  form  of  manganese  is  indis¬ 
pensable  in  the  manufacture  of  steel  of  almost  every  kind.  If  the  United 
States  were  denied  access  to  foreign  resources  the  price  of  home  produc¬ 
tion  would  not  only  be  prohibitive  but  our  supplies  would  be  quickly 
exhausted  altogether.  Chromium  and  vanadium  are  indispensable  alloys 
for  the  manufacture  of  high-speed  tool  steels,  automobile  and  airplane 
steels,  projectiles  and  armor  plate,  and  steel  castings  subject  to  heavy 
strains.  It  is  idle  for  the  United  States  to  boast  of  her  supreme  richness 
in  iron  ores  when  her  iron  and  steel  industry  can  be  crippled  by  a  failure 
to  obtain  essential  ferro-alloys  from  foreign  mineral  beds.  Germany 
has  the  main  potash  deposits  of  the  world,  and  Chile  the  main  sodium 
nitrate  deposits.  The  necessities  of  the  war  forced  nations  to  improvise 
chemical  processes  of  meeting  their  temporary  requirement,  but  did  not 
eliminate  the  permanent  reliance  of  other  nations  upon  the  natural 
deposits  of  potash  and  nitrates.  The  chemical  industries  depend  upon 
sulphuric  acid,  and  for  the  making  of  sulphuric  acid  platinum  is  in- 
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dispensable.  Platinum  is  essential  in  many  manufacturing  processes, 
in  laboratory  equipment,  in  surgical  and  other  instruments  of  great  fine¬ 
ness.  Russia  and  Colombia  have  a  natural  monopoly  of  the  platinum 
supply  of  the  world. 

The  struggle  in  the  Ruhr  between  France  and  Germany  is  a  struggle 
for  the  mastery  of  the  coal  and  iron  resources  of  Western  Europe. 
Japan  has  energy  resources  in  coal,  petroleum,  and  water  power  equal 
to  less  than  one-five-hundredth  part  of  those  of  the  United  States.  China 
has,  next  to  the  United  States,  the  greatest  potential  resources  in  the 
world.  Consequently,  Japan  is  vitally  concerned  in  the  disposition  of 
mineral  supplies  in  that  country,  upon  which  she  is  utterly  dependent 
for  whatever  industrial  strength  she  may  possess.  German  policy  in 
Turkey,  French  policy  in  Morocco,  British  policy  in  India,  Egypt,  South 
Africa,  and  Mesopotamia  are  accounted  for  largely  by  the  dependence 
of  the  great  powers  upon  foreign  sources  of  raw  materials.  Foodstuffs 
and  minerals  hold  the  power  of  life  and  death  over  the  productive  or¬ 
ganizations  of  modern  states.  The  aforementioned  instances  of  this  vital 
interdependence  between  nations  are  simply  suggestive  of  countless 
bonds  of  solidarity  and  unity  which  run  through  every  phase  of  the 
world’s  production  system. 

Although  this  interdependence  crosses  all  political  boundaries,  never¬ 
theless  the  control  of  the  essential  raw  materials  is  asserted  on  an 
exclusive,  nationalistic  basis.  The  resources  of  production  are  broadly 
international  in  their  utilization,  but  their  development  and  distribution 
are  strictly  under  national  authority.  As  a  consequence,  the  method 
of  control  is  largely  determined  by  the  forces  of  monopoly,  discrimina¬ 
tion,  and  commercial  conflict.  There  are  combinations  of  producers 
striving  to  exact  high  prices  for  raw  materials  and  combinations  of 
buyers  striving  to  combat  their  endeavors.  Export  duties,  government 
monopolies,  preferential  tariffs,  and  concessions  for  exploitation  of 
natural  resources  are  common  forms  of  the  strategy  of  control. 

The  new  conditions  call  for  new  policies.  International  cooperation 
in  various  forms  would  seem  to  be  the  essence  of  the  new  policies  de¬ 
manded.  The  basic  principle  for  such  cooperation  is  adequate  access  to 
essential  raw  materials  for  all  nations.  It  is  unlikely  that  the  rationing 
of  raw  materials  will  be  required  in  peace  times  to  cope  with  the  situa¬ 
tion,  but  there  is  pressing  need  for  conference  and  agreement  between 
nations  on  many  vital  questions.  There  is  need  for  moderation  in  export 
duties  and  preferential  tariffs  on  raw  materials,  and  for  restraint  of 
protectionism  and  trade  wars  in  such  products.  The  details  of  the  tech¬ 
nique  of  international  control  and  cooperation  remain  to  be  worked  out, 
but  the  distinct  recognition  of  the  imperative  need  for  international 
action  is  a  primary  and  paramount  forward  move. 
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PART  VII 

GOVERNMENT  AND  TAXATION 


CHAPTER  XXXIV 

TAXATION  AND  THE  PRODUCTIVE  FUNCTIONS  OF 

GOVERNMENT 

The  Productive  Character  of  Government  Activities. — The  Physio¬ 
crats  taught  that  the  merchant  was  an  unproductive  agent.  Only  such 
agents  as  the  mine  and  the  farm  were  considered  truly  productive.  AVe 
know  today  that  the  Physiocrats  were  wrong.  AVe  accept  the  merchant 
as  a  necessary  productive  part  of  our  economic  organization.  But  when 
we  approach  the  problems  of  government,  we  tend  to  fall  into  the  old 
Physiocrat  fallacy  in  a  new  form.  AVe  commonly  think  of  government 
as  a  burden  on  society.  In  reality,  however,  the  expense  of  government 
is  no  more  a  burden  than  profit,  interest,  rent,  or  wages.  They  are  alike 
expenditures  for  purposes  of  production.1 

Any  enumeration  of  the  economic  functions  of  government  suffers 
from  an  imperfect  classification  of  activities.  The  following  enumera¬ 
tion,  while  not  exhaustive,  is  suggestive  of  some  of  the  primary  govern¬ 
ment  activities. 

1.  Private  property,  which  is  the  bulwark  of  modern  business,  is 
primarily  a  product  of  the  law.  As  Roscoe  Pound  has  stated,  ‘  ‘  Owner¬ 
ship  is  a  purely  legal  conception  having  its  origin  in  and  depending  on 
the  law.”2  People  too  often  think  of  property  as  merely  the  corporeal 
object,  the  piece  of  land,  the  factory  structure.  This  corporeal  or 
physical  fact  does,  it  is  true,  underlie  the  conception  of  property.  But 
the  essential  idea  of  property  goes  far  beyond  the  merely  physical  facts. 
Property  is  a  bundle  of  rights.  Most  of  these  are  legal  rights,  enforce¬ 
able  at  law.  One  paramount  right  is  protection  against  seizure  of 

1  The  three  basic  factors  in  production  are  land,  labor,  and  capital.  Govern¬ 
ment  chiefly  belongs  under  the  heading  of  labor.  The  supervision,  direction,  regula¬ 
tion,  compulsion,  and  control  by  government  are  manifestations  of  labor.  It  is  a 
higher  form  of  labor,  for  the  most  part,  than  manual  labor,  and  is  comparable 
with  managerial  labor.  Taxes  are  a  form  of  wages  of  management.  In  a  broader 
sense,  government  pervades  all  the  factors  in  production.  It  determines  the  mean¬ 
ing  of  property  rights  and  so  determines  the  uses  to  be  made  both  of  land  and  of 
capital.  Land  and  capital  in  modern  business  are  largely  legal  creations.  In  this 
broader  sense,  government  is  an  integral  part  of  all  factors  in  production,  whether 
land,  labor,  or  capital. 

2  An  Introduction  to  the  Philosophy  of  Law,  p.  224. 
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wealth.  This  right  is  so  important  that  it  is  recognized  in  the  federal 
constitution.  The  fifth  amendment  declares,  “No  person  shall  be  de¬ 
prived  of  life ,  liberty  or  property  without  due  process  of  law.”  The 
fourteenth  amendment  declares,  “Nor  shall  any  State  deprive  any 
person  of  life,  liberty,  or  property,  without  due  process  of  law.”  In 
addition  to  the  right  not  to  be  deprived  of  wealth,  a  person  has  the  right 
to  expected  income  from  the  property,  to  have  access  to  markets,  to  buy 
and  sell  property,  to  make  and  receive  promises  calculated  to  lead  to 
gain,  to  be  defended  from  attack  by  foreign  or  domestic  foes.  This 
mass  of  rights  is  the  essence  of  private  property.  Take  away  the  guar¬ 
antee  of  such  rights,  and  private  property  is  inconceivable.  The  govern¬ 
ment,  therefore,  performs  a  productive  function  by  defining  and  enforc¬ 
ing  the  rights  of  property  which  are  indispensable  to  modern  business 
relations. 

2.  Freedom  of  contract  and  security  of  contract  are  business  rights 
closely  interwoven  with  private  property.  Roscoe  Pound  declares, 
“Property  and  contract,  security  of  acquisitions  and  security  of  trans¬ 
actions  are  the  domain  in  which  law  is  most  effective  and  is  chiefly 
invoked.” 3 

The  Federal  Constitution  provides  that  “no  State  shall  pass  any  law 
impairing  the  obligation  of  contracts.”  But  more  adequate  than  this 
restriction  upon  the  States  are  the  amendments  guaranteeing  that  no 
person  shall  be  depi’ived  of  liberty  without  due  process  of  law.  The 
courts  have  interpreted  liberty  to  mean  liberty  of  contract.  Hence,  the 
Constitution  itself  is  a  firm  protection  of  business  contracts.  Business 
consists  of  a  series  of  purchases  and  sales  in  the  form  of  contracts.  All 
credit  instruments  are  contracts.  Anything  which  would  weaken  con¬ 
fidence  in  the  sanctity  of  contracts  would  destroy  the  foundations  of 
business  at  a  blow.  Since  the  definition  of  freedom  of  contract,  and  the 
enforcement  of  that  freedom,  are  the  direct  handiwork  of  the  govern¬ 
ment  and  of  the  law,  it  must  be  obvious  that  the  economic  functions  of 
government  are  in  so  far  both  indispensable  and  productive.  The 
economic  importance  of  the  work  of  government  is  emphasized  in  the 
title  of  a  study  by  John  R.  Commons,  The  Legal  Foundations  of  Capi¬ 
talism.  The  point  which  here  requires  particular  emphasis  is  that  the 
foundations  of  capitalistic  business  are  legal  foundations.  This  being 
true,  we  certainly  cannot  brush  government  aside  as  a  mere  nuisance  or 
as  a  deadweight  burden  upon  industry. 

3.  Free  and  all-sided  competition  is  a  cherished  characteristic  of 
modern  business.  The  often  repeated  phrase  is  that  competition  is  the 
life  of  trade.  AVhen  we  examine  this  life-giving  competition,  we  discover 
at  once  that  it  is  largely  a  product  of  the  law.  Not  entirely  so,  because 
much  of  competition  is  the  outgrowth  of  business  custom.  But  even 
custom  persists  only  when  the  law  tolerates  it.  The  law  differentiates 
between  fair  competition  and  unfair  competition.  It  restricts  forms  of 
monopoly  which  would  constitute  restraint  of  competition  or  which 

3  An  Introduction  to  the  Philosophy  of  Law,  p.  193. 
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would  substantially  lessen  competition.  With  infinite  pains,  the  common 
law  has  built  up  the  patterns  which  competition  may  and  may  not  follow. 
And  statutory  law  and  judicial  construction  of  constitutions  have  created 
an  elaborate  system  of  standards  and  norms  of  competition.  Competition 
is  not  fixed  in  any  preordained  laws  of  nature,  but  is  the  institutional 
creature  of  human  laws  and  customs. 

4.  Government  ownership  and  operation  of  certain  industries  is  now 
an  established  fact.  The  post  office  is  perhaps  the  most  universally 
approved  phase  of  government  ownership  and  operation.  Many  states 
have  deemed  it  best  to  have  the  government  operate  the  railroads,  and 
even  where  direct  operation  has  not  been  reached,  drastic  control  and 
regulation  have  been  insisted  upon.  Municipal  ownership  of  public 
utilities  has  become  an  extensive  policy.  Education  is  now  largely  a 
governmental  function.  Natural  resources  are  in  large  part  directly 
owned  or  controlled  by  government.  Conservation  of  resources  depends 
upon  initiative  and  authority  exercised  by  government.  The  building 
of  highways,  bridges,  and  streets  and  the  development  of  harbors  and 
waterways  are  for  the  most  part  the  duties  of  government.  Research 
and  experimentation  in  government  laboratories  has  come  to  be  of  great 
importance  in  furthering  the  improvement  of  industrial  technology. 
Standards  of  weights,  of  measures,  and  of  values,  are  decreed  by  law 
and  administered  by  government.  It  is  obvious  that  government  owner¬ 
ship  and  operation  are  firmly  established  in  industry  in  a  great  number 
of  very  important  forms. 

5.  The  maintenance  of  peace,  both  domestic  and  international,  the 
upkeep  of  police  force,  army  and  navy,  and  the  prosecution  of  war  in 
time  of  need,  have  the  most  far-reaching  economic  consequences. 
Diplomacy  between  nations  is  concerned  chiefly  with  commercial  rela¬ 
tions.  Modern  states  are  largely  occupied  with  territorial  expansion,  the 
regulation  of  emigration,  the  access  to  markets  and  to  raw  materials,  all 
of  which  are  considered  indispensable  to  the  prosperity  of  the  modern 
state.  The  balance  struck  between  nationalism  and  internationalism,  be¬ 
tween  armament  and  international  cooperation,  determines  for  better  or 
for  worse  the  economic  destiny  of  peoples.  The  League  of  Nations  is 
chiefly  a  mechanism  for  the  amicable  adjustment  of  economic  disputes 
between  nations  and  the  Treaty  of  Versailles  is  fundamentally  a  scheme 
for  the  reorganization  of  international  economic  relations.  The  preven¬ 
tion  of  revolution  and  crime  at  home  are  of  vital  importance  in  the 
development  and  stabilization  of  business.  The  state  of  peace  or  war 
is  the  direct  outgrowth  of  government  policy  and  it  conditions  in  basic 
ways  the  economic  life  of  the  times. 

6.  Welfare  promotion  has  come  to  be  a  leading  feature  of  govern¬ 
ment  policy.  Labor  legislation  includes  minimum  wage  laws,  compensa¬ 
tion  and  insurance  laws,  eight-hour  day  laws,  child  labor  laws,  and  laws 
requiring  factory  sanitation  and  hygiene.  Public  health  is  promoted  by 
clinics,  hospitals,  publicity,  and  medical  supervision.  Community  recrea¬ 
tion  is  provided  through  public  parks  and  supervised  playgrounds. 
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Sumptuary  legislation  invades  almost  every  nook  and  cranny  of  private 
life.  Pure  food  laws  and  prohibition  laws  regulate  what  we  can  eat 
and  what  we  can  drink.  Censorship  decrees  the  clothes  that  we  can 
wear,  the  literature  that  we  can  read,  and  the  theatrical  entertainment 
which  we  can  see.  The  state  has  become  an  agency  of  social  reform. 
Not  all  that  it  does  results  in  social  gain.  Not  all  of  its  policies  are 
wisely  formulated.  But  in  general,  the  weight  of  government  influence 
has  been  cast  decidedly  on  the  side  of  social  betterment. 

In  summary,  we  must  recognize  the  manifold  productive  functions 
of  the  modern  state.  By  preserving  the  rights  of  private  property,  by 
maintaining  freedom  of  contract,  by  defining  and  enforcing  the  terms 
of  free  competition,  by  extending  the  sphere  of  government  ownership 
and  operation,  by  determining  the  state  of  war  or  peace,  and  by  the 
direct  promotion  of  social  welfare,  government  exercises  most  important 
economic  functions.  Of  course,  government  may  exercise  these  functions 
inefficiently,  and,  in  that  case,  the  expense  of  government  may  be  called 
a  burden.  But  if  it  exercises  the  functions  efficiently,  the  expense  of 
government  is  no  more  a  burden  than  are  any  of  the  normal  expenses 
of  production.  Government  is  an  indispensable  factor  in  modern  pro¬ 
ductive  enterprise. 

The  Increase  of  Government  Expenditure. — The  growth  of  expendi¬ 
tures  by  the  federal  government  is  shown  by  the  accompanying  table : 

Ordinary  Expenditures  Per  Capita  by  the  Federal  Government 

Amount 
of  Expenditure 


Year  Per  Capita 

1791  .  $1.08 

1830  .  1.26 

1865  .  37.27 

1870  .  8.05 

1900  .  6.85 

1910  .  7.54 

1918  .  133.32 

1919  .  181.77 

1922  .  32.60 

1924  .  32.00  (a) 


(a)  Estimate. 

The  growth  of  federal  expenditure  has  been  most  acute  during  war 
periods.  More  than  four-fifths  of  present  expenditure  goes  for  the  cost 
of  past  wars  and  the  upkeep  of  present  military  equipment.  Further 
explanation  of  the  increase  would  lie  in  the  tendency  of  government  to 
expand  its  functions  into  new  fields  for  the  promotion  of  social  well¬ 
being,  and  in  the  necessity  for  more  elaborate  political  administration 
in  a  country  where  congesting  population  makes  life  more  complex  and 
intricate.  Moreover,  the  estimates  of  increase  are  given  in  dollars  of 
inconstant  purchasing  power.  The  depreciation  in  the  value  of  the 
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dollar  accounts  for  fully  one-third  of  the  nominal  increase  of  expendi¬ 
tures  since  1913.  The  distribution  of  federal  expenditures  is  shown  in 
the  accompanying  diagram :  4 


Government  Expenditures  Chargeable  Against  Ordinary  Receipts 
Fiscal  Year  Ended  June  30,  1924 


Total  —  $3,506,677,715 


This  diagram  emphasizes  the  fact  that  the  overwhelming  proportion 
of  federal  outgo  is  on  account  of  military  protection.  Interest  on  public 
debt  and  sinking  fund  requirements  both  arise  primarily  from  war  bor¬ 
rowing.  Pensions,  the  Navy  Department,  the  War  Department,  and  the 
Veterans’  Bureau  are  traceable  directly  to  military  causes.  The  civil 
expenditure  is  clearly  a  minor  part  of  the  total.  The  most  important 
method  for  cutting  down  on  federal  expenses  would  be  the  elimination 

*  Annual  Report  of  the  Secretary  of  the  Treasury  on  the  State  of  the  Finances 
for  the  fiscal  year  ended  June  30,  1924,  p.  19. 
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of  war.  No  other  method  could  do  as  much  as  this  for  the  desired 
economy.  This  war  expenditure  adds  no  value  to  present  wealth.  It  is 
the  most  glaring  exception  to  the  otherwise  productive  functions  of 
government.  All  programs  of  economy  must  begin  with  the  military 
items  in  the  budget. 

However,  wrhen  we  turn  from  Federal  to  State  and  Local  government, 
we  find  equally  striking  increases  in  expenditure.  The  total  increase  is 
best  measured  by  finding  what  proportion  total  taxation  bears  to  total 
national  income. 

Percentage  Which 
Total  Taxation, 
National,  State,  and 


Local,  was  of  the 

Year  National  Income  * 

1912-13  .  6.36 

-  1913-14  .  6.41 

1914- 15  .  6.62 

1915- 16  .  6.09 

1916- 17  .  5.97 

1917- 18  .  10.53 

1918- 19  .  10.55 

1919- 20  .  13.00 

1920- 21  .  14.32 

1921- 22  .  12.16 

1922- 23  .  15.00 


*  National  Industrial  Conference  Board,  Taxation  and  National  Income,  pp.  22-24. 

In  the  pre-war  period,  government  claimed  about  one-fifteenth  of  the 
national  income,  whereas  in  the  post-war  period,  it  claimed  more  than 
one-eighth  of  the  national  income.  In  the  latter  period,  more  than  one 
dollar  out  of  every  eight  dollars  of  income  went  to  the  government. 

The  states  spend  much  less  per  capita  than  do  the  cities.  The  bulk 
of  local  taxation  is  by  the  municipal  and  county  authorities. 


Year 

Expenditures  Per  Capita 
of  146  Cities  * 

Expenditures  Per  Capita 
of  48  States  f 

1903  . 

$24.64 

1915  . 

34.53 

$4.99 

1917  . 

33.26 

5.04 

1919  . 

35.58 

6.05 

1923  . 

60.29 

11.95 

*  Financial  Statistics  of  Cities. 
t  Financial  Statistics  of  States. 

In  1921,  about  12  per  cent  of  total  government  expenditure  was  by 
the  states,  about  55  per  cent  by  the  federal  government,  and  the  balance, 
or  about  33  per  cent,  by  counties,  towns  and  cities.  In  1924,  about  41 
per  cent  of  the  total  was  federal,  and  the  balance  state  and  local. 
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The  per  capita  expenditures  are  greatest  in  the  largest  cities.  This 
fact  indicates  that  as  urban  life  becomes  increasingly  complex,  it  entails 
more  than  proportionate  increases  in  government  outlay.  This  tendency 
for  the  larger  cities  to  bear  the  higher  per  capita  expenditure  is  shown 
in  the  accompanying  table : 

Per  Capita  Costs  op  Government  por  Cities  op  Varying  Size  for  the 

Year  1921 


All  Government 
Expenditures  * 


Population 


500,000  and  over 
300,000-500,000 
100,000-300,000  , 
50,000-100,000  .. 
30,000-50,000  ... 


$55.20 

54.84 

42.68 

40.04 

39.59 


*  H.  L.  Lutz,  Public  Finance,  p.  71. 

Increased  expenditures  in  cities  and  states  are  not  due  merely  to  an 
increase  in  general  expenses  of  government.  In  1919,  the  per  capita 
expenses  of  general  government  for  the  states  were  only  $0.50  out  of  a 
total  state  expenditure  of  $5.42  per  capita.  The  per  capita  expenses  of 
general  government  for  227  cities  were  only  $2.22  cents  per  capita  out  of 
a  total  city  expenditure  per  capita  of  $30.13.  The  main  expenditures 
of  both  states  and  cities  are  for  social  and  industrial  functions  of  gov¬ 
ernment.  The  more  important  of  these  social  and  industrial  functions 
are  the  following: 

Social  and  Industrial  Functions  of  States  and  Cities 

Conservation  of  Health. 

Sanitation. 

Development  of  Natural  Resources. 

Highways. 

Charities,  Hospitals,  and  Correction. 

Schools  and  Libraries. 

Recreation. 

Police,  Fire,  and  other  Protection  to  Life  and  Property. 

The  most  important  single  item  in  this  list  is  education.  In  1922, 
approximately  one-fourth  of  all  state  and  city  expenditure  was  for  this 
purpose.  The  main  cause  for  increasing  local  expenditure  has  been  an 
expansion  of  the  functions  of  local  governments.  More  and  more  they 
have  taken  upon  themselves  social  duties  and  responsibilities.  Most  of 
these  are  productive  for  the  community  as  a  whole.  They  are  aimed  to 
promote  the  general  well-being.  They  are  a  recognition  of  the  fact  that 
our  complex  urban  civilization  requires  services  from  the  government 
which  were  not  called  for  while  we  lived  in  a  predominantly  agricultural 
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society.  The  United  States  has  been  in  transition  from  an  agricultural 
type  of  state  to  an  industrial  type,  and  one  of  the  most  conspicuous 
features  of  the  transition  is  an  expansion  of  the  social  responsibilities 
of  government. 

In  summary,  certain  conclusions  seem  to  be  warranted :  First,  all 
branches  of  government  have  increased  their  per  capita  expenditures. 
Second,  in  estimating  the  amount  of  this  increase  in  terms  of  money, 
allowance  must  be  made  for  changes  in  the  value  of  the  dollar.  Third, 
the  main  portion  of  federal  expenditure  is  for  the  cost  of  past  wars  and 
present  military  equipment.  Fourth,  the  main  portion  of  state  and  city 
expenditure  is  for  social  and  industrial  functions  of  government,  of 
which  the  most  important  is  education.  Fifth,  the  larger  the  cities 
become,  the  greater  the  government  expenditure  per  capita.  Sixth,  the 
transition  from  an  agricultural  to  an  industrial  state  involves  a  marked 
expansion  of  governmental  functions.  Seventh,  government  under 
present  conditions  absorbs  about  one-eighth  of  the  total  national  income. 

Public  Revenue  Other  than  Taxation  and  Public  Credit. — There  are 
various  sources  of  revenue  other  than  taxation  and  borrowing.  The 
most  important  of  these  sources  are : 

1.  The  Public  Domain. 

2.  Public  Industries. 

3.  Fees,  Licenses,  Assessments  and  other  Administrative  Charges. 

The  public  domain  includes  the  land,  forests,  and  water  power  owned 
by  the  government.  The  United  States  has  followed  certain  character¬ 
istic  policies  in  disposition  of  the  public  domain.  Agricultural  lands 
have  either  been  given  to  settlers,  or  sold  at  nominal  sums  under  home¬ 
stead  laws.  The  purpose  has  been  to  encourage  settlement  on  the  land, 
to  develop  individual  proprietorship  and  private  ownership  among  small, 
independent  fanners.  Although  defects  in  the  laws  have  made  possible 
some  speculation  in  lands,  nevertheless  in  general  the  public  disposal  of 
the  farm  lands  has  encouraged  a  rapid  development  of  agriculture  and 
a  democratic  distribution  of  farm  land.  The  farm  land  so  disposed  of 
brought  in  a  negligible  revenue  to  the  government.  The  land  policy  was 
designed  for  the  benefit  of  the  recipients  of  land,  rather  than  for  revenue 
purposes.  In  this  respect,  the  government  was  doubtless  more  generous 
than  it  needed  to  be. 

More  than  150,000,000  acres  of  land  were  given  to  the  railroads  in 
order  to  encourage  the  rapid  development  of  transcontinental  trans¬ 
portation.  The  government  was  prodigal  in  its  gifts,  and  although  these 
had  the  effect  of  speeding  up  the  construction  of  railroads,  nevertheless 
its  lavish  policy  in  this  direction  was  not  altogether  in  the  public 
interest.  Land  grant  schools  and  colleges  have  received  gifts  of 
78,889,000  acres  of  land.  Doubtless,  this  form  of  land  disposal  was 
among  the  worthiest  of  all  forms  practiced  by  the  government. 

Forests  cannot  with  advantage  be  trusted  to  unrestricted  exploitation 
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by  private  initiative.  Many  authorities  urge  strongly  that  the  govern¬ 
ment  should  retain  full  ownership  of  its  forest  lands.  Operation  would 
then  be  by  lease  to  private  parties  under  strict  government  supervision. 
Private  exploitation  results  in  a  rapid  denudation  of  the  land.  Re¬ 
forestation  and  conservation  are  primary  public  necessities  but  these 
policies  do  not  pay  the  private  interests  engaged  in  the  lumber  industry. 
The  long  period  of  time  required  to  regrow  a  forest  makes  reforestation 
unattractive  to  profit-making  interests.  If  reforestation  is  to  be  secured, 
it  must  be  at  the  initiative  of  the  government.  Even  though  the  forests 
are  made  private  property,  they  should  be  brought  under  the  rigid 
control  and  regulation  of  the  government.  The  public  interest  is  too 
great  to  be  left  to  the  mercy  of  interests  animated  chiefly  by  the  motive 
of  immediate  private  profit.  The  government  should  consider  itself  as 
a  trustee  for  future  generations,  and  should  hold  the  lands  in  trust  for 
future  need. 

Mineral  resources  are  similar  to  forests  in  respect  to  the  need  for 
conservation.  Wasteful  exploitation  of  minerals  is  a  wanton  impoverish¬ 
ment  of  the  future.  Minerals  once  extracted  can  never  be  replaced.  In 
this  respect,  the  mines  present  a  difference  from  forests.  Reforestation 
can  take  place,  but  restoration  of  mineral  deposits  cannot  take  place.  In 
the  United  States,  coal,  copper,  and  other  mineral  deposits  have  largely 
fallen  into  the  hands  of  private  capital.  Cei'tain  petroleum  resources  on 
government  lands  have  been  retained  under  government  ownership. 
Government  ownership  is  not  as  urgent  for  mines  as  for  forests,  but  at 
least  government  regulation  to  guarantee  conservation  is  clearly  neces¬ 
sary.  No  claim  is  made  that  these  parts  of  the  public  domain  should 
be  treated  as  an  important  source  of  public  revenue.  There  is  no  ex¬ 
pectation  that  they  can  be  made  to  yield  a  profit  to  the  government. 
Rather,  the  claim  is  that  regardless  of  revenue,  the  public  domain  should 
be  so  guarded  as  to  insure  its  proper  conservation  and  the  maximum 
gain  to  the  community  as  a  whole. 

Public  industries  are  those  owned  and  operated  by  the  government. 
Many  countries  have  placed  all  or  part  of  their  railroads  under  govern¬ 
ment  operation.  Prussia  followed  this  plan  largely  for  military  reasons. 
Other  countries  have  followed  it  either  because  private  operation  has 
broken  down  or  because  service  and  expansion  were  desired  which  would 
not  be  immediately  profitable  to  private  capital.  The  post  office  is  the 
most  universal  of  government  operated  industries.  In  many  countries, 
other  means  of  communication,  principally  telegraph  and  telephone,  are 
conducted  by  the  government.  The  Panama  Canal  is  often  cited  as  an 
example  of  government  efficiency  in  accomplishing  a  much  needed  im¬ 
provement  which  private  capital  was  unable  to  carry  through.  Reclama¬ 
tion,  irrigation,  dams,  waterways,  harbors,  and  other  like  improvements 
have  been  common  governmental  projects  in  the  United  States.  With 
the  coming  of  the  automobile,  the  building  of  highways  has  expanded 
into  a  major  function  of  government.  A  growing  number  of  municipal 
utilities  are  owned  and  operated  by  local  governments.  It  has  been 
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estimated  that  over  seven  thousand  cities  and  towns  in  the  United  States 
own  and  operate  municipal  waterworks,  or  more  than  two-thirds  of  the 
total  number.  About  40  per  cent  of  all  electric  lighting  plants  are  state 
or  municipally  owned.5  State  monopolies  are  found  in  many  foreign 
counti’ies.  Switzerland  monopolizes  the  manufacture  of  alcoholic  bev¬ 
erages,  and  France  the  manufacture  of  matches  and  tobacco. 

For  the  most  part,  such  public  industries  are  relatively  unimportant 
as  sources  of  revenue.  The  industries  are  run  with  a  view  to  supplying 
an  essential  public  service  at  cost.  The  intent  is  not  to  treat  the  public 
enterprise  primarily  as  a  source  of  government  profit.  Service  is  more 
important  than  revenue  in  the  majority  of  experiments.  Consequently, 
it  is  irrelevant  to  test  the  efficiency  of  such  enterprises  by  the  size  of 
their  net  earnings.  If  they  pay  their  way,  keep  free  from  political 
entanglements,  and  render  efficient  service,  they  have  justified  their 
existence.  A  large  number  of  municipal  enterprises  have  measured  up 
to  this  test  fairly  well.  In  the  national  field,  the  post  office  has  demon¬ 
strated  a  fair  degree  of  success.  In  the  United  States,  public  opinion 
is  bitterly  opposed  to  extension  of  government  ownership  over  railroads, 
coal  mines,  and  like  industries.  The  business  slogan  is,  “Less  govern¬ 
ment  in  business,  and  more  business  in  government.”  It  is  next  to  im¬ 
possible  to  give  public  ownership  an  impartial  and  scientific  test  under 
prevailing  conditions  of  propaganda  and  prejudice  both  for  and  against 
the  program. 

A  third  source  of  revenue  is  administrative  fees  and  special  assess¬ 
ments.  Fines,  licenses,  and  fees  are  intended  usually  to  defray  specific 
expenses  of  government.  Special  assessments  have  been  mainly  used  as 
a  means  of  paying  for  local  street  improvements.  Fines  generally  are 
not  an  important  source  of  revenue.  License  fees  are  more  important, 
and  in  the  United  States  have  been  applied  most  fruitfully  to  liquors 
and  to  automobiles.  Licenses  for  druggists,  doctors,  amusement  places, 
and  other  purposes  are  frequently  employed.  The  license  in  many  forms 
takes  on  the  character  of  a  tax,  and  it  will  therefore  be  discussed  further 
in  later  sections  dealing  with  taxation.  Special  assessments  have  been  a 
most  important  factor  in  enabling  cities  to  develop  needed  improvements. 

Tests  of  Justice  in  Taxation. — Adam  Smith  laid  down  four  famous 
canons  of  taxation  as  follows: 

1.  The  subjects  of  every  state  ought  to  contribute  toward  the  support  of 
the  government,  as  nearly  as  possible  in  proportion  to  their  respective  abilities ; 
that  is,  in  proportion  to  the  revenue  which  they  respectively  enjoy  under  the 
protection  of  the  state. 

2.  The  tax  which  each  individual  is  bound  to  pay,  ought  to  be  certain  and 
not  arbitrary.  The  time  of  payment,  the  manner  of  payment,  the  quantity  to  be 
paid,  ought  all  to  be  clear  and  plain  to  the  contributor,  and  to  every  other 
person. 

3.  Every  tax  ought  to  be  levied  at  the  time,  or  in  the  manner,  in  which  it 
is  most  likely  to  be  convenient  for  the  contributor  to  pay  it. 

5  See  C.  D.  Thompson,  Public  Ownership,  pp.  204,  269. 
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4.  Every  tax  ought  to  be  so  contrived  as  both  to  take  out  and  to  keep  out 
of  the  pockets  of  the  people  as  little  as  possible  over  and  above  what  it  brings 
into  the  public  treasury  of  the  state.6 

Of  these  four  canons  of  ability,  certainty,  convenience,  and  economy, 
the  first  has  occupied  the  center  of  attention  in  discussion  of  modern 
taxation.  Although  almost  everyone  would  concede  in  the  abstract  the 
soundness  of  the  principle  of  ability  to  pay,  nevertheless  such  a  con¬ 
cession  would  not  mean  much.  As  soon  as  people  consider  a  concrete 
form  of  tax,  dispute  immediately  begins  as  to  whether  it  is  an  expression 
of  the  ability  to  pay  principle.  In  application,  the  notion  of  ability  to 
pay  leads  to  endless  contention.  Adam  Smith  assumed  that  the  test  of 
ability  was  the  size  of  a  person’s  income.  This  assumption  would  require 
a  proportional  tax  on  income.  But  the  modern  tendency  has  been  to 
impose  a  progressive  tax  on  income.  The  higher  incomes  are  taxed  not 
merely  in  proportion  to  their  size,  but  more  than  in  proportion.  The 
clearest  illustrations  are  graduated  income  and  inheritance  taxes.  The 
progressive  rates  are  defended  on  the  ground  that  they  are  the  only 
means  of  taxing  on  the  basis  of  ability  to  pay.  Much  debate  has  centered 
around  the  question  whether  ability  to  pay  requires  the  proportional 
or  the  progressive  rate.  And  the  net  outcome  of  the  discussion  has  been 
to  apply  the  proportional  principle  to  general  property  and  to  numerous 
other  subjects  of  taxation,  and  to  apply  the  progressive  principle  to  in¬ 
comes  and  inheritances.  Obviously  ability  is  a  loose  term  capable  of 
being  construed  to  mean  anything  which  the  construer  desires. 

A  distinction  with  regard  to  ability  to  pay  has  also  been  made  on 
account  of  the  different  sources  of  income.  Income  for  effort  has  been 
distinguished  from  income  for  ownership,  and  the  assumption  has  been 
made  that  a  dollar  of  the  latter  type  of  income  should  be  taxed  more 
heavily  than  a  dollar  of  the  former.  Income  for  effort  has  been  desig¬ 
nated  as  earned  income,  while  income  for  owning,  perhaps  with  some 
invidiousness,  has  been  designated  as  unearned  income.  Higher  rates 
on  unearned  than  on  earned  income  are  declared  to  be  in  keeping  with 
the  principle  of  ability  to  pay. 

Finally,  a  distinction  is  made  between  marginal  income  and  surplus 
income.  The  economist  has  long  emphasized  that  a  certain  modicum 
of  income  is  just  enough  to  induce  the  recipient  to  render  his  services 
in  production.  Income  beyond  that  is  more  than  enough  to  induce 
these  services.  This  surplus  income  is  pure  bonus  to  the  recipient.  He 
would  have  given  his  services  for  less,  but  did  not  have  to.  The  economist 
calls  such  surpluses  a  form  of  “rent.”  The  excess  profits  tax  or  the 
tax  on  rent  of  land  illustrates  the  effort  to  tax  surplus  income  more 
heavily  than  marginal  income.  The  assumption  is  that  the  principle  of 
ability  to  pay  is  applied  by  taxing  surplus  income  more  heavily  than 
mai’ginal  income. 

Obviously,  ability  to  pay  is  a  phrase  which  can  be  made  to  mean  all 

«  Wealth  of  Nations,  Book  V,  Chapter  II. 
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•lings  to  all  people.  It  is  easy  to  agree  on  tie  abstract  principle  of 
ability.  Bnt  it  is  not  so  easy  to  answer  tie  question.  "Wist  is  ability  ■ 
Tie  foregoing  discussion  suggests  sine  of  tie  special  apt  li.  stints  which 
are  being  made  of  tie  concept  of  ability  to  pay  under  contemporary 
conditions. 

S  "  .  i  ties  i  v  maintained  (hat  tie  ability  ;  -  in 

practice  equality  of  sac  Logically  carried  out.  equally  of  sacrifice 

could  mean  only  one  tiling,  an  equal  or  communistic  distribution  of  all 
wealth  and  income.  A;  long  as  one  man  has  more  in:  :_r  tlar  anctb 
there  is  no  equality  of  sacrifice  in  any  genuine  sense  of  tie  word. 
Sacrifice  is  a  purely  psychological  or  subjective  notion.  It  is  not  meas¬ 
urable.  The  word  sacrifice  is  just  as  abstract  and  loose  as  tie  word 
ability.  Neither  gives  a  definite  and  tangible  rule  to  apply  to  concrete 
forms  of  taxation. 

Seligman  has  attempted  to  substitute  the  word  faculty  for  ability. 
Tie  faculty  principle  holds  that  each  individual  should  belt  the  state 
in  proportion  to  lis  ability  to  help  himself.  The  determination  of  faculty 
is  n:  easier,  however,  titan  the  determination  of  ability.  Both  phrases 
come  to  the  same  thing.  As  general  concepts  of  justice,  they  are  doubt¬ 
less  useful  but  as  specific  guides  to  policy  they  are  indefinite  a nr 
inadequate. 

Another  test  often  advocated  is  taxation  according  to  de  uq fit  re¬ 
ceived.  A  closely  similar  test  is  taxation  according  to  tie  cost  to  the 
state  of  the  services  rendered  to  each  individual  In  general  tie  benefit 
principle  is  inapplicable  to  modem  conditions.  Many  people  wno  re¬ 
ceive  the  greatest  benefits  from  the  state  are  in  such  a  financial  position 
that  they  can  contribute  nothing  at  all  to  the  revenues  of  the  state. 
State  charitable  institutions  are  supported  by  those  who  receive  no 
direct  benefit  whatsoever.  In  the  public  schools,  the  children  of  tie  poor 
receive  just  as  much  benefit  as  the  children  of  the  rich,  hut  they  are 
not  in  a  position  to  pay  anything  like  the  same  amount  of  tax.  Tue 
benefit  theory  breats  down  when  applied  to  the  mass  of  modem  taxt--. 
Occasionally,  however,  a  form  of  tax  appears  which  embodies  the  prin¬ 
ciple.  An  illustration  would  be  the  modem  gasoline  tax.  Here  the 
assumption  is  that  the  user  of  gasoline  benefits  fr:m  good  reads,  ana 
should  pay  in  proportion  to  the  amount  of  the  benefit. 

For  reasons  of  expediency,  a  new  test  has  been  adopted,  whim  can 
best  be  described  as  charging  aY.  that  the  traffic  uiil  hear.  Tie  test  is 
borrowed  from  railroad  parlance.  Freight  rates  are  different  for  lumber 
and  for  fine  furniture,  for  building  stone  and  for  cloth  lug.  Each  artic.e 
la  .ssessed  a  freight  rate  which  wfil  net  ids  ;;  irment  c 
will  collect  the  maximum  amount  of  income  short  of  prohibiting  ship¬ 
ment.  It  las  been  found  that  high  taxes  on  personal  property  and  on 
intangibles  result  in  evasion  of  the  tax.  Accordingly,  some  states  lave 
lowered  the  rates  on  these  items  to  a  point  where  there  will  not  be  a 
strong  inducement  to  evade  the  payment.  Such  objects  are  then  taxed 
on  the  basis  of  what  tie  traffic  will  bear.  This  principle  is  in  line  with 
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impossible  in  any  complicated  social  organism.  Medieval  methods  cannot  suc¬ 
ceed  amid  modern  facts.7 

The  defects  of  the  general  property  tax  are  so  serious  that  economic 
authorities  condemn  the  tax  with  virtual  unanimity.  These  defects  may 
be  briefly  outlined  as  follows : 

1.  Some  classes  of  property  largely  escape  taxation  whereas  others 
bear  the  brunt  of  the  burden.  Personalty  and  intangibles  particularly 
escape  taxation,  whereas  real  property  is  likely  to  be  over-taxed.  The 
records  of  assessment  in  various  states  show  that  assessment  of  furniture, 
wearing  apparel,  jewelry,  tools,  implements,  etc.,  is  grossly  unequal  and 
inadequate.  Much  of  this  personal  property  escapes  altogether,  and  the 
rest  is  likely  to  be  excessively  undervalued.  Intangibles  such  as  money, 
notes,  mortgages,  stocks,  bonds,  and  the  like,  manage  to  escape  the  tax 
burden  to  an  amazing  degree.  A  competitive  struggle  to  undervalue 
such  property  or  to  sequester  it  altogether  goes  on  in  modern  society. 
Real  property  bears  an  undue  burden,  whereas  personal  and  intangible 
property  avoid  a  due  burden.  Inasmuch  as  intangible  property  has 
come  to  have  primary  importance  under  the  corporate  regime  of  busi¬ 
ness,  this  defect  in  the  general  property  tax  is  a  grave  one. 

2.  Inequality  of  assessment  as  between  different  sections  becomes 
a  serious  evil.  Local  assessors  seem  to  feel  that  as  a  matter  of  loyalty 
to  their  community  they  must  pare  the  assessed  valuation  of  property 
down  as  low  as  possible.  To  equalize  assessments,  various  state  boards 
and  commissions  have  been  established,  but  their  work  has  fallen  far 
short  of  the  desired  equalization.  The  proportion  of  assessed  value  to 
true  value  or  fair  value  is  not  the  same  in  any  two  states,  and  often 
varies  in  different  sections  within  any  one  state.  The  ratios  for  the 
different  states  are  shown  by  the  census  tabulation  on  page  721. 

Moreover,  inequalities  of  assessment  appear  as  between  various  forms 
of  real  property.  In  1907,  a  study  in  Wisconsin  showed  that  farm  prop¬ 
erty  was  assessed  at  59.2  per  cent  of  true  value,  whereas  property  of 
manufacturers  was  assessed  at  only  21.84  per  cent  of  true  value.  In 
Virginia,  the  discrepancy  was  the  other  way,  and  worked  to  the  dis¬ 
advantage  of  city  property.  In  Indiana,  a  study  made  in  1916  showed 
that  small  parcels  of  land  were  assessed  nearly  twice  as  heavily  in  pro¬ 
portion  to  true  value  as  large  parcels.  In  Ohio,  it  has  been  found  that 
some  parcels  were  assessed  at  11.3  per  cent  of  market  value  whereas 
others  were  assessed  at  120.7  per  cent.  In  certain  states,  it  has  been 
found  that  some  counties  were  assessed  at  only  10  to  20  per  cent  of  true 
value  whereas  other  counties  were  assessed  at  100  per  cent  or  more  of 
true  value. 

3.  Duplication  of  taxation  becomes  inevitable.  Bonds,  stocks,  mort¬ 
gages,  may  be  taxed,  and  then  the  real  property  which  they  represent 
may  also  be  taxed.  Both  intangibles  and  the  tangibles  behind  them  bear 
a  load,  and  injustice  is  the  inevitable  result. 


7  Essays  in  Taxation,  p.  53. 
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4.  The  assumption  that  general  property  is  a  measure  of  ability  to 
pay  underlies  the  belief  in  the  property  tax.  This  assumption  may  have 
been  roughly  true  in  an  earlier  agricultural  community,  but  it  is  not 
true  of  complex  property  rights  in  modern  society.  The  extension  of 
intangible  forms  of  property  has  undermined  the  crude  assumption  that 
property  is  an  index  of  ability  to  pay. 


Per  Cent  of  Estimated  True  Value  of  Real  Property  and  Improvements 
Represented  by  Assessed  Valuations  * 


State 

1922 

1912 

1904 

1900 

Alabama  . 

47.7 

40.0 

45.9 

46.7 

Arizona  . 

81.0 

50.0 

33.5 

34.6 

Arkansas  . 

22.6 

28.0 

38.7 

39.4 

California  . 

46.6 

45.1 

49.2 

51.1 

Colorado  . 

73.6 

25.0 

40.4 

30.8 

Connecticut  . 

63.2 

66.7 

80.7 

80.2 

Delaware  . 

77.5 

56.7 

56.7 

56.6 

District  of  Columbia 

90.8 

66.7 

66.7 

66.7 

Florida  . 

20.0 

35.5 

35.5 

35.7 

Georgia  . 

37.9 

52.5 

52.5 

54.0 

Idaho  . 

50.0 

85.0 

41.8 

20.1 

Illinois  . 

24.1 

18.0 

14.7 

24.4 

Indiana  . 

80.2 

45.0 

60.3 

62.1 

Iowa  . 

12.7 

11.7 

19.8 

41.7 

Kansas  . 

65.7 

72.4 

22.9 

14.1 

Kentucky  . 

71.0 

62.2 

62.2 

62.8 

Louisiana . 

68.9 

40.0 

53.3 

53.8 

Maine  . 

52.0 

73.8 

73.8 

73.6 

Maryland  . 

64.0 

65.8 

65.8 

65.5 

Massachusetts  . 

77.5 

90.6 

90.6 

90.4 

Michigan  . 

85.2 

58.7 

62.7 

62.7 

Minnesota  . 

34.7 

37.1 

37.7 

36.6 

Mississippi  . 

44.5 

54.8 

54.8 

54.2 

Missouri  . 

59.1 

40.0 

40.5 

42.0 

Montana  . 

28.7 

43.5 

43.5 

45.7 

State 

1922 

1912 

1904 

1900 

Nebraska  . 

70.1 

15.0 

17.7 

13.7 

Nevada  . 

50.0 

30.0 

37.7 

36.5 

New  Hampshire  . . 

79.5 

100.0 

65.4 

65.4 

New  Jersey . 

63.2 

54.1 

54.1 

54.1 

New  Mexico  . 

43.0 

25.7 

25.7 

35.4 

New  York  . 

84.8 

66.7 

90.1 

64.6 

North  Carolina  . . 

75.7 

60.0 

60.0 

54.2 

North  Dakota  .... 

76.0 

17.2 

30.6 

30  5 

Ohio  . 

70.2 

90.0 

46.4 

47.6 

Oklahoma  . 

62.3 

50.0 1 

25.1 

24.5 

43  5 

63  5 

30  1 

29  8 

Pennsylvania  .... 

57.8 

58.6 

58.6 

57.5 

Rhode  Island  .... 

80.0 

75.2 

75.2 

75.3 

South  Carolina  .  . 

20.3 

33.3 

46.5 

47.1 

South  Dakota  .... 

82.6 

46.2 

46.2 

45.8 

Tennessee  . 

57.8 

60.0 

61.1 

61.8 

Texas  . 

40.2 

50.0 

48.5 

49.3 

Utah  . 

61.4 

33.3 

42.8 

44.0 

Vermont  . 

55.0 

70.0 

71.8 

71.7 

Virginia  . 

40.7 

50.8 

55.3 

58.1 

Washington  . 

28.0 

42.3 

71.0 

47.7 

West  Virginia  . . . 

40.0 

49.7 

49.7 

51.2 

Wisconsin  . 

85.3 

75.0 

31.4 

36.9 

Wyoming  . 

72.4 

100.0 

46.0 

30.2 

*  Bureau  of  the  Census,  Wealth,  Debt  and  Taxation,  1922,  Estimated  National 
Wealth,  p.  5. 

t  Revised  basis;  in  the  report  for  1912  the  basis  used  was  25  per  cent. 


European  countries,  except  Switzerland,  have  abandoned  the  general 
property  tax.  In  the  United  States,  numerous  methods  of  reforming  or 
abandoning  the  tax  have  been  attempted.  One  method  was  to  require 
the  listing  of  all  forms  of  property  on  the  public  records,  but  the  owners 
forgot  or  neglected  to  declare  their  property,  and  brought  the  device  to 
naught.  Another  method  was  to  appoint  special  agents  as  tax  ferrets, 
or  inquisitors,  but  these  proved  unsuccessful  after  a  short  trial.  A  third 
method  was  to  pass  state  laws  arbitrarily  setting  tax  limits,  but  since 
expenditures  still  increased,  governments  had  to  increase  their  public 


722 


Government  and  Taxation 


debts,  and  the  futility  of  the  tax  limits  became  apparent.  A  fourth 
method  was  to  centralize  the  assessment  of  property  with  a  view  to 
equalization,  but  inequalities  still  persisted.  A  fifth  method  was  the 
separation  of  sources,  whereby  the  states  left  the  taxation  of  property  to 
the  local  authorities,  and  attempted  to  derive  their  own  revenues  from 
new  sources,  such  as  corporation  taxes.  A  sixth  method  was  the  classified 
property  tax,  whereby  rates  on  personalty  and  intangibles  were  cut  down 
to  “what  the  traffic  would  bear.”  Both  the  separation  of  sources  and 
the  classification  of  property  accomplished  a  certain  amount  of  reform, 
but  they  did  not  eradicate  many  of  the  basic  defects  of  the  general 
property  tax.  The  final  method  is  the  substitution  of  the  tax  on  income 
and  earnings  for  the  general  property  tax.  Both  individual  incomes  and 
corporation  incomes  have  been  subjected  to  the  newer  taxation.  The 
forms  of  such  taxation  must  be  adapted  to  the  peculiar  traditions  and 
conditions  in  each  state,  but  the  principle  commends  itself  strongly  as 
a  basic  program  of  taxation  reform.  Where  the  new  method  is  relied 
upon,  its  efficacy  depends  upon  the  efficiency  of  the  administrative 
mechanisms  entrusted  with  the  collection  of  the  tax.  By  one  or  more  of 
the  above  methods,  the  scope  of  the  general  property  tax  has  been  nar¬ 
rowed  among  the  states.  It  still  prevails  among  local  units  of  taxation, 
and  is  the  chief  source  of  revenue  in  cities  and  counties.  The  wane  of 
the  property  tax  is  chiefly  apparent  in  revenue  policies  of  the  state 
governments. 

Corporation  and  Business  Taxes. — A  marked  tendency  in  recent 
years  has  been  in  the  direction  of  so-called  corporation  and  business 
taxes.  In  general,  the  underlying  principle  of  these  taxes  is  that  revenue 
should  be  derived  not  from  things  but  from  transactions.  The  right  to 
operate  and  carry  on  business  should  be  paid  for.  Taxes  should  be 
aimed  at  exacting  a  remuneration  for  the  privilege  and  opportunity  of 
engaging  in  business.  The  following  analysis,  although  incomplete, 
serves  to  delineate  the  main  features  of  corporation  taxes. 

1.  The  New  York  State  tax  of  1923  provided  a  tax  on  incorporation 
of  one-twentieth  of  one  per  cent  of  the  authorized  capital.  Such  a  tax 
is  scarcely  more  than  a  licensing  fee  for  the  right  to  organize  a  new 
corporate  enterprise.  It  does  not  provide  any  material  amount  of 
revenue. 

2.  A  general  franchise  tax  on  capital  stock  has  come  into  prominence. 
In  New  York,  banks  and  investment  companies  pay  a  tax  on  capital, 
surplus,  and  undivided  profits;  and  railroads,  telegraph,  and  telephone 
companies  pay  a  general  franchise  tax  on  capital  stock.  The  federal 
law  requires  that  every  domestic  corporation  shall  pay  annually  a  special 
excise  tax  assessed  with  reference  to  its  “carrying  on  or  doing  business,” 
and  that  the  rate  shall  be  $1  for  each  $1,000  of  so  much  of  the  fair 
average  value  of  its  capital  stock  as  is  in  excess  of  $5,000.  The  cal¬ 
culation  of  fair  value  of  capital  stock  must  include  surplus  and  un¬ 
divided  profits,  and  must  take  into  account  franchises,  good  will,  out¬ 
standing  contracts,  earning  capacity,  market  value  of  shares  of  stock, 
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and  value  as  a  going  concern.  Massachusetts  has  applied  a  corporation 
tax  to  all  domestic  corporations  except  banks,  trust  companies,  and  insur¬ 
ance  companies.  The  total  value  of  all  the  stock  of  the  corporation  is 
estimated  and  then  a  deduction  is  made  for  real  estate  and  machinery 
already  taxed  locally  and  for  certain  other  exemptions.  The  “taxable 
corporate  excess”  is  the  basis  for  the  imposition  of  the  tax.  The  tax 
is  designed  to  reach  all  of  the  value  in  corporate  property,  whether 
tangible  or  intangible,  in  such  manner  as  to  tax  it  once  and  once  only. 
The  state  refrains  from  any  further  levy  upon  the  individual  holders  of 
the  corporate  shares.  Part  of  the  proceeds  are  apportioned  to  the  towns 
in  proportion  to  shares  held  therein. 

3.  A  gross  receipts  tax  on  premiums  of  insurance  companies,  on 
intra-state  earnings  of  steam  railroads,  telegraph  and  telephone  com¬ 
panies,  and  of  water  works,  gas,  and  electric  companies  is  imposed  under 
the  New  York  law.  Insurance  companies  are  a  common  subject  of  gross 
receipts  taxes,  the  rates  usually  being  from  1  to  3  per  cent  of  premiums. 
Railroads  and  other  public  utilities  are  also  widely  taxed  on  the  gross 
earnings  basis.  Many  of  these  companies  do  an  interstate  business,  and 
merely  local  taxation  is  futile.  State  assessment  is  made  according  to 
the  unit  rule,  under  which  the  total  interstate  gross  earnings  of  the 
company  are  ascertained,  and  such  fractions  thereof  as  are  derived  from 
within  the  particular  state  are  singled  out  for  taxation  there.  In  the 
case  of  railroads,  the  most  convenient  method  of  apportionment  appears 
to  have  been  the  division  of  receipts  in  proportion  to  the  railroad  mileage 
found  within  the  state.  The  principle  of  classification  has  in  some  states 
been  applied  to  the  gross  receipts  tax.  Thus  Minnesota  applies  different 
tax  rates  to  steam  railroads,  express  companies,  and  telephone  companies. 
Maine  classifies  the  tax  rate  according  to  the  gross  receipts  per  mile 
of  railroad.  The  gross  earnings  tax  has  not  generally  been  considered 
as  suitable  to  all  corporations  but  its  special  applicability  to  insurance 
companies,  railroads,  and  utilities  has  been  recognized.  It  is  often 
objected  that  gross  earnings  are  not  nearly  so  reliable  a  measure  of 
ability  to  pay  as  net  earnings.  This  objection  is  doubtless  well  founded, 
but  the  gross  receipts  basis  offers  the  advantage  of  simplicity  and  cer¬ 
tainty  in  calculation.  This  advantage  in  large  measure  offsets  the  objec¬ 
tion  of  not  measuring  ability  to  pay.  The  alternative  to  gross  receipts 
in  taxing  these  special  classes  of  corporations  might  be  an  ad  valorem 
basis.  The  valuation  of  such  properties,  however,  presents  great  diffi¬ 
culties,  and  throws  taxation  back  into  many  of  the  difficulties  of  the 
general  property  tax.  All  things  considered,  the  gross  receipts  tax  has 
many  advantages  where  both  net  income  and  property  value  are  difficult 
to  calculate  with  accuracy. 

4.  A  franchise  tax  on  net  income  of  mercantile  and  manufacturing 
corporations  amounting  to  4^  per  cent  was  prescribed  by  the  law  of 
1923  in  New  York.  In  1925,  twelve  states  imposed  corporation  income 
taxes  of  one  kind  or  another,  and  in  addition,  the  federal  government 
included  a  similar  tax  in  its  scheme  of  revenues.  Where  uniform  ac- 
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counting  systems  are  maintained,  calculation  of  net  income  is  compara¬ 
tively  easy.  Experience  in  the  administration  of  federal  income  taxes 
has  introduced  certain  standard  notions  of  net  income,  with  the  result 
that  net  income  for  manufacturing  and  mercantile  corporations  can  be 
computed  with  a  fair  degree  of  accuracy.  In  some  states,  the  rates  are 
progressive,  and  in  others  proportional.  The  Federal  Act  of  1924  im¬ 
poses  a  rate  of  12%  per  cent  on  corporate  net  income.  Thus,  the  rate 
is  made  proportional  rather  than  progressive.  The  tax  on  net  income, 
where  such  income  can  be  accurately  computed,  represents  an  attempt 
to  adapt  taxation  to  the  ability  of  the  corporation  to  pay.  It  also  repre¬ 
sents  an  attempt  to  apply  the  benefit  principle  to  corporate  taxation. 

5.  Privilege  and  occupation  taxes  are  presumed  to  rest  upon  the 
opportunity  granted  by  the  state  to  engage  in  business.  According  to  a 
West  Virginia  law  of  1921,  all  firms  in  that  state  engaged  in  the  ex¬ 
traction  of  natural  resources  must  pay  for  that  right  a  tax  of  two-fifths 
of  one  per  cent  of  gross  proceeds.  Other  lines  of  business  are  also  taxed 
at  varying  classified  rates  for  the  right  to  engage  in  business.  Arkansas 
and  Louisiana  impose  a  privilege  tax  on  the  material  “severed”  from  the 
soil.  Minnesota  imposes  an  “occupation”  tax  on  the  value  of  all  ores 
mined.  Such  taxes,  whether  under  the  term  privilege,  severance,  or 
occupation,  closely  resemble  both  a  sales  tax  and  a  gross  profits  or  gross 
receipts  tax.  They  are,  however,  levied  under  the  guise  of  a  general 
franchise  tax  on  corporations,  and  require  consideration  under  that 
heading.  Taxes  which  are  more  avowedly  of  the  nature  of  sales  or  com¬ 
modity  taxes  are  considered  in  the  following  chapter. 

6.  The  word  “franchise”  is  used  so  loosely  and  comprehensively 
that  it  would  include  any  of  the  foregoing  corporation  taxes.  New 
York,  however,  imposes  a  particular  form  of  franchise  tax,  designated 
as  the  special  franchise  tax.  The  use  of  city  streets,  rights  of  way, 
and  public  property,  is  assumed  to  be  of  value  to  the  corporations,  and 
this  value  is  treated  as  a  special  franchise.  Such  special  franchises  are 
designated  as  real  estate,  and  the  courts  have  upheld  the  legality  of 
this  classification.  Consequently,  franchise  values  are  taxable  at  the 
same  rates  as  any  other  real  property.  In  New  York  City  alone,  such 
franchise  values  amounted  to  more  than  $400,000,000  in  1921. 

In  their  many  forms,  corporation  and  business  taxes  represent  the 
widespread  endeavor  of  the  government  to  find  sources  of  revenue 
which  can  either  supplement  or  supplant  the  general  property  tax. 
Such  taxes  have  not  taken  their  final  form.  They  are  still  in  the  trial- 
and-error  or  experimental  stage.  But  underneath  their  tentative  nature, 
they  reveal  a  fundamental  reform  movement.  They  are  one  of  the  most 
important  tendencies  in  present-day  public  finance. 


CHAPTER  XXXV 


TAXATION  AND  THE  PRODUCTIVE  FUNCTIONS  OF 
GOVERNMENT  ( Continued ) 

The  Sources  of  Federal  Revenue. — The  relative  importance  of  the 
different  sources  of  Federal  revenue  is  shown  in  the  accompanying 
diagram : 1 


Ordinary  Receipts  of  the  Government 
Fiscal  Year  Ended  June  30,  1924 
Total  =  $4,012,044,701 


i  Annual  Report  of  the  Secretary  of  the  Treasury,  The  State  of  the  Finances, 
for  fiscal  year  ended  June  30,  1924,  p.  18. 
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Federal  taxes  may  be  classified  chiefly  under  the  following  headings : 

1.  Internal  excise  and  consumption  taxes. 

2.  Customs’  duties,  or  tariffs. 

3.  Income  taxes. 

4.  Profits  taxes. 

5.  Gift,  estate,  and  inheritance  taxes. 

Most  of  these  sources  of  revenue  are  utilized  by  state  governments 
as  well  as  by  the  federal.  They  are  not,  with  the  exception  of  the 
tariff,  the  exclusive  field  of  any  one  unit  of  government.  The  import 
tariff  is  the  exclusive  field  of  revenue  for  the  national  government. 

Internal  Excise  and  Consumption  Taxes. — Internal  excise  taxes  are 
taxes  on  commodities  for  consumption,  on  certain  financial  and  legal 
documents,  and  on  certain  domestic  activities  and  transactions.2  The 
scope  of  these  revenues  may  be  illustrated  by  the  following  summary  of 
federal  internal  excise  duties  collected  during  the  fiscal  years  ending 
June  30,  1923  and  1924. 

The  Chief  Forms  of  Internal  Excise  Taxes  of  the  Federal  Government  * 


1923 

1924 

Distilled  spirits  and  alcoholic  beverages 

$30,358,085.63 

$27,585,708.37 

Recefpts  under  national  prohibition  .... 

729,244.23 

309,015,492.98 

855,395.37 

Tobacco  and  tobacco  manufactures  .... 

325,638,931.14 

Oleomargarine,  adulterated,  and  process 
or  renovated  butter  and  mixed  flour  . 

2,307,310.84 

2,863,463.98 

Bonds,  capital  stock  issues,  conveyances, 
capital  stock  transfers,  sales  of  prod¬ 
uce  for  future  deliveries,  etc . 

64,875,378.81 

62,257,553.96 

Telegraph  and  telephone . 

30,380,783.93 

34,662,428.90 

Excise  taxes,  manufacturers’,  including 
automobiles,  cameras,  photographic 
films,  candy,  yachts,  etc.  (sec.  900) .  . 

162,527,580.57 

175,900,047.91 

Other  excise  taxes,  including  sculpture 
and  paintings;  carpets,  rugs,  trunks, 
and  valises;  jewelry,  clocks,  and 
watches;  nonalcoholic  beverages,  etc. 

32,668,594.81 

35,391,179.90 

Corporations,  on  capital  stock . 

81,567,739.32 

87,471,691.52 

Brokers,  theaters,  museums,  bowling 
alleys,  billiard  and  pool  tables,  shoot¬ 
ing  galleries,  riding  academies,  pas¬ 
senger  automobiles  for  hire,  and  use 

of  pleasure  boats,  etc . 

Admissions  to  places  of  amusement  and 
entertainment  and  club  dues  . 

8,035,583.49 

7,814,413.92 

77,345,877.72 

85,722,385.09 

Narcotics:  Opium,  coca  leaves,  etc.,  in¬ 
cluding  special  taxes  of  importers, 
manufacturers,  and  dealers . 

1,013,736.26 

1,057,341.33 

*  Annual  Report  of  the  Secretary  of  the  Treasury,  State  of  the  Finances,  1924,  p.  288. 


2  The  meaning  of  excise  has  been  broadened  in  recent  years  to  include  the  in¬ 
heritance  tax,  the  federal  corporation  tax  of  1909,  and  the  capital  stock  tax.  These 
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The  most  productive  forms  of  internal  excise  duties  have  been  the 
tobacco  and  liquor  taxes.  The  constitutional  prohibition  of  liquors  has 
destroyed  the  former  importance  of  liquor  taxes,  but  the  tobacco  taxes 
retain  their  position  as  a  primary  source  of  revenue.  Some  countries 
have  derived  large  revenues  from  a  tax  on  salt,  but  the  United  States 
has  not  seen  fit  to  imitate  the  policy.  An  important  form  of  taxation  in 
the  United  States  is  the  stamp  tax,  which  applies  to  bonds,  capital  stock 
issues,  conveyances  of  title,  promissory  notes,  custom  house  entries, 
passage  tickets,  proxies,  powers  of  attorney,  and  other  financial  instru¬ 
ments.  Another  form  is  the  amusement  tax,  which  applies  to  theaters, 
moving  picture  houses,  circuses,  bowling  alleys,  pool  tables,  shooting 
galleries,  riding  academies,  pleasure  boats,  and  club  dues.  A  further 
form  is  a  manufacturer’s  excise,  which  applies  to  automobiles,  cameras, 
photographic  films,  candy,  yachts,  oleomargarine,  and  the  like.  Finally, 
the  sales  tax  is  important,  and  at  present  applies  to  telephone  and  tele¬ 
graph  messages,  beverages,  admissions,  dues,  and  works  of  art  and 
jewelry.  Strictly  speaking,  the  sales  tax  would  include  also  the  manu¬ 
facturer’s  excise  tax. 

Consumption  taxes  have  been  a  favorite  resort  of  governments  in 
time  of  war.  In  the  World  War,  the  United  States  imposed  heavy  rates 
on  transportation,  communication,  insurance  policies,  soft  drinks,  and 
other  objects.  After  the  war,  most  of  these  abnormal  levies  were  either 
abolished  or  greatly  moderated.  The  taxes  on  soda  fountain  supplies 
and  soft  drinks  received  the  epithet,  “nuisance  taxes.”  They  were 
extremely  difficult  to  collect,  and  were  abolished  in  1921. 

Although  the  states  have  not  used  excise  taxes  to  the  same  extent 
as  the  federal  government,  nevertheless  they  have  made  some  progress  in 
that  direction.  Particularly,  they  have  found  a  sales  tax  on  gasoline 
ideally  suited  to  the  raising  of  revenue  for  the  maintenance  and  con¬ 
struction  of  highways.  In  1923,  thirty-seven  states  had  adopted  the 
gasoline  excise  tax. 

When  the  proposal  for  a  federal  cash  bonus  was  under  consideration, 
numerous  authorities  advocated  a  general  sales  tax  as  the  proper  method 
of  collecting  the  money.  A  general  sales  tax  did  not,  however,  appeal 
favorably  to  public  opinion.  This  was  because  such  a  tax  violates  the 
principle  of  ability  to  pay,  and  in  effect  constitutes  a  regressive  tax. 
Regressive  is  the  opposite  of  progressive.  It  means  that  the  greater  the 
ability  to  pay,  the  less  one  is  taxed.  The  people  of  high  incomes 
would  enjoy  a  tax  which  is  graduated  downward  instead  of  upward. 
The  poor  man  and  the  rich  man,  buying  the  same  article  and  paying  the 
same  tax,  are  not  paying  in  proportion  to  any  reasonable  conception  of 
ability.  And  above  all,  a  notion  of  equality  of  sacrifice  is  flagrantly 
violated.  Owing  to  this  regressive  consequence,  a  sales  tax  should  be 
applied  but  lightly  to  necessities  of  life.  It  should  be  confined  mainly 

newer  forms  of  excise  can  scarcely  be  included  under  the  head  of  consumption  taxes. 
Most  other  excise  taxes  do,  however,  involve  a  levy  on  consumption,  and  consequently 
it  is  appropriate  to  group  excise  and  consumption  taxes  together  in  this  discussion. 
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to  luxuries,  or  to  articles  whose  consumption  it  is  intended  to  discourage. 
The  taxes  on  tobacco,  liquors,  and  amusements  affect  articles  of  luxury. 
The  tax  on  narcotics  affects  articles  whose  consumption  is  to  be  dis¬ 
couraged.  When  levied  in  accord  with  these  considerations,  the  internal 
excise  taxes  rest  upon  sound  fiscal  principles,  and  are  important  sources 
of  revenue.  Their  diversity  in  recent  years  has  increased  their  signifi¬ 
cance  as  a  major  form  of  taxation. 

Customs  Duties,  or  the  Import  Tariff. — The  tariff  on  imports  yielded 
in  1924  only  13.6  per  cent  of  the  total  federal  revenue.  Althougji  now 
a  minor  source  of  revenue,  the  tariff  was  in  the  earlier  history  of  the 
country  the  chief  source.  It  is  now  superseded  in  importance  by  in¬ 
come,  corporation,  and  excise  taxes.  The  total  duties  collected  in  recent 
years  have  been  as  follows : 


Import  Duties  Collected  by  the  United  States 


Year  Amount 

1918  .  $180,589,834 

1919  .  237,456,680 

1920  .  325,645,565 


Year  Amount 

1921  .  $292,396,752 

1922  .  451,356,289 

1923  .  566,663,978 

1924  .  545,012,115 


The  average  ad  valorem  rates  of  duty  on  dutiable  imports  in  1923 
were  as  follows  for  various  classes  of  articles : 


Average  Ad 
Valorem  Rates 
on  Dutiable 


Imports 

Article  or  Schedule  Per  Cent 

Schedule  A,  Chemicals,  oils  and  paints .  29.95 

Schedule  B,  Earths,  earthenware  and  glassware .  39.09 

Schedule  C,  Metals  and  manufactures  of .  33.89 

Schedule  D,  Wood  and  manufactures  of .  21.95 

Schedule  E,  Sugar,  molasses  and  manufactures  of .  36.19 

Schedule  P,  Tobacco  and  manufactures  of .  55.22 

Schedule  G,  Agricultural  products  and  provisions .  25.98 

Schedule  H,  Spirits,  wines  and  other  beverages .  44.67 

Schedule  I,  Cotton  manufactures .  32.18 

Schedule  J,  Flax,  hemp,  jute,  etc .  20.34 

Schedule  K,  Wool  and  manufactures  of .  56.45 

Schedule  L,  Silk  and  silk  goods .  53.18 

Schedule  M,  Pulp,  paper,  and  books .  24.29 

Schedule  N,  Sundries .  38.29 

All  classes .  36.17 


The  purpose  of  the  tariff  in  the  United  States  has  become  chiefly  the 
protection  of  domestic  industry.  The  raising  of  revenue  is  incidental. 
Hence,  the  main  test  of  the  efficacy  of  the  tariff  is  non-fiscal.  In  so  far, 
however,  as  it  serves  a  revenue  purpose,  it  must  be  judged  by  the  require- 
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ments  of  a  sound  tax.  Two  defects  characterize  the  tariff  in  this  country 
when  considered  from  the  fiscal  standpoint.  One  defect  is  its  inelasticity. 
The  proceeds  of  the  tariff  are  likely  to  fall  off  just  at  the  time  when  the 
government  is  most  in  need  of  revenue.  This  defect  was  acutely  felt 
during  the  World  War,  for  the  falling  off  in  imports  reduced  the  customs 
receipts  to  a  minimum.  The  government  had  to  rely  almost  wholly 
upon  other  sources  of  revenue.  This  defect  of  the  tariff  has  been  clearly 
stated  by  R.  F.  Hoxie : 

Throughout  the  history  of  the  customs  revenue  system  in  the  United  States, 
the  income  from  this  source  has  been  determined,  not  by  the  government  need, 
but,  almost  wholly,  by  the  character  of  temporary  industrial,  and  more  especially 
temporary  commercial  conditions.  As  a  consequence,  in  war  the  current  public 
income  has  proved  utterly  insufficient,  unstable,  and  inflexible;  in  peace  it  has 
shown  itself  extremely  uncertain,  fluctuating  with  every  crisis  and  even  with 
the  changes  in  the  policy  and  condition  of  foreign  nations;  in  times  of  pros¬ 
perity  it  has  forced  upon  the  treasury  embarrassing  surpluses,  leading  to  ex¬ 
travagant  expenditure,  speculation  and  crisis;  in  adversity  it  has  left  the 
treasury  empty,  necessitating  the  lavish  use  of  the  public  credit.3 

A  second  defect  has  been  lack  of  simplicity.  The  Fordney-McCumber 
tariff  contains  duties  for  approximately  1,500  different  articles.  A  force 
of  8,204  employees  is  necessary  to  administer  the  act.  Upwards  of  two 
hundred  pages  are  necessary  to  write  the  act,  and  several  hundred 
additional  pages  are  necessary  for  constructions  of  the  act  and  for  regu¬ 
lations  for  customs  officers.  England’s  pre-war  tariff,  mainly  for 
revenue,  which  concentrated  on  ten  leading  articles,  was  simplicity  itself 
in  comparison  with  the  intricacies  and  complexities  of  the  American 
schedules.  Classifications  recommended  by  the  Tariff  Commission  have 
been  incorporated  in  the  present  Act,  but  they  still  leave  the  law  an 
enormously  complex  affair. 

Both  on  the  grounds  of  elasticity  and  simplicity,  the  modern  pro¬ 
tective  tariff  falls  short  of  a  satisfactory  form  of  revenue.  Its  main 
justification  must  be  found  in  its  effect  upon  protected  industries.4 

Income  Taxes. — Income  taxes  are  applicable  both  to  individual 
incomes  and  to  corporation  incomes.  Taxation  of  corporation  incomes 
has  already  been  discussed,  and  hence  only  taxation  of  personal  incomes 
need  be  considered  here.  The  first  federal  income  tax  was  passed  as  an 
emergency  measure  during  the  Civil  War.  Owing  to  faulty  adminis¬ 
tration,  this  tax  was  repealed  after  the  war.  In  1894,  an  income  tax  was 
revived,  but  was  soon  declared  unconstitutional  by  the  Supreme  Court. 
Article  I,  Section  9,  of  the  constitution  states : 

No  capitation,  or  other  direct,  tax  shall  be  laid,  unless  in  proportion  to  the 
census  or  enumeration  hereinbefore  directed  to  be  taken. 

3  See  C.  J.  Bullock,  Selected  Headings  in  Public  Finance,  3rd  edition,  p.  774. 

*  This  phase  of  the  tariff  has  been  discussed  in  detail  earlier,  in  sections  dealing 
with  international  trade. 
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The  Civil  War  tax  had  been  construed  as  an  indirect  tax,  but  the 
1894  tax  was  construed  as  a  direct  tax.  It  therefore  violated  the  con¬ 
stitution.  In  1913,  the  constitution  was  amended  as  follows: 

The  Congress  shall  have  power  to  lay  and  collect  taxes  on  incomes,  from 
whatever  source  derived,  without  apportionment  among  the  several  states,  and 
without  regard  to  any  census  or  enumeration. 

Congress  promptly  passed  a  revenue  act  employing  the  income 
principle,  and  the  income  tax  in  one  form  and  another  has  remained 
on  the  statute  books  ever  since.  The  rates  became  extremely  high  during 
the  World  AVar  and  the  years  immediately  following,  but  were  re¬ 
adjusted  to  a  more  permanent  basis  in  1924.  The  following  analysis 
refers  mainly  to  the  1924  law. 

Numerous  state  governments  have  also  adopted  the  income  tax  prin¬ 
ciple.  The  turning  point  in  state  adoption  came  in  1911.  Prior  to  that 
year,  all  state  experiments  in  income  taxation  had  met  with  failure,  due 
to  incompetent  methods  of  administration.  In  1911,  Wisconsin  provided 
an  adequate  form  of  centralized  state  administration  and  soon  demon¬ 
strated  that  a  state  income  tax  law  could  be  made  a  success.  Massa¬ 
chusetts,  New  York,  and  other  states  have  taken  up  the  principle.  In 
1925,  fourteen  states  had  personal  income  tax  laws,  and  twelve  states 
had  corporation  income  tax  laws. 

Economics  has  neglected  an  adequate  study  of  the  meaning  of  in¬ 
come.5  Income  tax  authorities  have  had  to  develop  a  definition  of  income, 
suited  to  the  specific  purpose  in  hand.  The  result  is  a  statutory  con¬ 
ception  of  taxable  net  income. 

The  beginning  of  this  conception  is  gross  income.  After  gross  income 
has  been  computed,  net  income  is  a  next  logical  step  in  calculation.  The 
term  “gross  income”  includes  gains,  profits,  and  income  derived  from 
salaries,  wages,  or  compensation  for  personal  service  of  whatever  kind 
and  in  whatever  form  paid.  But  gross  income  does  not  include  all  that 
comes  in.  Certain  receipts  are  definitely  excluded  from  gross  income. 
Such  exclusions  would  be  proceeds  of  life  insurance  policies  paid  upon 
the  death  of  the  insured,  dividends  on  life  insurance  premiums,  the  value 
of  property  acquired  by  gift,  bequest,  devise,  or  descent,  interest  upon 
federal  and  state  obligations,  amounts  received  through  accident,  health, 
or  workmen’s  compensation  insurance,  alimony,  and  sums  received  for 
personal  damages,  such  as  libel,  slander,  or  breach  of  promise. 

Net  income  means  gross  income  less  deductions,  exemptions,  or 
“credits.”  Single  persons  have  an  exemption  of  $1,500  and  married 
persons  an  exemption  of  $3,500,  together  with  an  exemption  of  $400  for 
each  dependent  person.  Other  exemptions  include  bad  debts,  charitable 
contributions  and  gifts,  interest  on  indebtedness,  dividends  from  cor¬ 
porations  (exempt  from  normal  tax  but  not  from  surtax),  salaries  of 
state  officers  and  employees,  and  other  items.  The  final  calculation  leaves 

6  See  C.  C.  Plehn,  “Income  as  Recurrent,  Consumable  Receipts,”  American  Eco¬ 
nomic  Revieio,  Volume  XIV,  March,  1924,  p.  1  ff. 
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the  taxable  net  income,  or  statutory  net  income.  According  to  the  regu¬ 
lations  issued  by  the  Treasury  Department,  statutory  net  income  is 
substantially  identical  with  accounting  net  income.6 

The  rate  structure  rests  upon  a  distinction  between  normal  taxes 
and  surtaxes.  The  normal  tax  under  the  1924  law  is  2  per  cent  on  the 
first  $4,000  of  net  income,  4  per  cent  on  the  next  $4,000,  and  6  per  cent 
on  all  above  $8,000.7  The  surtaxes  apply  only  to  net  incomes  in  excess 
of  $10,000.  The  rates  begin  at  1  per  cent  and  rise  to  40  per  cent  on 
net  incomes  in  excess  of  $500,000.  The  surtaxes  are  in  addition  and 
not  in  lieu  of  the  normal  taxes,  so  that  a  net  income  of  $12,000,  for 
instance,  would  pay  a  normal  tax  on  the  full  amount  plus  a  surtax  on 
the  amount  in  excess  of  $10,000.  In  1918,  the  normal  tax  was  12  per 
cent  and  the  surtaxes  ran  as  high  as  65  per  cent  for  the  largest  incomes. 
These  rates  were  excessive,  and  were  only  justified,  if  they  were  justified 
at  all,  on  the  ground  that  war  emergency  required  extreme  measures. 

The  argument  has  been  strongly  urged  that  high  surtax  rates  are 
destructive  of  capital.  They  are  said  to  take  away  capital  from  the  well- 
to-do,  which  would  otherwise  be  used  for  productive  enterprise.  Also, 
they  are  said  to  drive  capital  into  tax-exempt  bonds  of  states,  munici¬ 
palities,  and  other  local  units  of  government,  and  to  encourage  wasteful 
and  extravagant  expenditures  on  their  part,  particularly  in  the  cities. 
Difficulty  comes  in  agreeing  at  what  precise  point  surtax  rates  should 
fall,  without  destroying  private  capital  and  discouraging  initiative.  The 
1924  act  reduced  surtax  rates  mildly,  but  not  enough  to  satisfy  many 
groups.  The  final  determination  of  rates  will  doubtless  remain  the  center 
of  further  political  controversy  and  experimentation. 

Even  though  surtaxes  be  reduced,  few  people  would  advocate  that  the 
principle  of  progression  be  abolished  altogether.  At  first,  progression 
was  bitterly  fought,  but  now  it  is  pretty  generally  conceded  that  pro¬ 
gression  is  necessary  if  income  taxation  is  to  square  with  the  canon  of 
ability  to  pay,  or  equality  of  sacrifice.  This  accepted  principle  does  not 
apply  with  equal  force  to  corporation  income  taxation.  There,  the  pro¬ 
portional  method  is  often  adhered  to  and  was  adopted  in  the  1924 
legislation. 

The  income  tax  presents  serious  problems  of  duplication,  or  multiple 
taxation.  Many  of  the  states  tax  non-residents,  who  are  also  subject  to 
income  tax  in  their  states  of  domicile.  Their  incomes,  in  addition  to 
being  subject  to  tax  in  two  states,  are  also  subject  to  the  income  tax  of 
the  federal  government.  The  federal  government,  moreover,  faces  the 
problem  of  taxing  alien  residents  and  resident  citizens  who  derive  income 
from  foreign  countries.  The  international  duplication  has  been  in  part 
remedied  by  applying  the  principle  of  reciprocity.  For  instance,  alien 
residents  of  the  United  States  may  deduct  from  taxes  payable  to  this 
country  the  amount  of  similar  taxes  paid  to  a  foreign  country,  if  the 

«  See  above,  p.  203,  footnote. 

i  Non-citizens  and  non-residents  must  pay  a  straight  0  per  cent  normal  tax  on 
all  net  income. 
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foreign  country  of  which  such  alien  residents  are  citizens,  in  imposing 
such  taxes,  allows  a  similar  credit  to  citizens  of  the  United  States  residing 
in  such  country.  In  spite  of  such  reciprocal  treatment,  however,  inter¬ 
national  comity  in  taxation  still  presents  many  problems.  The  problem 
of  inter-state  duplication  would  be  greatly  simplified  by  adoption  of  the 
principle  of  taxing  only  residents  of  the  state.  Many  states  are  un¬ 
willing  to  make  this  concession,  however,  because  they  believe  that 
well-to-do  outside  investors  in  property  of  the  state  drain  income  out 
of  the  state  without  returning  anything  to  the  state. 

A  distinction  is  now  drawn  between  earned  and  unearned  income. 
The  British  were  first  to  adopt  the  principle  that  earned  income,  derived 
from  wages,  salaries,  etc.,  should  be  taxed  less  heavily  than  unearned 
incomes,  derived  from  ownership  of  property.  For  purposes  of  tax 
administration  some  rather  arbitrary  methods  of  measuring  the  two 
kinds  of  income  were  introduced  into  the  1924  law  in  the  United  States. 
If  the  taxpayer’s  net  income  is  not  more  than  $5,000,  his  entire  net 
income  shall  be  considered  earned,  regardless  of  where  it  comes  from. 
But  not  more  than  $10,000  can  be  counted  as  earned  income,  even  if 
income  above  that  is  solely  in  the  form  of  personal  salary.  A  deduction 
of  25  per  cent  of  the  normal  tax  is  allowed  on  the  earned  income. 
Although  we  may  well  agree  with  the  principle  that  certain  forms  of 
earned  income  should  be  taxed  less  than  unearned  income,  nevertheless 
we  can  scarcely  approve  of  the  cumbersome  method  of  administration  of 
this  principle.  Unless  a  better  method  can  be  devised  of  applying  the 
principle,  it  is  doubtful  if  the  principle  will  continue  as  a  part  of  income 
tax  procedure. 

The  British  income  tax  employs  the  method  of  stoppage  at  the  source 
in  collection  of  the  income  tax.  The  tax  is  deducted  from  income  before 
the  taxpayer  gets  the  income.  The  government,  for  instance,  deducts 
the  tax  from  interest  on  its  own  bonds  before  disbursing  interest  to 
bondholders.  Private  debtors  likewise  must  deduct  the  stated  tax  from 
all  debt  payments,  so  that  creditors  receive  only  the  net  debts  after  the 
tax  is  out.  Corporation  shares  must  pay  the  tax  before  dividends  are 
disbursed.  Tenants  of  real  property  deduct  the  tax  from  the  rentals 
due  the  landlords.  Numerous  forms  of  income,  however,  cannot  be 
reached  by  stoppage  at  the  source,  and  hence  each  taxpayer  is  required 
to  make  out  a  declaration  of  income.  The  American  system  has  not 
made  stoppage  at  the  source  a  method  of  collecting  the  income  tax, 
although  certain  forms  of  it  have  crept  in.  The  most  conspicuous  form 
is  the  exemption  of  dividends  from  the  normal  tax  on  individual  in¬ 
comes,  and  the  taxing  of  the  corporation  income  directly  at  the  source. 
The  American  system  does,  however,  gather  information  at  the  source, 
by  requiring  all  employers  to  report  their  salary  and  wage  disburse¬ 
ments  to  the  internal  revenue  bureau.  The  bureau  can  check  back  over 
the  individual  declarations  to  make  sure  that  incomes  have  not  been 
understated. 

Centralized  administration  is  the  keynote  of  effective  enforcement  of 
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the  income  tax.  The  original  fear  that  evasions  would  be  universal  has 
not  been  warranted  in  fact,  because  centralized  state  and  federal  ad¬ 
ministration  has  been  reasonably  efficient  in  ascertaining  the  proper 
amount  of  taxable  income.  State  administration  has  particularly  to  face 
the  problem  of  relating  the  income  tax  to  the  property  tax.  In  some 
states,  the  income  tax  has  taken  the  place  altogether  of  the  property  tax 
in  state  revenue.  In  other  states,  the  classified  property  taxes,  in  mod¬ 
erate  forms,  are  used  in  conjunction  with  the  income  taxes.  In  many 
states,  the  receipts  of  the  income  tax  are  not  used  exclusively  for  state 
expenditure,  but  are  apportioned  in  part  among  the  local  communities. 
In  general,  the  adoption  of  income  taxes  has  lessened  reliance  upon  the 
general  property  tax. 

At  first,  it  was  assumed  that  complete  secrecy  about  income  tax 
returns  was  indispensable.  However,  certain  authorities  advanced  the 
doctrine  that  publicity  of  returns  would  help  in  preventing  individual? 
from  understating  income  and  escaping  taxation.  In  1924,  the  principle 
of  publicity  of  returns  was  established.  It  is  questionable  whether 
publicity  is  of  any  material  advantage. 

The  fiscal  adequacy  of  the  federal  income  tax  is  shown  in  the  follow¬ 
ing  table : 

The  Federal  Revenue  prom  the  Individual  Income  Tax  * 


Year 

Number  of 
Returns 

Net  Income 
of  Individuals 

Total  Tax 

Percentage 
Which  Total 
Taxes  on  Both 
Corporation  and 
Individual  In¬ 
comes  Are  of 
Entire  Ordinary 
Revenue 

1913 

357,598! 

$3,900,000,000 2 

$28,253,535 

1914 

357,515! 

4,000,000,000 

41,046,162 

9.7 

1915 

336,652! 

4,600,000,000 

67,943,595 

11.4 

1916 

437,036! 

6,300,000,000 

173,386,694 

15.9 

1917 

3,472,890 3 

13,700,000,000 

691,492,954 

32.0 

1918 

4,425,114 3 

16,000,000,000 

1,127,721,835 

67.8 

1919 

5,332,7603 

19,900,000,000 

1,269,630,104 

55.6 

1920 

7,259,944  3 

23,700,000,000 

1,075,053,686 

59.0 

1921 

6,662,176 3 

19,600,000,000 

719,387,106 

57.8 

1922 

6,787,481 3 

21,400,000,000 

861,057,308 

50.8 

1924 

7,298,481 

25,000,000,000 

689,134,185 

45.9 

*  Statistics  of  Income,  Bureau  of  Internal  Revenue,  1922,  p.  32. 

1  Returns  reporting  net  income  of  $3,000  and  over. 

2  Determined  on  the  basis  of  the  number  of  returns  filed  and  the  average  net  income 
in  each  class. 

3  Returns  reporting  net  income  of  $1,000  and  over. 


The  income  taxes,  both  individual  and  corporation,  are  among  the 
most  flexible  sources  of  revenue.  By  careful  adjustment  of  rates  from 
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year  to  year,  tlie  income  taxes  can  be  made  to  yield  revenues  suited  to 
the  needs  of  government  In  this  respect,  the  income  taxes  show  marked 
superiority  over  the  customs  duties. 

Finally,  it  should  be  rioted  that  income  taxation  is  a  manifestation  of 
a  changing  social  philosophy.  The  public  conviction  that  glaring  in¬ 
equalities  of  income  should  be  curbed,  and  that  the  distribution  of 
wealth  should  be  more  nearly  democratized,  has  been  behind  the  wave 
of  income  taxation. 

War  and  Excess  Profits  Tax. — The  World  War  gave  rise  to  special 
taxes  on  the  profits  of  corporations.  The  intent  of  these  taxes  was  not 
merely  to  obtain  revenue,  but  also  to  take  from  individuals  some  of  the 
gains  of  war  profiteering.  Two  main  forms  may  be  noted:  the  “war 
profits”  taxes  and  the  “excess  profits”  taxes.  War  profits  were  esti¬ 
mated  by  comparing  current  profits  with  average  pre-war  profits  of 
corporations.  At  the  height  of  this  tax  in  1918,  the  rate  of  taxation  rose 
to  80  per  cent  of  abnormal  profits.  In  analyzing  the  second  form,  the 
excess  profits  tax,  one  must  seek  for  a  definition  of  “excess.”  Excess 
above  what?  The  base  used  was  an  assumed  rate  of  earnings  of  8  per 
cent  on  invested  capital.  The  assumption  that  8  per  cent  was  a  normal 
rate  was  somewhat  arbitrary.8  Super-normal  income  was  taxed  in  1918 
at  rates  graduated  from  30  to  65  per  cent.  These  war  and  excess  profits 
taxes  yielded  more  than  $5,000,000,000  revenue  in  three  years  of  opera¬ 
tion. 

In  spite  of  their  efficacy  in  raising  revenue,  these  taxes  met  with 
stubborn  opposition  from  business  men  everywhere,  and  they  were  re¬ 
pealed  beginning  with  1922.  It  was  claimed  that  they  were  unjust,  that 
they  penalized  enterprise,  that  they  destroyed  capital,  and  that  they 
raised  prices.  A  statistical  survey  of  the  consequences  of  these  taxes 
does  not  clearly  substantiate  the  criticisms  hurled  at  them,  but  rather 
supports  the  conclusion  that  their  alleged  harmful  effects  were  grossly 
exaggerated.9  The  method  of  computing  excess  profits  was  doubtless 
fallacious  from  an  accounting  as  well  as  from  an  economic  standpoint, 
but  the  principle  of  taxing  surpluses  was  in  harmony  with  sound 
economic  theory.  It  is  not  unlikely  that  the  principle  may  be  revived 
when  the  war  experience  has  been  forgotten,  and  better  methods  of 
computation  and  administration  have  been  devised. 

Inheritance  and  Gifts  Taxes. — New  York  State  adopted  a  modern 
form  of  inheritance  tax  in  1885,  and  since  that  time  the  tax  has  so 
widely  commended  itself  that  all  of  the  states  but  two  have  adopted 
it  in  some  form  or  other.  The  federal  government  imposed  inheritance 
taxes  during  the  Civil  and  Spanish-American  Wars,  but  both  measures 
were  temporary.  The  serious  development  of  the  federal  tax  began  with 
the  law  of  1916.  The  inheritance  tax  is  thus  a  comparatively  recent 
development. 

s  An  exemption  of  $3,000  was  also  allowed  in  computing  the  normal  return. 

9  See  David  Friday,  Profits,  Wages  and  Prices,  Chapters  XI-XII,  and  in  Pro¬ 
ceedings  of  National  Tax  Association,  1924,  pp.  306-315. 
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Taxes  on  estates  may  be  imposed  in  either  of  two  ways:  first,  they 
may  be  imposed  upon  the  right  of  the  deceased  to  transmit  property, 
and  then  fall  upon  the  net  estate  as  a  unit ;  second,  they  may  be  im¬ 
posed  upon  the  right  of  the  heirs  to  receive  property,  and  then  fall 
upon  the  separate  distributive  shares  of  the  heirs.  Nearly  all  of  the 
state  laws  tax  the  distributive  shares,  but  the  federal  law  taxes  the  net 
estate.  The  federal  method  of  treating  the  estate  as  a  unit  greatly 
simplifies  the  administration  of  the  law,  but  the  method  of  the  states  of 
treating  differently  the  distributive  shares  is  more  equitable  for  the 
heirs.  Economists  as  a  rule  are  inclined  to  favor  the  method  of  dis¬ 
tributive  shares. 

The  federal  law  exempts  the  first  $50,000  of  an  estate.  In  addition, 
it  exempts  $40,000  of  life  insurance  payable  to  a  stated  beneficiary,  thus 
making  possible  a  total  exemption  of  $90,000.  The  rates  on  the  taxable 
excess  begin  at  1  per  cent  and  rise  to  40  per  cent  on  amounts  in  excess 
of  $10,000,000.10  The  rates  are  progressive  according  to  a  rather  steep 
schedule.  In  the  state  levies,  the  range  of  rates  on  direct  heirs  runs 
from  1  to  3  per  cent  in  Michigan  to  2  to  14  per  cent  in  Illinois,  and 
on  collateral  heirs  as  high  as  25  per  cent  in  Oregon  and  40  per  cent  in 
Wisconsin.  There  is  a  great  deal  of  opposition  to  rates  as  high  as 
those  imposed  in  the  federal  law,  on  the  ground  that  they  exceed  what 
the  traffic  will  bear.  It  is  said  that  they  force  men  to  evade  the  tax, 
and  are  not  as  remunerative  as  more  moderate  rates  would  be.  The 
decline  in  the  return  from  federal  estate  taxes  indicated  in  the  table 
below  is  cited  by  the  Treasury  Department  as  presumptive  proof  that 
the  excessive  rates  already  are  drying  up  this  source  of  revenue: 

Returns  from  Federal  Estate  Taxes 


1921  .  $154,000,000 

1922  .  139,000,000 

1923  .  126,000,000 

1924  .  102,000,000 


The  most  common  method  of  evasion  in  the  past  has  been  to  give 
away  one’s  estate  before  death.  In  order  to  check  this  leak,  the  act  of 
1924  taxes  gifts  and  donations  at  the  same  rate  as  estates.  An  exemption 
of  $50,000  is  allowed,  and  an  exemption  is  permitted  of  all  gifts  and 
contributions  for  public,  religious,  charitable,  scientific,  or  educational 
purposes.  Thus,  benefactions  are  not  taxed,  but  gifts  from  one’s  estate 
to  heirs  before  death  are  taxed  as  heavily  as  the  estate  would  be  after 
death.11  The  efficacy  of  this  device  in  preventing  evasion  can  only  be 
ascertained  by  the  process  of  experimentation  in  enforcing  the  law. 

10  In  calculating  the  net  estate,  the  following  are  some  of  the  deductions  allow¬ 
able  from  the  gross  estate:  funeral  expenses,  administration  expenses,  executor’s 
commissions,  attorney’s  fees,  certain  forms  of  taxes,  unpaid  mortgages,  and  be¬ 
quests  for  religious,  charitable,  scientific,  or  educational  purposes. 

11  Gifts  and  transfers  made  “in  contemplation  of  death”  are  not  exempt  from 
the  estate  tax,  and  gifts  made  within  two  years  prior  to  death  shall,  unless  shown 
to  the  contrary,  be  deemed  to  have  been  in  contemplation  of  death. 
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Where  the  tax  is  levied  on  the  distributive  shares,  as  in  most  of  the 
state  laws,  both  the  rate  of  progression  and  the  method  of  exemption 
varies  with  direct  and  collateral  heirs.  Wife  and  children  are  usually 
direct  heirs,  and  more  distant  relatives  are  collateral  heirs.  The  funda¬ 
mental  assumption  is  that  direct  heirs  should  be  taxed  less  heavily  than 
collateral  heirs.  Most  of  the  states  allow  more  liberal  exemptions  to  the 
direct  heirs,  and  impose  less  steeply  graduated  taxes  upon  their  shares. 
In  1922,  the  states  collected  $66,128,000  from  inheritance  taxes. 

Much  discussion  has  centered  around  the  question  whether  the  states 
or  the  federal  government  should  have  the  inheritance  tax  as  a  main 
source  of  revenue.  The  weight  of  opinion  inclines  toward  restricting 
the  field  to  the  exclusive  exploitation  of  the  states.  The  evils  of  dupli¬ 
cation  among  the  states  have  led,  moreover,  to  the  suggestion  that  the 
federal  government  collect  the  tax,  and  then  divide  it  with  the  several 
states  on  some  equitable  basis.  This  proposal  has  so  far  been  rejected 
by  the  states  as  too  great  an  invasion  of  the  rights  of  home  rule.  Owing 
to  duplication,  overlapping,  taxation  of  non-residents  as  well  as  resi¬ 
dents,  and  non-uniform  administration,  it  is  possible  now  for  an  estate 
to  be  taxed  more  than  100  per  cent  of  its  value.12  The  states  now  engage 
in  a  sort  of  cut-throat  competition  to  pounce  upon  the  lion’s  share  of 
inter-state  inheritances,  and  the  result  is  to  jeopardize  the  sound  enforce¬ 
ment  of  the  law.  Reforms  to  eliminate  retaliations,  duplications,  in¬ 
equalities,  and  discriminations  are  urgently  needed.  To  achieve  these 
reforms,  greater  centralization  of  administration  is  imperative. 

Finally,  it  must  not  be  overlooked  that  estate  taxes  introduce  serious 
social  questions.  A  primary  motive  in  the  adoption  of  such  taxes  has 
been  to  prevent  the  accumulation  and  perpetuation  of  large  fortunes. 
By  breaking  up  the  great  fortunes,  it  has  been  hoped  to  preserve  a  more 
democratic  diffusion  of  wealth.  But  over  against  this  social  motive  must 
be  set  the  danger  of  discouraging  accumulation  and  of  killing  incentive. 
Men  may  cease  striving  to  make  fortunes,  if  all  that  they  can  look 
forward  to  is  having  their  wealth  taken  away  from  their  families  at 
death.  As  yet,  there  is  no  evidence  that  the  inheritance  taxes  have 
destroyed  incentive.  It  is  well,  however,  to  keep  the  caution  in  mind. 
By  trial  and  error,  a  balance  must  be  struck  between  the  dispersion  of 
large  fortunes  and  the  preservation  of  incentive. 

The  Increase  of  Public  Debt. — The  recent  increases  in  public  debts  of 
local,  state,  and  federal  governments  are  shown  in  the  table  on  page  737. 

The  cause  of  state  and  local  debt  expansion  is  the  development  of 
public  works  and  the  expansion  of  social  activities  of  government.  High¬ 
ways  and  public  school^  have  been  primary  objects  of  state  and  local 
expenditure  from  funds  raised  by  bond  issue.  Municipal  debts  are  far 
heavier  than  state  debts,  largely  because  of  the  more  extensive  social 
functions  of  city  governments. 

12  It  is  theoretically  possible  to  tax  more  than  300  per  cent  of  the  value  of  an 
estate  under  existing  laws. 
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The  cause  of  the  recent  great  increase  of  national  debt  was  the  World 
War.  The  national  debt  of  the  United  States  increased  from  $1,028,- 
564,000  in  1912  to  $22,155,886,000  in  1922.  As  a  partial  offset,  European 
nations  are  heavy  debtors  of  the  United  States  government,  the  European 
debts  to  the  United  States  amounting  at  the  beginning  of  1924  to  about 
$11,800,000,000.  This  European  obligation  does  not  include  private 
investments  by  Americans  in  foreign  securities,  which  would  amount 
to  about  $9,000,000,000  in  addition.  We  are  not  here  concerned,  how¬ 
ever,  with  the  commercial  loans  to  Europe,  but  only  with  the  war  loans. 

Per  Capita  Net  Debt  * 


1890 

1912 

1922 

Total  . 

$31.76 

13.60 

3.37 

14.79 

$49.97 

10.59 

3.57 

35.81 

$283.70 

203.78 

8.64 

71.32 

Nation  . 

States  . 

All  otlipr  govprnmpnt . 

*  United  States  Census  Bureau,  Wealth ,  Debt  and  Taxation ,  1922. 


The  per  capita  debts  in  leading  countries  increased  greatly  between 
1914  and  1923.  The  following  table  indicates  the  extent  of  the 
increase : 13 


Per  Capita  National  Debts,  Both  Internal  and  External 
(In  dollars  of  1913  value) 


1914 

1923 

Great  Britain  . 

$74.69 

164  95 

$521.34 

505.77 

6.65 

203.78 

France  . 

Germany  . 

18  90 

United  States  . 

10.48 

The  inter-ally  war  debts  of  all  European  countries  amounted,  with 
accrued  interest,  to  $28,261,000,000  in  1923.  This  represents  purely  the 
external  debts  of  these  countries.  The  internal  debts  were  much  greater. 
For  all  the  allied  countries,  the  internal  debts  totalled  about  $154,000,- 
000,000,  or  about  six  times  the  external  debts. 

The  best  method  of  measuring  the  comparative  burden  of  the  war 
debts  is  to  ascertain  the  per  cent  which  per  capita  debt  is  of  per  capita 
wealth  in  each  country. 

13  H.  E.  Fisk,  The  Inter-ally  Debts,  pp.  324-342. 
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In  the  European  countries,  the  debts  were  about  one-third  of  the 
national  wealth,  but  in  the  United  States  only  about  one-fifteenth  of 
the  national  wealth. 


Per  Cent  Which  Per  Capita  Debt  Was  op  Per  Capita  Wealth  in  1923  * 


Great  Britain  .  35.00 

Prance  .  34.07 

Italy .  30.76 

United  States . . . 6.35 


*  Ibid.,  p.  343. 


It  was  inevitable  that  these  enormous  debt  burdens  should  result  in 
corresponding  increases  of  taxation. 


Per  Capita  Tax  Comparisons  * 


Tax  Per  Capita 

Per  Cent  Which  Tax 
Was  of  Per  Capita 
Income 

1900 

1913 

1922 

1924 

1900 

1913 

1924 

United  States  . . . 

$18.18 

$22.94 

$72.29 

$70.30 

7.77 

6.68 

11.06 

United  Kingdom  . 

20.28 

26.89 

107.54 

99.43 

9.99 

11.29 

24.77 

France  . 

19.30 

25.12 

80.97 

94.23 

14.96 

14.11 

20.01 

*  See  E.  R.  A.  Seligman.  in  These  Eventful  Tears,  pp.  433-439.  See  also  National 
Industrial  Conference  Board,  Report  No.  55,  Taxation  and  National  Income,  pp.  22-46,  and 
Seligman,  Studies  in  Public  Finance,  p.  43. 


Seligman  estimates  that  for  the  entire  period  of  the  war,  only  about 
17  per  cent  of  the  expenses  were  defrayed  by  taxation  in  Great  Britain, 
and  21  per  cent  in  the  United  States.  These  two  countries  derived  a 
larger  proportion  from  taxes  than  most  of  the  other  belligerents.  Much 
discussion  has  centered  around  the  proposition  that  in  time  of  war 
income  should  be  conscripted  as  well  as  man  power.  The  broad  justice 
of  such  a  proposal  is  apparent,  but  the  feasibility  of  it  is  a  different 
matter.  The  business  mechanism  is  a  pecuniary  mechanism,  a  money 
economy.  To  conscript  income  on  a  basis  adequate  to  finance  a  war 
would  disrupt  the  smooth  working  of  a  money  economy.  The  incentive 
of  money  gains  would  be  affected  so  unfavorably  that  the  whole  pecuniary 
mechanism  might  slow  up.  This  collapse  could  not  be  allowed  to  occur 
at  the  very  time  when  maximum  productivity  was  indispensable.  The 
conscription  of  income  would  jeopardize  the  efficacy  of  the  whole  money 
economy  and  productive  organization.  Doubtless,  war  revenues  could 
be  more  largely  derived  from  taxation  than  was  the  case  in  the  last  war, 
especially  in  the  earlier  years  of  that  war.  The  leading  belligerents  at 
the  height  of  their  burden  were  imposing  taxes  of  50  to  80  per  cent  on 
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the  larger  incomes.  This  was  not  far  removed  from  conscription  of 
such  incomes.14 

During  the  years  following  the  war,  the  debt  entanglements  have 
been  a  stubborn  hindrance  to  recoveiy.  For  five  years  following  the 
World  War,  the  network  of  reparations,  intei'-ally  debts,  and  internal 
debts,  served  to  suppress  the  productive  energies  of  the  nations  involved. 
The  resources  were  there  to  be  used,  the  man-power  was  there,  the  facili¬ 
ties  were  there,  but  the  money  economy  was  out  of  balance  because  the 
debts  hung  like  a  pall  over  those  nations.  Gradually  a  process  of  funding 
the  debts  into  long-term  obligations,  of  balancing  budgets  and  removing 
deficits,  and  of  checking  inflation,  released  the  productive  energies  of 
the  people.  The  legacy  of  war  is  a  mass  of  loans  which  smother  pro¬ 
ductive  capacity.  If  loans  and  debts  are  inevitable  in  war  financing,  then 
the  consequences  of  war  are  indeed  onerous  for  succeeding  generations.15 

Turning  to  the  problem  of  state  and  local  debts,  we  find  that  although 
war  loans  are  no  part  of  their  debts,  nevertheless  war  influences  have  had 
important  indirect  effects  upon  them.  During  the  war,  states  and  cities 
let  their  properties  run  down.  New  building  came  to  a  halt.  Main¬ 
tenance  was  narrowly  restricted.  As  soon  as  the  war  was  over,  public 
buildings  had  to  be  constructed,  roads  had  to  be  built,  streets  had  to  be 
paved,  and  school  buildings  had  to  be  brought  up  to  requirements.  The 
states  and  local  communities  faced  an  extraordinary  need  for  public 
works.  They  could  not  raise  the  funds  suddenly  by  taxation  and  so 
resorted  to  bond  issue.  The  total  of  bond  issues  by  state  and  local 
governments  in  the  last  war  year,  1918,  was  only  $297,000,000,  but  in 
1921,  and  each  year  thereafter,  it  was  more  than  $1,000,000,000. 

The  growing  burden  of  state  and  local  debt  has  been  alarming.  It 
has  been  asserted  that  these  expenditures  are  a  proof  of  public  extrava¬ 
gance  and  waste.  Moreover,  it  has  been  claimed  that  a  paramount  cause 
of  such  extravagance  is  the  practice  of  making  public  securities  tax 
exempt.  Part  of  the  federal  obligations  are  tax  exempt,  and  all  state 

14  Seligman  has  said,  “In  order  to  raise  even  one-half,  not  to  speak  of  the 
total,  of  the  nineteen  billions  that  were  asked  for  in  1918  and  of  the  still  larger 
sums  which  would  be  needed  as  the  war  progressed,  it  would  have  been  necessary 
not  only  to  take  by  taxation  most  of  the  smaller  incomes  and  virtually  all  of  the 
larger  incomes,  but  also  to  confiscate  virtually  all  of  business  profits,  and  finally, 
after  levying  crushing  taxes  on  consumption,  to  take  such  part  of  the  existing 
private  property  of  the  United  States  as  could  find  a  ready  market  abroad.” 
Essays  in  Taxation,  9th  edition,  p.  746.  See  also  E.  L.  Bogart,  War  Costs  and 
Their  Financing,  especially  pp.  317-321,  and  O.  M.  W.  Sprague,  Loans  and  Taxes  in 
War  Finance,  American  Economic  Review,  Supplement,  Volume  VII,  1917,  p.  109  fT. 

is  Economics  points  out  that  so  far  as  internal  debt  is  concerned,  the  war  is 
paid  for  as  soon  as  it  is  over.  This  is  true  in  the  purely  physical  sense.  The 
munitions  and  other  materials  destroyed  in  war  must  be  produced  before  they  can 
he  used,  and  if  they  have  already  been  produced,  the  war  is  fully  paid  for  physically 
on  armistice  day.  Thereafter,  it  must  be  paid  for  financially.  This  is  the  ob¬ 
noxious  payment.  It  consists  of  forcing  one  class,  the  taxpayers,  to  pay  over  to 
another  class,  the  bondholders,  the  war  debt.  The  country  is  neither  richer  nor 
poorer  by  this  transfer.  There  has  simply  been  an  exchange  of  money  between  two 
classes  within  the  country.  Nothing  has  passed  out  of  the  country  by  that  exchange. 
One  class  gains  what  the  other  class  loses.  To  the  extent  that  taxpayers  are  them¬ 
selves  bondholders,  they  are  paying  the  debt  to  themselves. 
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and  municipal  obligations  are  exempt  from  federal  taxation.  State  tax 
exemption  is  also  widespread.  According  to  the  critics  of  tax  exemption, 
the  practice  encourages  the  growth  of  public  indebtedness  and  tends  to 
divert  capital  from  productive  enterprise.  Concerted  effort  has  been 
brought  to  bear  to  secure  an  amendment  to  the  federal  constitution 
eliminating  tax  exemptions,  but  the  proposed  amendment  failed  to  pass 
the  House  of  Representatives  in  1924. 

The  total  amount  of  wholly  tax-exempt  securities  outstanding  in  1924 
has  been  estimated  at  $15,107,000,000,  of  which  more  than  three-fourths 
were  securities  of  states,  counties,  and  cities.  In  1912,  there  were  less 
than  one-third  this  amount  outstanding.16  The  rate  of  growth  in  the 
last  decade  has  been  rapid.  But  whether  this  growth  indicates  extrava¬ 
gance  and  waste  on  the  part  of  government  is  a  debatable  question. 
Certainly  the  building  of  roads  has  been  a  necessity,  and  is  just  as  truly 
a  productive  effort  as  any  form  of  private  enterprise.  Certainly  the 
building  of  schools  has  been  a  necessity,  and  is  a  genuinely  productive 
function.  These  two  forms  of  expenditure  have  been  the  main  cause  of 
the  growth  of  tax-exempt  security  issues.  It  may  be  that  some  road 
building  has  been  needlessly  expensive.  It  may  be  that  some  public 
schools  have  been  too  elaborate  or  ornate.  But  it  is  doubtful  whether 
such  extravagance  is  of  serious  proportions.  Fundamentally,  the  ex¬ 
penditures  have  been  productive  and  they  have  been  necessary.17 

Although  the  alleged  evils  of  tax  exemption  are  doubtless  exag¬ 
gerated,  nevertheless  it  does  not  follow  that  exemption  is  a  good  thing. 
Tax  exemption  tends  to  enable  the  higher  incomes  to  escape  from  the 
full  brunt  of  the  income  surtaxes.  Tax  exemption  aids  tax  evasion. 
Yet  the  evasion  is  not  as  great  as  it  might  appear.  If  a  city  builds  a 
public  school  by  issuing  4  per  cent  tax-exempt  bonds,  the  city  is  enjoy¬ 
ing  the  economy  which  goes  with  low  interest  burden.  What  it  thus 
saves  in  interest,  it  does  not  have  to  raise  at  all  by  taxation.  The 
local  taxpayers  suffer  a  lighter  burden  wherever  funds  can  be  raised 
at  low  interest  rates.  If  the  saving  in  interest  to  the  city  were  exactly 
equal  to  the  tax  evasion  gained  by  the  holder  of  the  securities,  obviously 
there  would  be  neither  gain  nor  loss  in  the  long  run.  What  the  rich 
investor  gained  by  tax  evasion,  he  would  lose  by  receiving  only  a  very 
low  rate  of  interest.  AVhat  the  municipality  gained  by  marketing  securi¬ 
ties  at  low  interest  cost,  it  could  pass  on  to  the  citizens  in  the  form  of 
lightened  taxes.  But  in  fact,  it  has  been  found  that  gain  and  loss  are 
not  exactly  equal.  The  rich  investor  tends  to  save  more  in  taxes  than 
he  loses  in  taking  the  lower  interest  rate.  Consequently,  tax  exemption 
costs  the  government  more  in  taxes  than  it  saves  them  in  interest.  There 
would  thus  be  an  advantage  in  eliminating  the  tax  exemptions  now 
obtaining. 

There  is  no  absolute  rule  for  properly  regulating  the  amount  of  public 

16  Mellon,  A.  W.,  Taxation,  The  People's  Business,  pp.  199-201. 

17  See  T.  S.  Adams,  Proceedings  of  the  National  Tax  Association,  1922,  pp. 
269-285. 
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indebtedness.  No  arbitrary  blanket  rule  suffices.  Changing  conditions 
and  circumstances  alter  the  problem  of  public  debts  in  fundamental 
ways.  In  general,  it  is  unjustifiable  to  use  public  debt  as  a  means  of 
meeting  purely  current  and  ordinary  expenses.  Debt  should  be  incurred 
only  for  unforeseen  emergencies,  extraordinary  needs,  and  capital  out¬ 
lays.  In  general,  public  debt  incurred  to  enable  government  to  engage 
in  public  ownership  and  operation  of  such  industries  as  waterworks  and 
utilities,  where  private  enterprise  has  proved  inadequate,  is  justifiable. 
But  even  in  such  cases,  it  is  doubtful  if  debt  is  justifiable  unless  public 
ownership  can  be  run  on  a  cost  paying  basis.  Cost  must  include  not 
merely  current  expenses,  but  depreciation  and  maintenance,  and  a  sink¬ 
ing  fund  for  the  gradual  retirement  of  the  principal  of  the  indebtedness. 
Moreover,  in  general,  public  debt  is  justifiable  for  capital  outlays  to 
secure  some  essential  public  purpose.  Outlay  for  highways  or  schools 
would  come  under  this  classification.  The  initial  expense  of  such 
projects  is  so  great  that  it  must  be  spread  over  a  period  of  years  by 
the  use  of  the  public  credit.  Economy  is  better  than  lavish  expenditure, 
of  course,  and  very  often  the  governments  tend  to  sin  on  the  side  of 
lavishness  rather  than  of  thrift.  These  general  considerations  are  of 
primary  importance  in  holding  public  expenditure  by  debt  creation  in 
check,  and  even  though  they  do  not  apply  in  any  arbitrary  and  uniform 
manner,  nevertheless  their  influence  is  perceptible  and  important  in 
guiding  the  course  of  government  economy. 

The  Fiscal  Budget. — The  proper  coordination  of  receipts  and  ex¬ 
penditures  requires  careful  planning,  or  budgeting.  The  preparation  of 
the  budget  involves  a  careful  analysis  of  income,  both  present  and  pro¬ 
spective,  and  a  limitation  of  expenditures  to  correspond  with  total 
revenues.  A  budget  aims  to  balance  income  and  outgo.  The  executive 
branch  of  the  government  is  best  qualified  to  prepare  the  budget.  Some 
form  of  bureau  or  commission,  responsible  to  the  executive,  is  the  most 
acceptable  administrative  plan.  Probably  the  best  case  of  executive 
budgeting  is  that  of  the  British  government,  where  that  function  de¬ 
volves  on  the  Treasury  and  Ministry  of  Finance.  The  House  of  Commons 
cannot  entertain  appropriation  measures  except  those  coming  through 
this  channel.  American  constitutional  traditions  are  such  that  the 
executive  must  work  in  cooperation  with  the  legislative  branch  in  the 
formulation  of  the  budget.  In  the  federal  government,  the  President 
prepares  the  estimates,  but  members  of  Congress  have  the  power  to 
introduce  appropriation  and  taxation  bills.  In  the  state  governments, 
many  variations  of  this  type  of  relationship  appear.  In  general,  the 
legislatures  retain  the  right  to  initiate  all  legislation.  Budgetary  prac¬ 
tice  in  the  United  States  is  in  its  formative  stage,  and  although  it  is 
not  satisfactory,  it  is  now  developing  in  the  right  direction. 

The  Shifting  and  Incidence  of  Taxation.— Probably  no  phase  of 
public  finance  interests  the  public  more  than  the  question  of  who  ulti¬ 
mately  pays  the  taxes.  Many  theories  have  been  advanced  in  explana¬ 
tion  of  the  shifting  of  taxes,  but  there  is  not  space  here  to  discuss  them 
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separately.  For  our  purposes,  it  is  necessary  to  distinguish  between 
different  classes  of  taxes.  Some  taxes  can  be  shifted,  whereas  others 
cannot.  Some  can  be  shifted  partially,  some  completely,  and  some  by 
more  than  the  amount  of  the  tax. 

Poll  taxes  under  all  ordinary  conditions  cannot  be  shifted,  since 
there  is  no  further  price  transaction  by  which  they  can  be  passed  on. 
Likewise,  inheritance  taxes  cannot  be  shifted,  for  there  is  no  further 
purchase  and  sale  by  which  the  tax  can  be  transferred.  Income  taxes, 
for  the  most  part,  cannot  be  shifted.  This  conclusion  is  contrary  to  the 
popular  assumption,  but  there  is  good  economic  ground  for  the  position. 
As  explained  earlier,  the  price  of  a  product  tends  to  reach  the  point 
where  it  will  just  sustain  the  marginal  concern  in  business.  Marginal 
concerns  fix  the  price  for  all  concerns.  But  marginal  concerns  are  no- 
profit  concerns,  and  therefore  pay  no  income  tax.  The  only  concerns 
which  can  pay  an  income  tax  are  those  which  make  a  net  income,  and 
such  concerns  are  not  marginal.  They  have  lower  costs  than  marginal 
concerns,  but  sell  at  the  same  price.  It  is  not  enhanced  prices  but 
reduced  costs  which  explain  profits.  Since  marginal  concerns  pay  no 
income  tax,  obviously  the  tax  cannot  raise  the  marginal  price.  The 
income  tax  falls  not  on  margins  but  on  surpluses.  If  a  concern  which 
is  taxed  on  surplus  income  tries  to  shift  the  tax  by  raising  prices,  the 
only  consequence  will  be  a  decline  of  sales.  They  will  be  spiting  them¬ 
selves  in  the  long  run.  A  general  tax  on  income  cannot  be  materially 
shifted.  By  way  of  exception,  it  may  be  noted  that  if  one  special  class 
of  incomes  is  singled  out  for  taxation,  the  isolated  class  may  be  able 
successfully  to  shift  the  burden.  Capital  will  be  driven  out  of  the 
oppressed  class  of  industry,  production  will  become  scarce,  and  scarcity 
will  force  prices  up.  But  a  well-diversified  income  tax  cannot  be  shifted 
in  this  way,  because  capital  discontented  in  one  line  has  no  other  place 
to  go.  All  lines  face  the  same  tax  load. 

A  tax  on  economic  rent  of  land  or  on  monopoly  cannot  be  shifted. 
Let  us  assume  that  a  man  has  bought  land  at  a  price  of  $400.  The  rent 
or  income  is  $20.  Thereafter,  a  tax  of  $5  is  levied.  The  new  net  income 
is  only  $15.  What  will  a.  prospective  purchaser  pay  for  the  land? 
Obviously,  he  will  pay  a  price  equal  to  the  capitalized  value  of  the  new 
net  income.  Taking  the  same  rate,  5  per  cent,  in  both  cases,  we  find 
that  the  new  net  income  capitalizes  at  $300.  The  old  owner  cannot  sell 
his  $400  land  for  more  than  $300  to  any  intelligent  buyer.  The  tax  of 
$5  is  capitalized,  and  the  $100  value  so  ascertained  is  deducted  from 
the  original  price  of  the  land.  The  original  landowner  pays  the  tax. 
He  cannot  shift  it  to  the  new  purchaser.18 

is  The  Physiocrats,  who  believed  that  agricultural  uses  of  land  were  alone  pro¬ 
ductive,  advocated  the  impot  unique,  or  single  tax,  on  land.  Henry  George,  who 
desired  to  correct  the  concentration  of  land  ownership,  especially  in  California, 
revived  this  doctrine,  and  vigorously  applied  it  to  modern  conditions,  in  his  famous 
book  on  Progress  and  Poverty.  Several  features  of  this  proposal  may  he  noted 
briefly.  First,  the  single  tax  is  a  measure  of  social  reform  primarily,  and  only 
incidentally  of  revenue.  It  is  intended  to  .decentralize  ownership,  destroy  private 
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A  tax  on  monopoly  cannot  affect  the  primary  force  which  determines 
monopoly  price,  namely,  all  that  the  traffic  will  bear.  The  monopoly 
price  will  be  fixed  at  that  level  to  begin  with,  and  the  tax  will  have 
nothing  to  do  with  what  the  traffic  will  bear.  Any  addition  to  monopoly 
price  designed  to  cover  the  tax  would  simply  penalize  the  monopolist 
by  cutting  down  sales  so  much  that  his  net  earnings  would  be  less  than 
at  the  original  price. 

Excise  taxes,  especially  taxes  on  consumers’  goods,  are  shifted  to 
the  consumer  in  large  part.  Indeed,  they  are  likely  to  be  shifted  not 
only  by  the  original  amount  of  the  tax,  but  by  something  in  excess.  The 
tax  is  pyramided  when  it  is  passed  on.  Import  duties  are  generally 
shifted,  in  whole  or  in  part,  although  under  certain  circumstances,  some 
of  them  are  not  shifted  at  all.  The  American  tax  on  sugar  and  wool 
tends  to  be  shifted  in  excess  of  the  duties  collected,  because  part  of  the 
product  is  grown  at  home,  and  this  part  sells  at  the  enhanced  price 
obtained  for  the  imported  product,  although  no  duty  is  collected  on  it. 
On  the  other  hand,  the  tariff  on  wheat  is  probably  not  shifted  at  all, 
because  the  United.  States  produces  an  exportable  surplus,  and  prices  are 
fixed  by  world  supply  and  demand.19 

The  basic  distinction  wlfich  underlies  all  discussion  of  shifting  and 
incidence  is  that  between  margin  and  surplus.  A  tax  on  marginal 
industry  tends  to  be  shifted  fully,  but  a  tax  on  surplus  tends  not  to  be 
shifted  at  all.  Surplus  is  not  a  part  of  cost  of  production,  but  is  due 
to  the  fact  that  many  concerns  can  produce  at  less  than  the  marginal 
cost,  although  they  sell  at  the  general  price  fixed  by  the  marginal  con¬ 
cern.  Yet  even  this  basic  distinction  must  not  be  taken  in  any  absolute 
form.  The  individual  peculiarities  of  each  tax  require  analysis  in  light 
of  the  separate  problems  which  they  raise.  The  whole  theory  of  incidence 
suffers  from  the  fact  that  it  is  only  a  theory,  and  lacks  adequate  statistical 
verification.  The  theoretical  principles  are  useful,  but  should  not  be 

profit  in  land,  and  redistribute  wealth.  Second,  the  incidence  of  the  single  tax  is 
on  the  land  owner.  The  tax  would  stay  put  where  the  single  taxer  wants  it,  and 
would  not  be  shifted  to  consumers  or  diffused  throughout  the  community.  Third, 
the  economic  assumptions  underlying  the  proposal  are  that  land  is  the  gift  of 
nature,  that  man  did  not  produce  it,  that  landlords  derive  rent,  or  income,  from 
it  purely  because  of  the  scarcity  of  the  better  grades  of  land,  that  such  income 
is  wholly  unearned,  is  not  the  result  of  effort,  is  utterly  undeserved,  and  that  it 
should  therefore  revert  to  society  through  the  channel  of  the  single  tax.  Fourth, 
the  proposal  is  defective  in  that  it  would  yield  an  inflexible  amount  of  revenue,  and 
would  alternately  be  fiscally  over-adequate  and  under-adequate.  Fifth,  the  rent  or 
surplus  of  land  should  not  be  singled  out  for  exclusive  penalty,  but  surpluses 
wherever  found,  in  all  branches  of  economic  life,  should  equally  bear  the  burden  of 
taxation.  Sixth,  to  impose  a  single  tax  on  land  already  in  private  ownership 
would  confiscate  the  rent,  and  so  confiscate  the  entire  value  of  the  land.  The  plan 
would  involve  wholesale  confiscation.  Seventh,  it  would  intensify  taxation  upon 
the  farmer,  who  already  is  taxed  so  heavily  as  to  threaten  his  prosperity.  Eighth, 
its  dream  of  ushering  in  the  social  millennium  by  a  simple  weapon  partakes  of  the 
nature  of  those  countless  panaceas  for  human  ills  which  ignore  the  insuperable  diffi¬ 
culties  to  their  adoption  and  successful  operation.  Adherence  to  the  single  tax 
program  at  the  present  time  is  confined  to  a  small  minority  of  economic  students. 

is  See  above,  pp.  694-95,  for  more  detailed  discussion  of  the  shifting  of  the 
American  import  duties. 
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taken  as  adequate  guides  until  statistical  verification  is  more  complete 
than  at  present.20 

Conclusion. — Government  serves  productive  ends  in  the  modern 
economic  organization.  It  is  not  a  burden,  any  more  than  any  necessary 
expense  of  production  is  a  burden.  Yet,  in  order  to  do  its  productive 
work,  government  must  spend  its  income  for  right  purposes  and  must 
derive  its  income  by  right  revenues.  The  purposes  of  expenditure  and 
the  economic  effects  of  its  revenue  measures  are  the  criteria  of  govern¬ 
ment  productivity. 
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CHAPTER  XXXVI 

PUBLIC  CONTROL 

• 

Economic  Adaptation.— All  problems  of  economic  improvement  are 
fundamentally  two-sided ;  on  the  one  hand,  they  necessitate  the  alteration 
of  institutions  the  better  to  fit  human  nature ;  and  on  the  other  hand, 
they  necessitate  the  discipline  and  education  of  human  nature  the  better 
to  fit  institutions.  The  solution  of  economic  problems  requires  a  blending 
of  human  nature  and  economic  institutions.  Economic  progress  involves 
always  the  basic  element  of  adaptation  between  two  prime  factors,  men 
and  institutions.  W.  E.  Hocking  refers  to  man  as  “the  only  animal  that 
deliberately  undertakes,  while  reshaping  his  outer  world,  to  reshape 
himself  also.”  The  human  equipment  needs  discipline  and  guidance  in 
ways  which  are  not  degrading  or  weakening,  and  needs  opportunities 
for  expression  in  ways  which  represent  a  fulfillment  of  the  primary 
human  impulses.  At  the  same  time,  institutions  should  be  made  to 
function  in  such  ways  that  human  nature  will  be  neither  outraged  nor 
pampered,  but  will  be  evoked,  expressed  and  satisfied  within  social 
bounds. 

Every  student  comes  to  economic  discussions  with  certain  first  prin¬ 
ciples  which  give  him  his  orientation  for  economic  thinking.  It  is  these 
first  principles,  these  elementary  conceptions  mostly  born  of  family  and 
social  traditions,  which  need  scientific  examination.  As  Justice  Holmes 
profoundly  observes,  ‘  ‘  To  have  doubted  one ’s  first  principles  is  the  mark 
of  a  civilized  man.”  The  first  principles  of  the  progressive  and  of  the 
conservative  differ  deeply,  and  in  no  way  more  fundamentally  than  in 
this  respect :  the  conservative-minded  thinker  inclines  to  give  present- 
day  institutions  the  benefit  of  all  doubts  and  to  assume  that  liberals 
or  radicals,  mild  or  extreme,  need  discipline  to  make  them  conform ; 
whereas  the  progressive  thinker  inclines  to  give  human  nature  the  benefit 
of  all  doubts  and  to  assume  that  institutions  should  be  reshaped  to 
permit  human  nature  more  freely  to  follow  its  own  bent.  Conservatives 
tend  to  believe  that  human  nature  is  wrong  when  it  is  unruly  or  dis¬ 
satisfied  ;  progressives  tend  to  believe  that  laws,  organizations,  systems, 
institutions,  are  wrong  when  men  become  impatient  with  them.  One 
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wishes  to  reshape  human  nature  by  new  disciplines ;  the  other  to  reshape 
institutions  by  reconstruction. 

Economic  adaptation  between  these  two  factors  may,  of  course,  come 
about  in  many  ways, — by  mere  chance,  by  blind  drifting,  by  coercion, 
by  pacifistic  surrender,  by  cooperation,  by  rebellion,  by  intelligent  plan¬ 
ning.  The  economic  order  is  today  so  stupendous  in  its  proportions  that 
individual  thinkers  all  too  often  look  upon  the  course  of  adaptation  with 
a  fatalistic  attitude,  and  resign  themselves  to  the  inevitability  of  economic 
evolution  with  an  optimistic  illusion  that  all  will  turn  out  for  the  best 
some  day  anyhow.  Such  attitudes  lie  behind  the  frequent  blunders  and 
futilities  in  modern  economic  adjustments.  Economic  thinking  worthy 
of  the  name  must  conform  with  the  viewpoints  and  conceptions  which 
are  insisted  upon  by  the  reconstructed  philosophy  of  recent  years, — it 
must  be  devoted  to  creative  adaptation.  Adaptation  which  is  safe  and 
trustworthy  is  an  act  of  will,  based  upon  an  intelligent*  analysis  of  facts. 
It  comes  from  “creative  intelligence.”  To  effect  a  decent  balance  in 
reshaping  human  conduct  and  economic  institutions  calls  for  the  most 
elaborate  scientific  investigations  to  ascertain  the  pertinent  facts,  for 
experimentation  with  altezmative  courses  of  economic  policy,  for  un¬ 
limited  research  by  private  experts  and  public  commissions,  for  the  in¬ 
vention  of  theories  and  hypotheses  to  be  tried  out  and  proved  or  dis¬ 
proved,  for  the  creation  of  new  principles  of  human  behavior,  for  the 
discovery  of  new  solutions  of  pressing  economic  problems.  Adaptation 
which  is  sound  and  wise  has  to  be  wrought  out  by  the  deliberate  effort 
of  creative  minds.  Adaptation  involves  a  technique  of  inquiry,  research, 
experimentation,  scientific  guessing,  reflection,  observation,  analysis, 
diagnosis,  inference,  hypothesis,  testing,  and  verification.  In  modern 
society  there  are  specialists  and  experts,  responsible  leaders,  who  are, 
or  should  be,  adepts  in  the  use  of  this  technique,  and  upon  them  naturally 
falls  the  burden  of  formulating  the  lines  of  economic  adjustment  in  their 
broadest  and  deepest  aspects.  But  any  overreaching  in  the  direction  of 
specialization,  on  the  assumption  that  one  class  in  society  should  do  all 
the  planning,  and  another  class  all  the  handwork  and  none  of  the 
planning,  would  be  dangerous.  In  his  own  individual  way  and  within 
the  limit  of  his  powers,  every  man  deserves  the  responsibility  of  planning, 
suggesting,  imagining,  and  few  indeed  are  the  members  of  society  who, 
under  proper  encouragement,  lack  that  spark  of  curiosity  which  seeks 
satisfaction  in  ideas,  plans,  and  suggestions.  The  caliber  of  the  average 
individual  will  be  measured  by  the  degree  to  which  the  latent  powers  of 
his  human  equipment  are  called  into  creative  use.  If  he  is  a  thing 
accustomed  to  act  always  under  orders,  a  being  whose  thinking  is  done 
by  specialists  only,  his  human  equipment  is  bankrupt  in  regard  to  those 
qualities  of  personality  which  can  arise  only  from  self-expression  and 
self-assertion.  So  in  his  individual  manner  each  person  in  economic 
society  must  be  somewhat  creative  and  original  and  curious  if  he  is  to  be 
the  best  possible  member  of  society. 

If  the  mass  of  individuals  are  to  have  originality  and  creative  ability, 


Public  Control 


747 


each  individual  must  be  encouraged  to  make  wise  new  adaptations  to 
his  immediate  environment  every  day  of  his  life.  Not  obedience  and 
unquestioning  conformity,  but  individual  creative  adaptation  is  the  first 
law  of  life.  The  individual  must  be  free  and  able  to  plan  improvements 
in  the  system  under  which  he  moves  and  works,  and  he  must  be  con¬ 
strained  to  that  measure  of  self-control  and  self-direction  which  is  neces¬ 
sary  to  keep  him  in  tune  with  his  immediate  universe.  The  words  of 
John  Dewey  on  this  matter  are  deeply  suggestive:  “The  best  guarantee 
of  collective  efficiency  and  power  is  liberation  and  use  of  the  diversity  of 
individual  capacities  in  initiative,  planning,  foresight,  vigor  and  en¬ 
durance.  Personality  must  be  educated,  and  personality  cannot  be  edu¬ 
cated  by  confining  its  operations  to  technical  and  specialized  things,  or 
to  the  less  important  relationships  of  life.  Full  education  comes  only 
when  there  is  a  responsible  share  on  the  part  of  each  person,  in  propor¬ 
tion  to  capacity,  in  shaping  the  aims  and  policies  of  the  social  groups 
to  which  he  belongs.  This  fact  fixes  the  significance  of  democracy.  .  .  . 
Human  nature  is  developed  only  when  its  elements  take  part  in  directing 
things  which  are  common,  things  for  the  sake  of  which  men  and  women 
form  groups — families,  industrial  companies,  governments,  churches, 
scientific  associations  and  so  on.  .  .  .  When  the  liberating  of  human 
capacity  operates  as  a  socially  creative  force  .  .  .  making  a  living, 
economically  speaking,  will  be  at  one  with  making  a  life  that  is  worth 
living.”  1 

As  soon  as  the  average  person  comes  face  to  face  with  this  attitude 
toward  economic  problems,  he  naturally  inquires :  What  is  your  solu¬ 
tion?  What  is  the  remedy  for  the  difficulties  of  the  economic  order? 
What  is  your  answer  to  the  multitude  of  economic  questions  which  arise 
on  every  hand  ?  This  kind  of  inquiry  is  usual  and  natural.  Men  are  in 
search  of  an  ultimate  solution  for  the  whole  thing.  They  suppose  that 
of  course  each  man  ought  to  have  a  theory  about  the  way  out  of  all 
troubles.  Then  he  could  say  to  everybody,  Now  if  only  you  would  adopt 
this  scheme,  all  would  be  well.  If  only  you  would  put  this  solution  into 
practice,  nothing  else  would  be  necessary.  And  the  only  trouble  with 
such  ultimate  solutions  is  that  people  simply  do  not  adopt  them.  Just 
that  is  the  futility  of  these  single  ultimate  remedies  based  upon  an  “if 
only.”  They  assume  a  human  behavior  which  is  contrary  to  fact.  It 
might  as  well  be  put  bluntly  and  boldly  that  there  is  no  one  simple 
solution,  and  those  people  who  pretend  to  have  one  are  obliged  to  live  in 
an  imaginary  world  where  everything  would  be  all  right  if  only  people 
would  not  do  the  things  which  people  do  and  if  only  men  would  behave 
in  those  ways  in  which  they  won’t  behave.  Realists  who  are  willing  to 
deal  with  actual  human  nature  and  actual  institutions  find  that  we  are 
confronted  with  a  great  bundle  of  economic  problems,  and  bundles  within 
the  bundle,  and  bundles  within  the  bundles.  Each  requires  investiga¬ 
tion,  inference,  experimentation  and  creative  imagination  for  its  solu¬ 
tion.  Problems  of  coordination  and  correlation  between  all  the  bundles 

1  Reconstruction  of  Philosophy,  pp.  209-211. 
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of  problems  will  come  to  the  front.  The  world  of  economic  problems  is 
teeming  with  infinite  diversity,  peculiarity,  individuality,  variety,  and 
the  realistic  mind  seeks  to  adapt  each  to  each  and  each  to  all.  This 
attitude  is  always  a  disappointment  to  many  minds,  because  it  gives  no 
rock  of  ages  to  step  foot  upon,  but  instead  makes  every  man  an  explorer, 
a  pathfinder,  a  trail  blazer,  a  discoverer.  If  it  has  less  certitude,  it  at 
least  has  infinitely  more  practicality.  The  specific  implications  of  this 
attitude  are  so  ably  stated  by  Dewey  that  it  is  well  to  quote  him  again : 
“Just  what  response  does  this  social  arrangement,  political  or  economic, 
evoke,  and  what  effect  does  it  have  upon  the  disposition  of  those  who 
engage  in  it?  Does  it  release  capacity?  If  so,  how  widely?  Among 
a  few,  with  a  corresponding  depression  in  others,  or  in  an  extensive  and 
equitable  way?  Is  the  capacity  which  is  set  free  also  directed  in  some 
coherent  way,  so  that  it  becomes  a  power,  or  are  its  manifestations  spas¬ 
modic  and  capricious?  Since  responses  are  of  an  indefinite  diversity 
of  mind,  these  inquiries  have  to  be  detailed  and  specific.  Are  men’s 
senses  rendered  more  delicately  sensitive  and  appreciative,  or  are  they 
blunted  and  dulled  by  this  and  that  form  of  social  organization?  Are 
their  minds  trained  so  that  the  hands  are  more  deft  and  cunning?  Is 
curiosity  awakened  or  blunted  ?  What  is  its  quality  :  Is  it  merely  esthetic, 
dwelling  on  the  forms  and  surfaces  of  things,  or  is  it  also  an  intellectual 
searching  into  their  meaning?  .  .  .  What  is  needed  is  specific  inquiries 
into  a  multitude  of  specific  structures  and  interactions.”2 

The  discussion  of  economic  adaptation  may  be  conveniently  presented 
under  three  main  headings:  Public  Control,  Economic  Radicalism, 
Economic  Democracy. 

Public  Control. — The  major  economic  problems,  almost  without  ex¬ 
ception,  exhibit  phases  which  refer  to  some  form  or  degree  of  govern¬ 
ment  control,  and  the  major  policies  of  modern  government  almost 
without  exception  exhibit  phases  which  refer  to  economic  conditions. 
So  politics  abounds  with  economics  and  economics  abounds  with  politics. 
The  extent  to  which  government  should  interfere  in  business  is  often  a 
matter  of  bitter  debate,  and  each  separate  problem  has  to  be  disposed  of 
on  its  own  merits.  Those  economists  who  are  not  averse  to  a  liberal 
measure  of  governmental  control  look  upon  government  policies  not 
primarily  as  an  interference  with  business  conditions,  but  rather  as  a 
means  of  smoothing  out  ti’oubles  and  injuries  arising  from  unrestrained 
business  adventures,  and  of  aiding  and  guiding  business  toward  higher 
standards.  The  function  of  government  is  not  to  meddle  and  intrude 
where  it  is  not  needed,  but  to  cooperate  and  constrain  and  direct  and 
reconstruct  where  economic  conditions  fail  to  right  themselves.  Re¬ 
ferring  to  this  positive  responsibility  of  government,  a  thoughtful  politi¬ 
cal  scientist  says,  “The  most  striking  change  in  the  political  organization 
of  the  last  half  century  is  the  rapidity  with  which,  by  the  sheer  pressure 
of  events,  the  state  has  been  driven  to  assume  a  positive  character.  .  .  . 

2  Reconstruction  of  Philosophy,  pp  197-198. 
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And,  in  the  main,  it  is  reasonably  clear  that  political  good  is  today  for 
the  most  part  defined  in  economic  terms.  ’  ’ 3 

Since  the  World  War,  the  people  of  the  United  States  have  reacted 
strongly  against  the  extreme  forms  of  government  control  of  economic 
affairs.  The  reaction  is  well  defined  in  a  catch  phrase  which  has  won 
wide  currency, — less  government  in  business  and  more  business  in  gov¬ 
ernment.  The  war  emergency  brought  the  basic  economic  activities  of 
the  country  under  close  government  supervision.  The  Federal  Govern¬ 
ment  assumed  control  of  the  economic  life  of  the  nation  through  a  vast 
administrative  machinery:  The  Food  Administration  to  conserve  the 
food  supply,  restrain  prices,  and  distribute  the  supply  where  most 
needed ;  the  Fuel  Administration  to  control  prices  of  fuel,  and  regulate 
priorities  in  its  use ;  the  Railroad  Administration  to  operate,  coordinate 
and  unify  the  transportation  facilities  of  the  country;  the  President’s 
Mediation  Commission,  the  National  War  Labor  Board,  the  War  Labor 
Policies  Board,  and  other  special  boards,  to  arbitrate  labor  disputes, 
establish  industrial  standards,  adjust  wages,  and  secure  maximum  labor 
efficiency;  the  United  States  Shipping  Board  and  the  Emergency  Fleet 
Corporation  to  construct  ships  rapidly,  control  ships  seized  from  the 
enemy,  and  mobilize  and  direct  the  shipping  forces  of  the  nation ;  the 
War  Trade  Board  and  the  War  Trade  Council  to  regulate  exports  and 
imports,  and  to  apprehend  efforts  at  trading  with  the  enemy;  the  War 
Finance  Corporation  and  Capital  Issues  Committee  to  conserve  the  credit 
resources  of  the  country  for  industries  essential  to  winning  the  war ;  the 
War  Industries  Board  to  organize  the  industrial  resources  of  the  country 
for  essential  war  purposes ;  and  other  special  boards  to  handle  war 
publicity,  stimulate  science  and  invention,  investigate  and  control  enemy 
aliens  and  their  property,  construct  aircraft,  and  direct  war-risk  in¬ 
surance.  Most  of  the  war  boards  made  large  use  of  the  practice  of 
licensing  corporations  as  a  means  of  controlling  their  conduct.  Price¬ 
fixing,  household  thrift,  priorities,  and  other  means  of  enforcing  war 
policies  brought  the  great  bulk  of  the  economic  life  of  the  country  under 
the  War  Administration. 

The  extreme  extent  of  this  war  control  placed  the  business  of  the 
country  in  a  position  where  freedom  of  initiative  and  independent  judg¬ 
ment  were  drastically  curbed.  Although  the  business  interests  were  as  a 
rule  patriotic  and  willing  to  submit  to  superior  direction  while  sub¬ 
mission  was  necessary  to  win  the  war,  nevertheless  the  surrender  of  their 
freedom  to  conduct  their  private  businesses  was  not  a  pleasant  experi¬ 
ence,  and  the  minute  the  war  was  over  business  men  were  straining  at 
the  leash  to  escape  from  the  rigid  restraints  of  war  days.  The  President 
reflected  the  predominating  sentiment  of  the  country  when,  shortly  after 
the  armistice  was  signed,  he  declared  in  a  message  to  Congress,  “While 
the  war  lasted  ...  we  put  every  material  energy  of  the  country  in 
harness  to  draw  the  common  load  and  make  of  us  one  team  in  the  accom- 

3  H.  J.  Laski,  Authority  in  the  Modern  State,  pp.  81,  98. 
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plishment  of  a  great  task.  But  the  moment  we  knew  the  armistice  to 
have  been  signed  we  took  the  harness  off.”  The  war  brought  the  most 
comprehensive  organization  of  economic  life  that  Americans  had  ever 
witnessed,  and  the  restraint  and  subordination  which  it  involved  were 
repugnant  to  the  American  spirit  of  free  initiative  and  independence  of 
action.  The  American  people  made  up  their  minds  that  they  did  not 
desire  so  far-reaching  and  inclusive  regulation  of  their  economic  life. 
On  the  whole,  the  American  people  were  relieved  at  the  prospct  of  being 
able  to  scrap  the  war  organization  and  to  return  to  a  generous  degree  of 
individualism  in  their  business  pursuits.4 

The  paramount  form  of  government  control  is  familiar  under  the 
name  of  government  regulation.  Regulation  has  been  carried  furthest 
in  those  branches  of  economic  activity  which  are  in  the  nature  of  public 
utilities.  During  the  last  fifteen  to  twenty  years,  city,  state,  and  federal 
commissions  have  grown  up  to  regulate  rates  and  services  for  public 
utility  corporations.  Such  corporations  include  the  telegraph,  the  tele¬ 
phone,  water,  light,  gas,  street  railways,  and  steam  railroad  companies. 
The  railroads  have  been  subject  to  a  great  deal  of  regulation  by  the 
separate  states,  but  recently  the  superior  authority  of  the  federal  gov¬ 
ernment  and  its  Interstate  Commerce  Commission  over  all  interstate 
carriers  has  been  definitely  established.  The  other  classes  of  public 
utility  corporations  have  for  the  most  part  been  subjected  merely  to 
state  and  municipal  regulating  commissions.  These  commissions  have 
been  indispensable  to  protect  the  public  from  unreasonable  or  unfair 
rates,  and  from  inferior  and  inadequate  service.  Commission  regulation 
of  these  corporations  has  come  to  be  accepted  as  a  necessary  public 
policy,  and  the  rulings  of  the  commissions  have  as  a  general  rule  been 
tempered  with  a  commendable  fairness  and  reasonableness. 

The  principle  of  regulation  has  been  most  fully  developed  in  the  great 
interstate  railroad  systems  of  the  country.  Railroad  transportation  is 
the  largest  single  industry  in  the  country  in  regard  to  capital  invested, 
labor  employed,  and  public  importance.  The  railroads  are  a  key  in¬ 
dustry  of  the  country,  and  transportation  is  an  indispensable  aid  in 
the  conduct  of  practically  every  important  business. 

The  railroads  early  developed  abuses,  such  as  discriminatory  and 
excessive  rates,  the  granting  of  rebates  to  favored  shippers,  lack  of  regard 
for  the  public  interest  in  the  matter  of  service,  and  so  on ;  and  in  1887 
Congress  created  the  Interstate  Commerce  Commission  to  deal  with  these 
abuses  and  to  exercise  other  regulatory  powers  over  the  railways  in  the 
public  interest.  From  that  year  until  the  present  time  the  Commission 
has  functioned,  and  its  powers  and  duties  have  been  defined,  enlarged 
and  strengthened  by  several  subsequent  acts  of  legislation.  The  latest 
law  of  fundamental  significance  in  railroad  regulation  is  the  Esch- 
Cummins  railroad  law  passed  in  1920.  This  act  terminated  the  period 
of  government  operation  which  had  been  entered  upon  in  1917  as  a 
war  measure,  and  delegated  broader  powers  of  control  to  the  federal 

4  W.  F.  Willoughby,  Government  Organization  in  War  Time  and  After. 
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regulating  bodies.  The  main  features  of  the  regulatory  machinery  and 
its  functions  may  be  given  very  briefly  as  follows:  Regulatory  power  is 
vested  in  an  Interstate  Commerce  Commission  of  eleven  members,  each 
drawing  an  annual  salary  of  $12,000,  and  appointed  by  the  President 
with  the  consent  of  the  Senate.  Terms  of  office  are  seven  years.  The 
Commission  is  directed  by  the  Esch-Cummins  law  to  fix  railroad  rates 
at  a  level  which  will  make  possible  the  payment  of  5%  per  cent  dividends 
on  the  aggregate  value  of  the  carriers’  property,  for  the  two  years 
immediately  following  the  termination  of  war  control  on  March  1,  1920. 
Roads  which  earn  in  excess  of  6  per  cent  are  required  to  divide  the 
excess  equally  with  the  government.  This  provision  for  division  of  the 
excess  above  6  per  cent  is  a  permanent  provision,  and  is  not  limited  to 
the  two-year  period  specified.  The  railroads’  share  of  the  excess  goes 
into  a  reserve  fund  of  the  railroad,  and  can  only  be  drawn  upon  for 
the  meeting  of  dividend,  rent  and  interest  charges,  and  for  that  purpose 
only  to  the  extent  of  6  per  cent  of  the  value  of  the  railroad’s  property. 
The  government’s  share  of  the  excess  above  6  per  cent  goes  to  a  con¬ 
tingent  fund,  to  be  drawn  upon  to  extend  necessary  credits  to  railroad 
companies  or  to  purchase  equipment  to  be  leased  to  them.  The  Com¬ 
mission  is  directed  by  the  law  to  follow  as  a  permanent  principle  in 
rate-fixing  the  obligation  to  “prescribe  just  and  reasonable  rates,”  so 
that  the  carriers  as  a  whole  will,  “under  honest,  efficient  and  economical 
management  and  reasonable  expenditures  for  maintenance  of  way, 
structures  and  equipment,  earn  an  aggregate  annual  net  railway 
operating  income  equal,  as  nearly  as  may  be,  to  a  fair  return  upon 
the  aggregate  value  of  the  railway  property.”  The  Commission  is  to 
publish  from  time  to  time  “what  percentage  of  such  aggregate  property 
value  constitutes  a  fair  return  thereon.”  The  law  specifies  5 x/o  per  cent 
as  the  rate  of  fair  return  for  the  first  two  years  following  the  abandon¬ 
ment  of  war  control  of  the  roads.  Prior  to  the  Esch-Cummins  law  the 
Commission  had  power  to  fix  maximum  rates,  but  the  new  law  gave  it 
power  also  to  fix  minimum  rates.  This  provision  enables  the  Commission 
to  prevent  the  stronger  roads  from  engaging  in  forms  of  “rate-cutting” 
which  amount  to  “cut-throat  competition.”  These  rate-fixing  powers  are 
equivalent  to  what  would  be  price-fixing  powers  in  the  ordinary  line  of 
industry. 

The  Commission,  moreover,  has  supervision  over  the  issuance  of 
stocks  and  bonds  by  railroads,  its  approval  being  necessary  before  new 
issues  can  be  made.  The  guiding  criterion  for  the  Commission  in  pass¬ 
ing  upon  proposed  security  issues  is  that  they  shall  be  “reasonably 
necessary  and  appropriate”  for  giving  proper  transportation  service  to 
the  public.  Another  provision  refers  to  combinations  of  railroad  com¬ 
panies,  and  permits  combinations,  subject  to  the  Commission’s  approval, 
provided  such  combinations  are  brought  about  “under  a  lease  or  by  the 
purchase  of  stock,  or  in  any  other  manner  not  involving  the  consolida¬ 
tion  of  such  carriers  into  a  single  system  for  ownership  and  operation.” 
As  soon  as  practicable,  the  Commission  is  directed  to  prepare  a  nation- 
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wide  plan  for  the  consolidation  “of  the  railway  properties  of  the  United 
States  into  a  limited  number  of  systems,”  and  consolidation  of  railway 
corporations  in  ownership  and  operation  are  permitted  in  the  discretion 
of  the  Commission.  Such  railroad  combinations  and  consolidations  are 
specifically  exempted  from  all  previously  enacted  laws  for  the  regulation 
and  control  of  trusts.  This  general  provision  of  the  Act  looks  toward 
a  unification  and  coordination  of  the  railway  lines  of  the  country,  and 
is  an  outgrowth  of  the  lessons  learned  in  railway  operation  during  the 
war  period  when  unification  and  coordination  of  the  lines  were  of  the 
utmost  importance.  Plans  have  been  drawn  for  nineteen  main  systems 
of  railroads,  but  the  companies  have  been  reluctant  to  enter  into  the 
proposed  consolidations.  The  plans  for  consolidation  are  not  com¬ 
pulsory,  but  are  permissive  only.  Under  the  present  law,  the  railroads 
cannot  be  coerced  into  combining. 

A  further  set  of  provisions  empowers  the  Commission  to  require  of 
the  carriers  during  normal  times  the  pi’oper  amount  and  quality  of 
service  to  insure  that  the  transportation  needs  of  the  nation  are  reason¬ 
ably  met,  and  during  times  of  stress  or  emergency  to  redistribute  rail¬ 
road  equipment  and  service  in  any  way  necessary  to  meet  the  demands 
of  the  emergency  period.  Complete  control  of  all  railroad  operations 
would  fall  to  the  Commission  in  case  the  emergency  were  war  or  the 
imminent  threat  of  war.  Certain  of  these  provisions  empower  the 
Commission  to  require  the  joint  use  of  terminals  by  various  roads, 
and  to  apply  priorities  and  preferences  in  the  use  of  railroad  equip¬ 
ment  when  desirable.  Old  roads  cannot  be  abandoned  nor  new  ones 
constructed  without  the  approval  of  the  Commission.  These  powers 
constitute  in  their  entirety  a  comprehensive  control  over  virtually  all 
vital  parts  of  the  railroad  business,  and  by  thus  regulating  rates,  service, 
finance,  construction,  competition,  consolidation  and  dividends,  the  Inter¬ 
state  Commerce  Commission  assumes  a  position  of  the  greatest  im¬ 
portance  in  guaranteeing  that  the  transportation  facilities  of  the  country 
shall  render  the  public  reasonable  service  under  reasonable  terms. 

One  group  of  provisions  in  the  Esch-Cummins  railroad  bill  estab¬ 
lishes  regulatory  machinery  for  the  adjustment  of  disputes,  grievances 
and  relations  between  the  railroad  companies  and  their  employees.5  The 
railroads  and  the  employees  may  by  mutual  agreement  set  up  Boards  of 
Labor  Adjustment  to  settle  all  disputes  regarding  “grievances,  rules  or 
working  conditions.”  These  voluntary  Adjustment  Boards  are  supple¬ 
mented  by  a  Railroad  Labor  Board,  composed  of  nine  members,  three 
each  representing  employers,  employees  and  the  public.  The  powers  of 
the  Railroad  Labor  Board  comprehend  not  merely  disputes  about  “griev¬ 
ances,  rules,  and  working  conditions,”  but  about  wages  as  well.  The 
Board  has  poiver  to  enter  upon  an  investigation  of  any  dispute  which 
threatens  to  interrupt  the  operation  of  the  roads,  and  to  make  an  award 
in  settlement  of  the  dispute.  The  Board  relies  upon  publicity  and  public 
opinion  for  the  enforcement  of  its  decisions.  In  the  early  history  of  the 

5  See  above,  p.  440,  for  further  discussion  of  the  Railroad  Labor  Board. 
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bill,  a  definite  anti-strike  clause  was  proposed,  enabling  the  Board  to 
enforce  all  of  its  decisions,  and  giving  it  power  to  impose  fine  or  im¬ 
prisonment  upon  employers  or  employees  who  might  fail  to  obey  de¬ 
cisions.  This  proposed  clause  was  bitterly  fought  by  labor  leaders,  and 
by  some  public  authorities,  so  that  as  finally  arranged  in  conference  the 
law  excluded  the  anti-strike  clause  and  relied  upon  public  opinion  for 
the  enforcement  of  decisions.  Investigation  of  disputes  is  compulsory, 
and,  regardless  of  whether  employees  or  employers  so  desire,  the  Board 
is  under  obligation  to  make  an  award  and  give  the  terms  of  the  award 
wide  enough  publicity  to  create  an  informed  public  opinion  on  the  case. 

The  Railroad  Labor  Board  and  the  Interstate  Commerce  Commission 
together  have  thus  a  firm  control  over  every  important  phase  of  railroad 
operation.  Through  these  agencies  public  regulation  of  the  greatest 
public  utility  of  the  nation  is  made  thorough  and  far-reaching.  The 
major  owmers  of  railroad  securities  and  the  executives  of  the  roads  were 
very  eager  to  recover  the  lines  from  the  hands  of  the  government,  and 
to  resume  private  operation.  Private  operation  under  such  drastic 
regulation  places  private  initiative  and  competition  on  a  new  plane. 
Competition  in  service  is  much  talked  about,  and  competition  in  efficiency 
and  economy  is  approved  of.  But  even  these  forms  of  competition  are 
subject  to  drastic  regulation  on  the  part  of  the  Commission.  The  con¬ 
dition  of  the  railroads  since  the  enactment  of  the  Esch-Cummins  law 
has  not  been  fully  satisfactory,  and  weighty  difficulties  have  appeared  in 
securing  adequate  railroad  credits,  in  effecting  adequate  economies  in 
operation,  and  in  working  out  satisfactory  adjustments  of  labor  rela¬ 
tions.  Not  a  few  authorities  feel  that  eventually  the  present  form  of 
drastic  regulation  will  lead  to  outright  government  ownership  and  opera¬ 
tion.  Perhaps  one  of  the  strongest  forces  tending  in  the  direction  of 
government  operation  is  the  persistence  of  menacing  labor  relations. 
Rumors  of  strikes  and  threats  of  strikes  are  constantly  being  heard, 
and  unless  the  roads  can  find  ways  of  adjusting  their  troubles  with 
labor  the  possibility  of  government  operation  is  not  a  slight  one. 

The  personnel  of  the  Interstate  Commerce  Commission  and  of  the 
Railroad  Labor  Board  and  Adjustment  Boards  has  a  steady  influence 
upon  the  success  of  regulation.  Unless  the  appointments  are  of  a  nature 
to  command  a  reasonable  amount  of  public  confidence  the  system  cannot 
be  expected  to  succeed.  Probably  a  weightier  factor  in  the  success  of 
regulation  exists  in  the  motives  and  attitudes  which  prevail  among  both 
the  rail  executives  and  the  rail  laborers.  Their  attitudes  and  motives 
determine  fundamentally  the  effect  of  regulation  upon  railroad  service 
to  the  public.  On  the  labor  side,  it  should  be  observed  that  labor  union 
leaders  give  evidence  of  a  profounder  respect  for  the  vital  needs  of  the 
public  than  they  manifested  in  1916  when  the  persistent  threat  to  strike 
led  to  the  Adamson  Act  regulating  hours  of  labor.  The  laborers,  how¬ 
ever,  feel  a  continual  suspicion  of  the  owners  and  executives,  believing 
that  they  are  utterly  unwilling  to  grant  the  laborers  adequate  wages, 
adequate  union  representation,  and  adequate  working  conditions.  This 
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suspicion  prevents  a  sound  morale  among  the  army  of  railroad  workers, 
and  as  long  as  it  persists  in  its  present  unhealthy  degree  the  trials 
of  those  who  are  responsible  for  regulation  will  be  heavy,  and  the  service 
of  transportation  will  be  below  its  possibilities.  On  the  part  of  the 
railroad  presidents  and  executives,  it  is  probably  accurate  to  state  that 
the  sense  of  public  responsibility  has  materially  increased  in  recent  years. 
For  the  most  part  they  admit  the  inevitability  and  necessity  of  thorough 
regulation,  and  are  disposed  as  a  rule  to  give  reasonable  cooperation 
to  the  regulators.  In  this  respect,  the  “public  be  damned”  attitude  is 
mainly  a  thing  of  the  past,  and  a  ‘  ‘  public  be  served  and  pleased  ’  ’  attitude 
is  more  in  evidence.  The  low  salaries  paid  to  railroad  executives,  in 
comparison  with  those  paid  to  the  executives  of  the  largest  industrial 
corporations,  has  led  a  responsible  railroad  official,  Daniel  Willard,  to 
remind  the  country  that  under  such  salary  scales  the  best  executive 
ability  will  not  in  future  years  be  attracted  to  railroad  positions.  Such 
a  drift  of  the  best  executive  ability  of  the  country  toward  the  higher 
paid  industrial  positions  would  leave  the  management  of  the  railroads 
to  second-rate  ability.  In  the  course  of  time,  such  a  tendency  would 
severely  handicap  the  transportation  service  of  the  country. 

The  development  of  motives  among  great  railroad  executives  is 
splendidly  suggested  by  a  remark  of  Otto  H.  Kahn  on  the  career  of 
one  of  the  greatest  figures  in  American  railroad  history,  Edward  H. 
Harriman:  “His  career  was  the  embodiment  of  unfettered  individual¬ 
ism.  For  better  or  for  worse — personally  I  believe  for  better  unless  we 
go  too  far  and  too  fast — the  people  appear  determined  to  put  limitations 
and  restraints  upon  the  exercise  of  economic  power,  just  as  in  former 
days  they  put  limits  and  restraints  upon  the  absolutism  of  rulers.  There¬ 
fore,  I  believe  there  will  be  no  successor  to  Mr.  Harriman ;  there  will 
be  no  other  career  like  his.”  The  ability  of  great  men  to  harness  their 
capacities  in  a  cooperative  enterprise  as  enthusiastically  and  energeti¬ 
cally  as  they  formerly  did  in  individualistic  effort  is  basic  for  successful 
railway  administration  in  the  new  era  of  complete  regulation  of  railway 
enterprise. 

Regulation  of  banking  has  been  described  in  detail  under  the ‘chapter 
having  to  to  with  banking  principles  and  practice.  At  this  stage  it  is 
enough  to  point  out  that  the  Federal  Reserve  system  establishes  a 
machinery  for  the  regulation  of  banking  practice,  but  that  tl\is  regulation 
does  not  go  to  such  lengths  as  does  the  regulation  of  the  railroads.  The 
manner  of  selection  of  the  directors  of  the  Federal  Reserve  banks  gives 
to  the  bankers  themselves  the  real  power  in  selecting  the  dominant 
portion  of  the  boards  of  directors.  Banking  regulation  does  not  come 
merely  from  the  top  down,  but  fundamentally  organizes  the  bankers 
themselves  in  a  cooperative  treatment  of  banking  problems.  There  is 
less  government  dictation  and  more  self-discipline  in  the  Federal  Reserve 
Board.  A  question  which  promises  to  become  of  increasing  public  in¬ 
terest  relates  to  the  powers  of  the  Federal  Reserve  system  in  stabilizing 
business  conditions  and  averting  the  extremes  of  business  cycles.  Many 


Public  Control 


students  believe  that  a  proper  regulation  of  discount  and  interest  rates 
Avould  restrain  business  from  excessive  expansion  in  times  of  prosperity, 
thereby  avoiding  extremes  of  depression,  and  would  encourage  recovery 
by  offerings  of  credit  at  low  rates  during  dull  business  periods.  This 
issue  is  the  topic  of  much  thought  and  discussion,  and  a  decision  in  favor 
of  strong  powers  of  this  sort  in  the  hands  of  the  Federal  Board  would 
have  deep  consequences  for  the  business  community.  The  traditions  of 
individualism  in  banking  are  against  the  move,  whereas  those  who  are 
not  afraid  that  cooperation  and  control  in  this  way  would  be  paternalistic 
are  more  inclined  to  be  favorable. 

General  Regulation  of  Business. — The  general  regulatory  ma¬ 
chinery  for  ordinary  business  activity  exists  mainly  in  the  Federal 
Trade  Commission  and  in  the  judiciary.  The  basic  laws  establishing 
definite  control  are  the  Sherman  Anti-trust  Law  of  1890  and  the  Federal 
Trade  Commission  and  Clayton  Acts  of  1914.  Outside  of  these  statutory 
laws,  the  courts  have  dealt  with  business  practices  to  a  considerable 
extent  under  the  principles  of  the  common  law. 

The  Sherman  Act  of  1890  decreed  that  “Every  contract,  combination 
in  the  form  of  trust  or  otherwise,  or  conspiracy,  in  restraint  of  trade 
or  commerce  among  the  several  States,  or  with  foreign  nations,  is  hereby 
declared  to  be  illegal”  and  that  “Every  person  who  shall  monopolize, 
or  attempt  to  monopolize,  or  combine  or  conspire  with  any  other  person 
or  persons,  to  monopolize  any  part  of  the  trade  or  commerce  among  the 
several  States,  or  with  foreign  nations,  shall  be  deemed  guilty  of  a 
misdemeanor.”  The  act  concerned  itself  primarily  with  combination  to 
restrain  trade  or  to  form  monopoly.  For  more  than  a  decade  following 
the  enactment  of  the  law,  the  interpretations  placed  upon  it  by  the 
courts  made  it  of  slight  effect  upon  business  combinations,  and  few  cases 
were  brought  to  trial.  In  1904  and  1905,  the  court  made  a  severe  ap¬ 
plication  of  the  law  in  cases  involving  the  Addyston  Pipe  Company  and 
the  Northern  Securities  Company,  the  court  holding  that  these  com¬ 
panies  had  the  effect  of  a  restraint  upon  competition  and  trade  be¬ 
tween  the  States.  In  1911,  the  court  ordered  the  dissolution  of  two  of 
the  most  powerful  trusts  ever  formed,  the  Standard  Oil  Company  and 
the  American  Tobacco  Company,  on  the  ground  that  these  combinations 
caused  undue  and  unreasonable  restraint  of  trade.  These  decisions  con¬ 
stituted  epoch-marking  interpretations  of  the  Sherman  Act  by  drawing 
a  line  of  difference  between  reasonable  and  unreasonable,  or  due  and 
undue  restraint  of  trade.  Previously  it  had  been  assumed  that  all  re¬ 
straint  of  trade  was  illegal,  but  these  decisions  pointed  out  that  a 
standard  of  reason  must  be  applied  in  each  separate  case  to  the  acts 
of  a  business  combination.  In  any  new  case  presented  to  the  court,  it 
became  therefore  necessary  for  the  court  to  determine  as  a  matter  of 
commercial  fact  whether  the  acts  of  the  business  combination  under 
question  were  reasonable  or  unreasonable  restraint  of  trade.  The  loose¬ 
ness  of  this  “rule  of  reason”  left  business  men  with  the  feeling  that 
they  were  conducting  their  business  under  a  regime  of  great  uncertainty. 
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Business  men  could  not  make  intelligent  guesses  as  to  what  the  court’s 
notion  of  reasonable  restraint  might  be. 

One  very  important  question  was  whether  mere  size  itself,  if  great 
enough,  might  be  declared  monopolistic  and  unreasonable  restraint  of 
trade.  The  Supreme  Court  gave  its  opinion  on  that  issue  in  1915  in  a 
decision  favorable  to  the  United  States  Steel  Corporation,  where  it  was 
declared:  “We  dismiss  once  and  for  all  the  question  of  the  mere  volume 
or  bigness  of  business.  The  question  before  us  is  not  how  much  business 
was  done,  or  how  large  the  company  that  did  it.  The  vital  question  is : 
‘How  was  the  business,  whether  big  or  little,  done?  Was  it,  in  the  test 
of  the  Supreme  Court,  done  without  prejudicing  the  public  interests  by 
unduly  restricting  or  unduly  obstructing  trade  ?  The  question  is  one  of 
undue  restriction  or  obstruction,  and  not  one  of  volume  of  trade.”  In 
a  subsequent  decision  on  the  same  corporation,  rendered  March  1,  1920, 
the  Supreme  Court  found  the  steel  corporation  not  guilty  of  unreason¬ 
able  restraint  of  competition  and  trade.  The  government  attorneys  who 
were  prosecuting  the  corporation  were  unable  to  find  any  independent 
steel  companies  who  were  of  the  opinion  that  the  trade  practices  or  price 
policies  of  the  company  were  unfair,  and  not  a  single  independent 
company  wanted  to  testify  against  the  United  States  Steel  Corporation. 
The  Court  reemphasized  its  position  in  the  dictum  that,  “The  law  does 
not  make  mere  size  an  offense,  or  the  existence  of  unexerted  power  an 
offense.”  The  emphatic  ring  of  these  court  opinions  is  somewhat  weak¬ 
ened,  and  a  measure  of  doubt  raised,  by  a  decision  in  1920  dissolving 
a  holding  company  known  as  the  Reading  Company.  The  court  endorsed 
the  charge  that  the  company  had  secured  “dominating  control”  of 
certain  railroad  and  coal  properties  not  by  “superior  and  enterprising 
management,”  but  by  “deliberate  calculated  purchase  for  control,”  and 
held  “that  such  power,  so  obtained,  regardless  of  the  use  made  of  it, 
constitutes  a  menace  to  and  an  undue  restraint  upon  interstate  com¬ 
merce  within  the  meaning  of  the  anti-trust  act,  has  been  frequently  held 
by  this  court.” 

The  Federal  Trade  Commission  Act  and  the  Clayton  Act  were  enacted 
in  1914.  The  most  significant  feature  of  these  enactments  is  the  creation 
of  a  commission  to  investigate  trade  practices  and  competition  policies 
and  to  apply  the  principles  of  government  control  of  business  in  a 
flexible  and  constructive  manner.  The  Commission  is  empowered  to 
prevent  unfair  competition  among  business  concerns,  and  in  case  a 
corporation  fails  to  obey  the  Commission’s  order,  it  may  appeal  to  a 
Federal  circuit  court  of  appeals  for  an  enforcing  order.  It  may  conduct 
investigations  from  time  to  time  into  the  “organization,  business  conduct, 
practices  and  management”  of  corporations,  and  may  require  corpora¬ 
tions  to  submit  reports  covering  information  about  their  business,  and 
to  maintain  uniform  cost  accounting  systems,  open  to  the  scrutiny  of  the 
Commission.  The  Commission,  moreover,  is  authorized  to  inform  itself 
as  to  whether  corporations  obey  the  decrees  of  the  court  under  the  anti¬ 
trust  acts,  and  to  report  the  facts  to  the  Attorney-General.  It  is  em- 
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powered  to  make  investigations  to  discover  violations  of  the  anti-trust 
acts,  and  to  make  recommendations  for  the  reform  of  any  corporations 
found  to  be  violating  the  law,  “in  order  that  the  corporation  may 
thereafter  maintain  its  organization,  management,  and  conduct  of  busi¬ 
ness  in  accordance  with  law.”  The  Commission  may  utilize  the  power 
of  publicity  as  a  means  of  controlling  the  policies  of  corporations.  It 
may  make  investigations  of  foreign  trade,  and  may  secure  information 
in  foreign  countries  bearing  upon  trade  combinations  of  the  United 
States.  It  is  an  administrative  body  for  the  application  of  the  pro¬ 
visions  contained  in  the  Clayton  Act.  The  Commission  has  cleared  the 
air  for  business  men  a  great  deal  by  drawing  up  and  publishing  lists 
of  fair  and  unfair  practices  of  competition,  so  that  business  men  may 
know  with  some  definiteness  what  they  will,  and  what  they  will  not,  be 
prosecuted  for. 

The  Clayton  Act  proceeds  to  define  two  of  the  most  objectionable 
forms  of  unfair  competition,  namely,  price  discriminations  and  “tying 
arrangements,”  i.e.,  such  arrangements  as  requiring  merchants  to  bind 
themselves  to  sell  at  certain  prices  or  to  buy  exclusively  from  certain 
dealers.  These  types  of  competition  are  specifically  branded  as  unfair 
and  illegal,  and  it  is  the  duty  of  the  Federal  Trade  Commission  to  pre¬ 
vent  business  concerns  from  indulging  in  them.  In  addition,  the  Com¬ 
mission  is  given  a  blanket  authority  to  prevent  any  and  all  forms  of 
unfair  competition.  Also,  the  act  forbids  the  formation  of  holding 
companies  or  of  interlocking  directorates  where  the  result  may  be  to 
substantially  lessen  competition  or  to  restrain  trade  or  to  tend  to  create 
a  monopoly,  and  it  is  the  duty  of  the  Federal  Trade  Commission  to  see 
that  these  provisions  are  enforced.  The  acts  of  1914  are  a  broad  con¬ 
structive  move  in  the  direction  of  guiding  business  instead  of  merely 
punishing  it ;  of  making  clear  what  is  legal  and  what  is  not ;  and  of 
cooperating  with  business  toward  the  end  of  securing  business  methods 
which  are  sound  from  the  standpoint  of  public  policy  and  in  accord  with 
the  law. 

The  fundamental  purposes  in  the  government  attitude  toward  busi¬ 
ness  combination  and  business  methods  have  not  always  been  clear  and 
definite.  One  general  purpose  has  been  to  maintain  and  safeguard  com¬ 
petitive  methods  in  business.  The  decrees  of  the  courts  have  often 
defined  their  purpose  as  being  to  “restore  competitive  conditions,”  and 
the  laws  that  have  been  passed  have  announced  their  objective  as  the 
prevention  of  restraints  upon  competition.  But  the  competition  which 
is  to  be  preserved  is  not  a  completely  independent  and  unguided  com¬ 
petition  ;  rather,  it  is  a  competition  which  is  required  to  keep  within 
certain  bounds  of  “fairness.”  It  is  a  competition,  moreover,  which  may 
be  subject  to  some  restraint  and  suppression  by  business  combinations, 
provided  only  that  such  restraint  is  not,  in  the  view  of  the  court,  “un¬ 
reasonable.”  And  the  new  competition  allows  for  a  substantial  measure 
of  cooperation  between  competing  business  units.  The  vast  extension 
of  organizations  such  as  trade  associations  is  a  move  in  the  nature  of 
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cooperation  between  the  several  business  units  in  the  various  lines  of 
trade.  Cooperation  is  the  life  of  trade.  "Only  by  cooperation  can  the 
enormous  wastes  of  competition  be  avoided.”  Cooperation  is  not  the 
antithesis  of  competition,  but  the  supplement,  and  an  invaluable  supple¬ 
ment,  in  the  successful  organization  of  modern  industry  and  trade.  The 
element  of  cooperation  is  encouraged  by  the  government  in  the  railroads 
of  the  country,  under  the  supervision  of  the  Interstate  Commerce  Com¬ 
mission.  It  needs  to  be  more  definitely  approved  for  industry  and  trade 
in  general ;  and  clear  definitions  of  fair  and  unfair,  reasonable  and 
unreasonable  cooperation  should  be  formulated.  Cooperation  has  been 
legalized  by  the  terms  of  the  Webb  Act  for  corporations  entering  into 
foreign  trade,  and  under  the  terms  of  the  Edge  Act  for  banking  com¬ 
panies  engaged  in  the  handling  of  investments  and  credits  for  the  financ¬ 
ing  of  foreign  trade.  Misguided  cooperation  wmuld  of  course  lead  to 
forms  of  monopoly  which  would  be  undesirable.  In  both  the  coal  in¬ 
dustry  and  the  meat  packing  industry  it  has  of  late  been  seriously  pro¬ 
posed  to  add  to  existing  provisions  for  government  regulation  to  the 
end  that  competition  and  cooperation  in  those  industries  may  be  properly 
balanced.  Government  control  should  recognize  the  importance  of  prop¬ 
erly  blending  the  principles  of  competition  and  cooperation  in  economic 
organization. 

In  the  past,  a  primary  purpose  of  anti-trust  legislation  and  its  ad¬ 
ministration  frequently  has  been  the  prevention  of  business  from  grow¬ 
ing  too  large.  The  popular  philosophy  of  business  at  the  time  of  the 
enactment  of  the  Sherman  Act  in  1890  considered  big  business  dangerous 
and  menacing  because  of  its  very  bigness.  The  provisions  of  the  Clayton 
Act  against  holding  companies  and  interlocking  directorates  are  an  ex¬ 
pression  of  the  same  fear  of  large  industrial  and  commercial  power. 
The  Supreme  Court  has  in  some  recent  decisions  declared  that  mere  size 
is  not  in  itself  illegal,  but  doubt  as  to  what  is  definitely  meant  by  such 
a  declaration  is  raised  by  such  a  judicial  attitude  as  was  taken  in  1914 
by  a  Federal  district  court  in  decreeing  the  dissolution  of  the  Inter¬ 
national  Harvester  Company.  In  part,  that  decision  stated,  "There  is 
no  limit  under  the  American  law  to  which  a  business  may  not  inde¬ 
pendently  grow,  and  even  a  combination  of  two  or  more  businesses,  if 
it  does  not  unreasonably  restrain  trade,  is  not  illegal ;  but  it  is  the 
combination  which  unreasonably  restrains  trade  that  is  illegal,  and 
if  the  parties  in  controversy  have  80  or  85  per  cent  of  the  American 
business,  and  by  the  combination  of  the  companies  all  competition  is 
eliminated  between  the  constituent  parts  of  the  combination,  then  it  is 
in  restraint  of  trade  within  the  meaning  of  the  statute,  under  all  of 
the  decisions.”  This  comes  close  to  declaring  that  the  company  un¬ 
reasonably  restrains  trade  because  of  its  very  bigness.  Does  size  itself 
constitute  unreasonable  restraint  ?  In  the  decision  of  the  Supreme 
Court  in  1920  dissolving  the  Reading  Company,  it  was  the  "dominating 
control”  of  the  company,  even  though  it  were  in  the  form  of  "un¬ 
exerted  power,”  which  figured  largely  in  the  logic  of  the  decision.  The 
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doubtful  attitude  toward  bigness  is  further  revealed  in  a  statement  by 
the  chairman  of  the  Federal  Trade  Commission  made  in  1918  that,  “The 
principal  unsettled  question  remaining  appears  to  l*e  whether  a  mo¬ 
nopolistic  combination  with  the  power  to  crush  its  competitors  is  not 
against  public  policy  and  contrary  to  the  law,  even  though  it  were  not 
shown  to  have  exerted  that  power.”  And  the  chairman  expresses  his 
personal  conviction  that  “In  ordinary  industry  and  trade,  however,  the 
maximum  social  advantage  is  not  in  concentration  and  unitary  organi¬ 
zation,  but  rather  in  the  competition  of  numerous  efficient  private  enter¬ 
prises.  ”  6  It  at  least  seems  certain  that  in  any  cases  where  combination 
is  allowed  to  attain  so  great  a  size  as  to  amount  to  private  monopoly, 
rigid  government  control  similar  to  that  provided  by  the  Interstate  Com¬ 
merce  Commission  will  be  applied. 

The  history  of  efforts  at  business  control  for  more  than  thirty  years 
teaches  emphatically  that  large  business  establishments  are  inevitable  in 
the  present  economic  period.  Business  units  of  sufficient  size  to  realize 
the  economies  of  large  scale  operation  are  a  natural  outcome  of  the  eco¬ 
nomic  system  based  upon  modern  science  and  technology.  Economic 
evolution  and  social  progress  alike  acknowledge  a  place  for  the  large- 
scale  business  establishment.  Decrees  of  dissolution  made  by  the  courts 
have  proved  in  large  measure  futile.  Communities  of  interest,  holdings 
of  stock  in  various  corporations  by  friendly  parties,  secret  understand¬ 
ings  and  concert  of  policy  spring  up  in  one  way  and  another.  It  often 
has  been  doubted  whether  “the  mere  dissolution  of  industrial  combina¬ 
tions  accomplishes  anything.”  7  The  words  of  Van  Hise  seem  thoroughly 
justified,  “Concentration  and  cooperation  in  industry  in  order  to  secure 
efficiency  are  a  world-wide  movement.  The  United  States  cannot  resist 
it.”  As  fast  as  one  form  of  combination  has  been  attacked  by  the  courts, 
another  form  has  been  invented.  The  pool  gave  way  to  the  trust,  the 
trust  to  the  holding  company,  and  the  holding  company  often  to  the 
amalgamation,  the  merger  or  the  community  of  interest.  Control  of 
business  methods,  of  forms  of  cooperation  and  competition,  ancl  con¬ 
demnation  of  evil  business  practices  have  met  with  a  reasonable  measure 
of  success;  but  the  result  of  attacks  on  mere  size  has  been  that,  “Not¬ 
withstanding  all  the  law  against  agreements  in  restraint  of  trade,  the 
present  generation  has  seen  the  greatest  movement  toward  consolidation 
which  is  recorded  in  economic  history.  ”  8  It  is  significant  that  Great 
Britain  has  during  and  since  the  war  given  direct  governmental  en¬ 
couragement  to  the  organization  of  business  on  a  comprehensive  and 
adequate  scale.  The  trouble  with  the  attitude  of  the  past  has  been 
fundamentally  that  people  were  unable  to  discern  the  psychological 
forces  which  were  working  in  the  direction  of  large  business  organi¬ 
zations.  The  development  of  the  resources  of  the  American  continent, 

0  W.  B.  Colver,  American  Problems  of  Reconstruction,  edited  by  E.  M.  Fried¬ 
man,  Chapter  X. 

7  See  A.  A.  Young,  Journal  of  Political  Economy,  pp.  204-219,  430-431. 

s  Bruce  Wyman,  Control  of  the  Market,  p.  142. 
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the  possibilities  in  the  utilization  of  modern  inventions  and  scientific 
discoveries,  the  economies  and  advantages  to  be  realized  by  big  under¬ 
takings,  the  enjoyment  of  economic  power  that  could  he  gained  by  those 
who  succeeded  in  large  business  organization,  the  achievements  which 
would  be  a  tribute  to  mammoth  creative  ability, — all  these  were  consid¬ 
erations  which  fired  the  imaginations  of  men  of  genius.  The  last  gen¬ 
eration  was  endowed  with  not  a  few  men  of  rare  and  extraordinary 
capacities,  and  the  opportunities  in  the  economic  world  which  stretched 
out  before  them  set  loose  their  unparalleled  energies.  Men  in  whom  the 
impulses  to  domination,  constructiveness,  possession,  fame,  power,  and 
creative  thought  were  highly  developed,  were  stimulated  to  their  highest 
endeavors  by  the  challenge  of  economic  circumstances.  People  and  gov¬ 
ernments  made  the  mistake  of  supposing  that  this  titanic  psychological 
energy  could  be  suppressed  or  abolished  by  the  enactment  of  a  law  or  a 
paper  dissolution  by  the  courts.  Great  human  energies  were  operating 
in  full  force,  and  when  they  were  balked  at  one  point,  they  found  an 
outlet  at  other  points.  The  human  energies  of  men  could  not  be  sup¬ 
pressed  ;  they  could,  however,  be  disciplined.  They  could  be  guided, 
directed,  and  brought  into  the  service  of  the  economic  needs  of  the  com¬ 
munity.  And,  of  late,  the  effort  of  business  control  along  these  lines  is 
a  truer  recognition  of  the  psychology  of  business  combination,  and  for 
that  reason  has  a  sounder  promise  of  success. 

The  possibility  of  making  over  the  forms  of  expression  which  will 
give  satisfaction  to  the  motives  of  great  captains  of  industry  is  difficult 
to  measure.  New  standards  of  business  honor,  new  standards  of  busi¬ 
ness  ethics,  new  standards  of  business  success,  gradually  turn  the  em¬ 
phasis  away  from  mere  money-getting  or  individualistic  attainment 
toward  economic  statesmanship  and  constructive  public  achievement. 
There  is  much  ground  for  believing  that  the  following  statement  of  the 
late  George  W.  Perkins  is  a  fair  descifiption  of  the  movement  of  the 
times:  “The  individualistic  period  in  which  we  have  been  living  .  .  . 
quickly  brought  great  fortunes  to  individuals.  Money-making  has  been 
the  one  all-absorbing  occupation  in  this  country  for  the  last  forty  years. 
...  On  the  whole,  the  individualistic  age  has  not  been  a  success,  either 
for  the  individual,  for  the  community  in  which  he  has  lived,  or  for 
the  nation.  This  period  is  passing  away.  ...  To  my  mind  there  is 
nothing  in  the  signs  of  the  times  so  certain  as  this.  I  believe  the  sooner 
the  man  of  the  future  understands  this,  accepts  it,  and  prepares  to 
shape  his  own  course  accordingly,  the  more  successful  his  career  will  be, 
the  better  off  his  country  will  be,  and  the  happier  he  and  every  one 
else  will  be.  .  .  .  Our  only  decoration — the  almighty  dollar — is  not  as 
highly  prized  as  it  used  to  be.  The  man  of  exceptional  ability,  of  more 
than  ordinary  talent,  will  hereafter  look  for  his  rewards,  for  his  honors, 
not  in  one  direction  but  in  two — first  and  foremost  in  some  public  work 
accomplished,  and  second  in  wealth  acquired.  ...  In  my  judgment,  the 
fashion  of  acquiring  wealth  simply  for  the  sake  of  possessing  it  has  about 
reached  its  greatest  height,  and  the  fashion  of  performing  public  service 
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for  the  sake  of  its  performance  is  coming  into  vogue.”9  To  the  degree 
that  this  revaluation  and  rediscipline  of  motives  takes  place,  the  economic 
organization  of  the  country  will  increase  the  measure  of  human  well¬ 
being  which  prevails,  and  private  initiative  in  public  achievement  will 
characterize  American  business  life. 

Governmental  Control  of  Labor. — Labor  is  so  vital  a  part  of  pro¬ 
ductive  organization  that  the  influence  of  government  control  over  it 
becomes  of  importance.  Government  control  of  the  laborers  of  the  rail¬ 
roads  has  already  been  described  in  some  of  its  phases.  Compulsory  in¬ 
vestigation  of  disputes,  trusting  to  public  opinion  for  enforcement  of 
decisions,  is  the  established  mode  of  procedure  for  the  railroads.  The 
State  of  Kansas  has  attracted  much  attention  by  the  formation  of  a 
State  Court  of  Industrial  Relations,  to  settle  labor  disputes  in  all  in¬ 
dustries  of  vital  public  concern,  with  powers  not  merely  of  compulsory 
investigation,  but  also  of  compulsory  enforcement  of  the  decision.  Both 
the  railroad  method  and  the  Kansas  method  arouse  the  bitter  antagonism 
of  organized  labor,  because  it  is  felt  that  the  element  of  compulsion  will 
prove  to  be  an  entering  wedge  for  forcing  men  to  work  against  their  will 
and  thus  for  involuntary  servitude.  The  fundamental  principle  in 
both  cases  is  the  uninterrupted  operation  of  businesses  which  are  of  in¬ 
dispensable  and  vital  public  service.  The  opposition  of  labor  caused 
Congress  to  eliminate  a  specific  anti-strike  clause  from  the  Esch- 
Cummins  railroad  bill,  and  an  adverse  Supreme  Court  decision  has  nulli¬ 
fied  the  principle  of  the  Kansas  Act.10  Labor’s  attitude  also  received 
much  attention  in  a  report  made  by  a  special  industrial  commission 
appointed  by  President  Wilson  in  1919  for  the  purpose  of  working  out 
an  industrial  reconstruction  program.  The  commission  contained  seven¬ 
teen  members,  persons  of  experience  and  distinction ;  and  great  im¬ 
portance  attaches  to  their  belief  that  the  general  application  of  com¬ 
pulsion  in  the  settlement  of  industrial  disputes  is  inexpedient  and  un¬ 
wise,  with  the  parties  to  industry  in  their  present  mood ;  and  that  the 
best  mode  of  maintaining  industrial  peace  and  cooperation  lies  in  the 
direction  of  a  nationwide  organization  of  arbitration  and  mediation 
machinery,  with  regional  divisions,  exercising  the  right  of  investigation 
and  publicity  in  industrial  disputes,  but  not  clothed  wdth  compulsory 
powers  to  forbid  strikes.  In  the  big  meat  packing  industries,  the 
government  established  during  the  war  a  method  of  federal  control  of 
labor  relations  under  the  direction  of  a  federal  judge,  Judge  Alschuler. 
His  powers  were  extended  following  the  war,  until  the  autumn  of  1921, 
and  the  Secretaries  of  Commerce,  of  Labor,  and  of  Agriculture  then 
approved  the  termination  of  this  federal  control  upon  the  understanding 
that  the  meat  packers  would  establish  forms  of  employee  representation 
and  joint  conference  between  employers  and  employees  for  the  adjust¬ 
ment  of  industrial  relations.  Government  control,  moreover,  has  fre¬ 
quently  taken  the  form  of  injunctions  forbidding  laborers  to  strike, 

9  E.  M.  Friedman,  Ameritan  Problems  of  Reconstruction,  pp.  50-51. 

i°  See  above,  p.  439. 
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or  to  picket,  or  to  boycott,  or  to  engage  in  some  other  practice  held  to  be 
objectionable.  The  element  of  compulsion  in  the  injunction  arouses 
extreme  bitterness  on  the  part  of  laborers,  and  they  feel  almost  uni¬ 
versally  that  the  injunction  deprives  them  of  their  freedom  and  rights 
as  American  citizens  and  workingmen.  The  injunction  is  a  measure 
which  ought  to  be  used  only  in  the  last  resort,  as  a  means  of  providing 
indispensable  business  service  to  the  public  or  of  protecting  just  rights 
of  employers.  Organized  labor  secured,  as  a  means  of  protecting  itself 
from  court  restrictions,  the  insertion  in  the  Clayton  Act  of  a  clause 
which  stated  that  “the  labor  of  a  human  being  is  not  a  commodity  or 
article  of  commerce,”  and  that  labor  organizations  are  lawful  under  the 
anti-trust  acts,  and  may  not  be  restrained  from  “lawfully  carrying  out 
the  legitimate  objects  thereof.”  Labor  unions  entertained  the  hope  that 
this  section  of  the  Clayton  Act  would  give  them  a  new  status  of  im¬ 
munity  from  interference  by  the  courts,  but  subsequent  judicial  de¬ 
cisions  indicate  that  the  Clayton  Act  did  not  materially  alter  or  improve 
the  status  of  labor  organizations.  The  act  empowers  them  merely  to 
lawfully  carry  out  legitimate  objects,  and  it  remains  for  the  courts  to 
give  their  own  interpretation  to  the  words  lawful  and  legitimate.  The 
act  seems  in  no  substantial  degree  to  have  mitigated  the  power  of  the 
courts,  through  injunctions  or  decisions,  to  control  the  practices  of  labor 
organizations. 

Experience  therefore  indicates  that  the  situation  of  the  present  day 
calls  for  the  minimum  of  government  compulsion  which  is  necessary  to 
protect  vital  interests  of  the  public,  and  for  the  creation  under  govern¬ 
ment  auspices  of  machinery  for  nationwide  voluntary  arbitration  and 
conciliation.  The  forcible  suppression  of  the  mass  aspirations  of 
laborers  by  undue  government  control  would  be  fraught  with  dangerous 
psychological  results.  Where  labor  unrest  reflects  grievances,  and  where 
the  hopes  of  groups  of  workers  are  aroused,  a  policy  of  suppression  can 
have  no  other  effect  than  to  foster  unnecessary  radicalism,  bring  about 
a  balked  industrial  morale,  and  stimulate  sulkiness,  sabotage,  and  re¬ 
striction  of  production.  The  psychology  of  the  mass  of  workers  requires 
not  merely  a  closing  of  certain  channels  of  human  expression  which 
society  deems  dangerous,  but  also  the  opening  of  other  channels  of  ex¬ 
pression  that  are  not  dangerous.  When  bad  expressions  of  basic  labor 
motives  have  to  be  stifled,  good  expressions  for  the  same  energies  need 
to  be  created. 

Reform. — In  a  general  way,  reform  refers  to  those  efforts  to  im¬ 
prove  human  affairs  which  take  their  initiative  from  leaders  who  are 
desirous  of  helping  the  mass  of  their  fellowmen.  Reform  is  not  pri¬ 
marily  a  democratic  method  because  it  does  not  exact  responsible  effort 
and  alert  self-expression  from  the  people  who  are  to  benefit  most  by  it. 
Reform  extends  a  helping  hand  from  the  top  down  more  than  it  builds 
a  self-earned  and  self-created  improvement  through  the  democratic  or¬ 
ganization  of  people  from  the  bottom  up.  Society  abounds  with  social 
students,  public-spirited  citizens,  altruistic  business  men,  or  political 
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leaders  anxious  to  serve  their  fellowmen,  who  are  continually  busy 
effecting  reforms  for  the  good  of  society. 

Most  reform  efforts  of  the  present  day  are  directed  toward  economic 
conditions,  and  a  great  proportion  of  them  seek  their  ends  through  the 
medium  of  legislation.  Labor  legislation  is  a  leading  type  of  reform, 
and  numerous  organizations  exist  for  the  furtherance  of  such  legisla¬ 
tion,  conspicuous  among  which  is  the  American  Association  for  Labor 
Legislation.  Labor  reforms  include  laws  establishing  a  minimum  wage ; 
prohibiting  child  labor ;  protecting  women  in  industry;  assuring  work¬ 
men’s  compensation  and  insurance,  accident  prevention,  fire  protection 
and  sanitary  working  conditions ;  regulating  hours  of  labor  and  night 
work ;  maintaining  factory  inspection ;  requiring  proper  woi’king  condi¬ 
tions  ;  supplying  adequate  housing ;  restricting  the  immigration  of  alien 
labor ;  organizing  Americanization ;  providing  employment  agencies ; 
and  endeavoring  to  help  the  worker  by  every  device  conceivable  to  the 
mind  of  a  reformer. 

There  are  numerous  societies  and  associations  whose  function  is  to 
spread  publicity  in  favor  of  some  reform,  or  to  bring  pressure  to  bear 
on  legislators,  or  to  bring  direct  help  to  people  in  trouble.  These  socie¬ 
ties  include  such  different  agencies  as  the  Consumers’  League,  the  Fed¬ 
eral  Council  of  the  Churches  of  Christ  in  America,  the  American  Child 
Hygiene  Association,  the  American  Home  Economics  Association,  the 
Child  Welfare  League  of  America,  the  League  for  Industrial  Democracy, 
the  National  Conference  of  Social  Work,  the  National  Women’s  Trade 
Union  League,  the  Russell  Sage  Foundation  and  other  foundations, 
and  bureaus  of  industrial,  social  or  economic  research.  Almost  every 
field  of  economics  has  its  set  of  leagues  and  societies  devoted  to  reform. 

The  work  of  reformers  is  of  genuine  service,  for  it  prevents  in  large 
measure  low  standards  of  human  treatment  in  the  economic  world.  It 
alleviates  suffering,  and  it  arouses  a  dormant  public  to  face  industrial 
wrongs  and  provide  remedies.  The  body  of  welfare  legislation,  of  uplift 
work,  and  of  reform  organization  has  raised  the  level  of  comfort  and 
happiness  in  the  nation  and  deserves  high  recognition.  It  is  important, 
however,  to  note  the  limits  within  which  most  reforms  take  effect. 
Reform  is  not  a  unified  comprehensive  program,  but  is  a  bundle  of  par¬ 
ticularistic  programs,  each  sponsored  by  certain  groups  of  individuals 
who  devote  their  energies  to  the  accomplishment  of  miscellaneous  or 
single  reform  acts.  In  the  meantime,  the  economic  institutions  remain 
fundamentally  unchanged,  and  in  their  normal  functioning  result  in  a 
fairly  steady  output  of  the  troubles,  distresses,  injuries  and  wTrongs 
which  reformers  can  only  lighten  or  alleviate.  A  great  deal  of  reform 
seeks  to  extend  the  helping  hand,  but  does  not  reshape  the  institutions 
of  the  economic  order  in  such  ways  as  to  insure  the  institutional  elimi¬ 
nation  of  the  difficulties.  Reform  is  often  subject  to  the  defects  common 
to  all  welfare  work.  It  is  in  the  nature  of  public  benevolence  rather 
than  of  self-expression.  As  long  as  the  status,  powers  and  rights  of  the 
various  classes  in  economic  organization  remain  substantially  unchanged, 
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the  reform  movement  necessarily  works  near  the  surface  of  things.  It 
is  useful  and  indispensable,  but  faces  certain  limits  of  effectiveness. 

Moreover,  it  is  true  of  a  large  class  of  reforms  that  they  rest  upon 
an  inadequate  view  of  social  psychology.  This  class  of  reforms  aims  to 
give  pleasure,  safety,  comfort,  and  happiness  to  social  groups.  Trouble 
is  to  be  abolished,  danger  and  risk  eliminated,  war  and  struggle  ended, 
minimums  of  food  and  luxuries  guaranteed,  poverty  wiped  out,  fear, 
oppression  and  autocracy  destroyed.  The  new  age  that  this  type  of 
reform  looks  forward  to  is  one  of  contentment,  leisure,  gentleness,  kind¬ 
ness,  and  security.  All  of  this  is  to  be  a  gift,  coming  from  reform  leagues 
and  societies,  or  from  acts  of  legislation.  But  such  a  state  of  peace  and 
piety  and  plenty  offers  no  satisfaction  to  many  of  the  basic  wants  of 
human  beings.  Men  and  women  do  not  want  gifts  of  pleasure ;  they  want 
opportunities  to  win  economic  and  social  advance  by  the  assertion  of 
their  own  human  powers.  Men  and  women  need  a  cause  which  they 
can  be  devoted  to,  and  through  loyalty  to  the  cause,  through  struggle  for 
the  cause,  through  self-sacrifice  and  heroism  and  hazard  for  the  cause, 
they  desire  to  win  and  create  their  own  betterment.  The  victories  and 
rewards  which  come  from  self-assertion  are  real.  Men  need  challenges 
to  invent  new  social  and  economic  principles  and  measures,  and  need 
opportunities  to  hew  out  progress  by  the  work  of  their  own  hands.  The 
society  often  portrayed  by  a  certain  class  of  reformers  is  a  complacent 
haven  of  refuge,  but  men  cannot  live  the  strenuous  life  in  such  a  society, 
and  anything  short  of  the  strenuous  life  cannot  satisfy  the  deepest  de¬ 
mands  of  human  nature.  Reform  movements  of  this  kind  largely  ignore 
the  fundamental  human  cravings  for  zest,  risk,  responsibility,  self¬ 
achievement,  group  loyalty,  resourcefulness,  sacrifice,  domination,  power, 
struggle,  conquest.  Of  course  the  sounder  reform  movements  avoid 
the  mistaken  social  psychology  of  ease  and  comfort,  but  it  is  important 
that  the  bulk  of  reform  effort  should  rest  upon  a  correct  interpretation 
of  human  nature.  Reform  in  the  deepest  sense  of  the  word  should 
mean  not  merely  a  gift  from  society  to  needy  groups,  but  an  organi¬ 
zation  of  opportunity  for  self-achievement,  and  for  group  advancement 
by  the  creative  effort  of  all  members  of  the  group. 

The  spirit  of  reform  is  a  splendid  reflection  of  the  genuine  feeling 
of  human  kindness,  and  the  fruitage  of  such  a  spirit  certainly  commands 
admiration.  Not  a  few  groups  in  society  are  deficient  in  the  virile 
instincts  and  the  powers  of  self-assertion  and  achievement,  and  the  pro¬ 
tecting  care  of  society  over  them  is  an  indication  of  a  high  state  of 
civilization.  There  is  no  disparagement  of  the  inner  value  of  reforms 
as  a  whole,  in  pointing  out  some  of  the  limits  under  which  certain 
classes  of  reform  have  worked  in  the  past  or  in  indicating  the  mislead¬ 
ing  notions  of  human  nature  which  underlie  certain  reform  movements. 
The  gist  of  these  observations  is  that  a  reconstruction  of  reform  programs 
that  reckoned  more  positively  with  the  limits  of  reform  effort  and  that 
recognized  the  principles  of  modern  social  psychology  would  greatly  in¬ 
crease  their  power  and  usefulness. 
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Public  Opinion  and  Public  Control. — References  have  been  made  to 
the  power  of  public  opinion  as  a  means  of  effecting  fair  business  prac¬ 
tices  under  the  administration  of  the  Federal  Trade  Commission  and  as 
a  means  of  enforcing  official  decisions  bearing  upon  labor  disputes. 
Public  opinion  is  commonly  thought  of  as  an  opinion  which  is  right. 
Pitiless  publicity  is  often  suggested  as  a  measure  for  bringing  about 
adequate  remedies  of  economic  wrongs  and  troubles.  And  it  is  ordinarily 
observed  that  an  economic  policy  cannot  long  endure  or  a  method  of 
government  control  prove  effective  unless  it  can  secure  the  support  of 
public  opinion.  It  is  appropriate,  therefore,  to  give  some  analysis  to  the 
function  and  application  of  public  opinion  in  economic  matters. 

First  of  all,  public  opinion  is  scarcely  competent  to  pass  upon  tech¬ 
nical  economic  issues.  On  matters  of  business  ethics  or  of  labor  griev¬ 
ances,  public  opinion  is  swayed  primarily  by  head  lines,  and  only  very 
remotely  by  the  body  of  technical  facts  which  bear  upon  the  issue.  For 
instance,  a  federal  judge  who  dissolved  a  corporation  on  the  basis  of 
what  he  had  read  about  it  in  the  newspapers,  or  an  arbitrator  who 
decided  a  wage  dispute  from  his  knowledge  of  the  press  headlines,  would 
be  obviously  derelict  in  his  duties  because  he  would  be  acting  without 
anything  like  adequate  evidence.  Yet  the  judge  or  the  arbitrator  would 
be  acting  upon  exactly  the  same  evidence  as  serves  to  form  public 
opinion.  The  broad  spirit  of  public  opinion  as  it  might  relate  to  the 
rightness  or  wrongness  of  profiteering  or  of  a  certain  standard  of  living 
as  a  basis  for  wage  adjustments,  would  have  real  value,  but  the  deter¬ 
mination  in  any  particular  case  of  what  per  cent  of  profit  is  profiteering 
would  rest  upon  a  technical  analysis  of  capitalization,  invested  capital 
and  other  matters  of  fact,  and  the  determination  of  a  living  wage  would 
rest  upon  a  technical  analysis  of  statistics  of  prices  and  cost  of  living, 
of  family  budgets,  and  similar  facts.  Clearly,  the  determination  and 
analysis  and  interpretation  of  such  evidence  is  beyond  the  competence  of 
public  opinion. 

From  another  standpoint,  public  opinion  is  not  allowed  to  form  itself 
freely,  without  bias  or  misbalanced  information.  The  Federal  Trade 
Commission  gave  publicity  to  its  findings  about  the  profits  of  the  meat 
packers,  hoping  that  public  opinion  would  eliminate  profiteering.  The 
meat  packers  countered  by  running  expensive  advertising  in  the  news¬ 
papers  and  spreading  broadcast  pamphlets  to  inform  the  public  that 
their  profit  amounted  only  to  a  small  fraction  of  one  cent  out  of  every 
dollar  of  sales.  As  a  result,  the  publicity  of  the  Federal  Trade  Com¬ 
mission  was  neutralized  and  public  opinion  was  confused  and  ineffec¬ 
tive.  Business  concerns  or  labor  organizations  which  have  interests  at 
stake  conceive  it  to  be  their  right  and  duty  to  use  every  effort  to  shape 
public  opinion  in  the  direction  which  they  desire.  Hence  there  has 
developed  the  modern  art  of  propaganda.  People  who  once  doubted 
the  power  of  propaganda  had  those  doubts  removed  during  the  war  by 
the  obvious  effects  of  war  propaganda.  Since  the  war,  nearly  every  large 
corporation  has  a  publicity  official  whose  duty  it  is  to  spread  broadcast 
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information  of  a  nature  to  win  the  good  will  of  the  public ;  and  labor 
organizations  from  time  to  time  have  announced  the  appropriation  of 
huge  sums  to  be  devoted  to  arousing  a  sympathetic  public  opinion. 
Publicity  in  such  cases  is  a  refined  name  for  propaganda.  The  public 
stands  between  a  cross-fire  of  propaganda,  and  it  would  be  amazing  if 
the  perfectly  human  public  did  not  reflect  this  situation  in  its  opinion 
on  important  matters.  Propaganda  takes  advantage  of  every  known 
device  of  irrational  appeal  and  unconscious  suggestion ;  and  the  value 
of  public  opinion  as  a  help  in  settling  baffling  problems  has  to  be  dis¬ 
counted  to  the  extent  that  propaganda  is  misleading. 

Public  opinion  as  an  arbiter  of  disputes  between  labor  and  capital 
is  subject  to  all  these  limitations  in  degrees  which  vary  from  case  to  case. 
Doubtless  in  most  labor  disputes  the  superior  power  of  propaganda  lies 
with  employers.  Often  employers  carry  large  advertisements  in  the. 
daily  press  during  a  time  of  strike,  to  arouse  public  opinion  in  their 
behalf.  More  important  than  this,  the  whole  social  philosophy  and 
economic  background  of  newspaper  managers  and  editors  tends  to  make 
them  unconsciously  the  allies  in  sympathy  and  reasoning  with  employers 
and  naturally  their  headlines  and  editorials  tend  to  reflect  their  funda¬ 
mental  and  unconscious  bias.  Charges  are  often  made  that  newspapers 
are  intimidated  by  business  men  who  patronize  their  advertising  columns 
into  publishing  only  news  favorable  to  their  interests,  but  such  charges 
are  rarely  proved  by  concrete  evidence.  Beyond  these  considerations 
lies  the  fact  that  in  the  very  nature  of  the  case  the  primary  concern  of 
the  public  is  peace  and  quiet,  order  and  smoothness.  The  public  as 
a  rule  would  rather  have  industrial  peace  at  almost  any  price  than 
arouse  itself  to  a  study  of  troublesome  conditions  and  the  problems  of 
industrial  reconstruction.  The  public  wants  to  be  let  alone ;  hence  it  is 
ordinarily  the  ally  of  the  status  quo  in  industry.  Labor  comes  with  the 
sword  and  attacks  the  status  quo.  Most  labor  demands  are  for  a  change. 
Labor  is  on  the  aggressive  and  just  as  in  international  warfare  the 
nation  which  starts  the  trouble  alienates  the  sympathy  of  neutrals,  so 
in  industrial  disputes,  the  group  which  starts  the  dispute  and  takes  the 
initiative  tends  to  alienate  the  sympathy  of  neutral  public  opinion. 
Neutral  opinion  usually  sympathizes  with  whoever  is  on  the  defensive 
and  turns  against  whoever  is  on  the  offensive.  In  most  industrial  dis¬ 
putes,  capital  is  on  the  defensive  and  labor  on  the  offensive.  It  results 
therefore  that  the  weight  of  public  opinion  tends  to  the  maintenance  of 
things  as  they  are.  It  is  marked  more  by  a  leaning  toward  habit,  custom 
and  inertia  than  toward  newness  of  thinking,  alteration  of  conditions, 
and  change  of  policy.  From  labor’s  standpoint,  the  public  wants  peace 
more  than  justice,  and  industrial  quiet  more  than  the  active  righting  of 
industrial  wrongs.  These  limits  to  the  value  of  public  opinion  in  indus¬ 
trial  disputes  need  to  be  recognized  when  opinion  is  assigned  the  role  of 
arbiter  between  labor  and  capital. 

This  account  of  the  case  should  not  be  allowed  to  belittle  unduly 
the  true  impoi-tance  of  public  opinion  in  the  role  which  it  is  competent 
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to  play.  The  public  is  the  injured  party  in  industrial  struggles  and  its 
determination  to  protect  itself  from  unjust  interruption  of  business 
service  is  a  worthy  one.  The  ideas  of  the  common  man  deserve  deep 
respect,  and  there  is  no  intention  here  to  repudiate  public  opinion  as  a 
useful  force  in  the  control  of  modern  business.  But  the  limits  of  public 
opinion  need  to  be  taken  into  account ;  its  natural  lethargy  and  inertia 
recognized ;  its  vulnerability  to  the  skilled  presentation  of  propaganda, 
understood ;  and  its  unconscious  social  and  economic  bias  properly  meas¬ 
ured.  Public  opinion  on  economic  issues  needs  constant  education  and 
leadership,  needs  to  be  aroused  by  responsible  authorities  and  informed 
by  agencies  which  are  interested  in  true  publicity  rather  than  mere 
propaganda.  The  estimate  of  public  opinion  by  Viscount  James  Bryce 
in  his  work  on  Modern  Democracies  states  the  matter  in  admirable  pro¬ 
portions:  “The  value  of  public  opinion  depends  on  the  extent  to  which 
it  is  created  by  that  small  number  of  thinking  men  who  possess  knowl¬ 
edge  and  the  gift  of  initiative,  and  on  the  extent  to  which  the  larger 
body,  who  have  no  initiative  but  a  shrewd  judgment,  cooperate  in  dif¬ 
fusing  sound  and  temperate  views  through  the  community,  influencing 
that  still  larger  mass  who,  deficient  in  knowledge  and  in  active  interest, 
follow  the  lead  given  to  them.  .  .  .  Two  dangers  threaten  ...  all  modern 
democracies.  One  is  the  tendency  to  allow  self-interest  to  grasp  the 
machinery  of  government  and  turn  that  machinery  to  its  ignoble  ends. 
The  other  is  the  irresponsible  power  wielded  by  those  who  supply  the 
people  with  the  materials  they  need  for  judging  men  and  measures. 
That  dissemination  by  the  printed  word  of  untruths  and  fallacies  and 
incitements  to  violence  which  we  have  learned  to  call  propaganda  has 
become  a  more  potent  influence  among  the  masses  in  large  countries  than 
the  demagogue  ever  was  in  the  small  peoples  of  former  days.  To  combat 
these  dangers  more  insight  and  sympathy,  as  well  as  more  energy  and 
patriotism,  are  needed  than  the  so-called  upper  and  educated  classes 
have  hitherto  displayed.”  11 


BIBLIOGRAPHY 

Croly,  H.  L.,  The  Promise  of  American  Life. 

Cunningham,  W.  G.,  American  Railroads. 

Dewey,  John,  Reconstruction  of  Philosophy. 

Dickinson,  G.  L.,  Justice  and  Liberty. 

Dixon,  F.  H.,  Railroads  and  Government. 

Follett,  M.  P.,  The  New  State. 

Henderson,  G.  C.,  The  Federal  Trade  Commission. 

Jones,  F.  D.,  Trade  Association  Activities  and  the  Law. 

Laski,  H.  L.,  Authority  in  the  Modern  State. 

Lloyd,  E.  M.  H.,  Experiments  in  State  Control  (Carnegie  Studies). 
Marshall,  A.,  Industry  and  Trade. 

Mill,  J.  S.,  On  Liberty. 

Miller,  S.  L.,  Railway  Transportation. 


11  Pp.  456-457,  459-460.  See  Chapters  XV  and  LXVII. 


768 


Economic  Control 


Ogburn,  W.  F.,  Social  Change. 

Robertson,  D.  H.,  The  Control  of  Industry. 

Swenson,  R.  J.,  National  Government  and  Business. 

Taft,  W.  H.,  The  Anti-Trust  Act  and  the  Supreme  Court. 

Tugwell,  R.  G.,  The  Economic  Basis  of  Public  Interest. 

Willoughby,  W.  F.,  Government  Organization  in  War  Time  and  After. 
Wilson,  Woodrow,  The  New  Freedom. 

Zimmern,  A.  E.,  Nationality  and  Government. 


CHAPTER  XXXVII 


ECONOMIC  RADICALISM 

There  exists  in  every  economic  organization  a  group  of  people  who, 
because  of  certain  characteristics  which  are  more  or  less  common  to 
them,  come  to  be  looked  upon  by  the  rest  of  the  economic  organization 
as  “radicals.”  Some  of  the  most  noticeable  characteristics  of  the  mem¬ 
bers  of  radical  groups  may  be  outlined  briefly  as  follows:  (1)  The  evils 
and  faults  of  society  look  bigger  to  them  than  to  the  average  person ; 
wrongs  tower  into  outrages,  economic  conditions  cry  out  with  indecencies, 
and  the  troubles  and  -wants  of  the  less  fortunate  classes  of  society  loom 
up  into  atrocious  evils  and  glaring  crimes  against  humanity.  (2)  Radi¬ 
cals  as  a  rule  are  more  impatient  for  correction  of  economic  faults  than 
the  average  person.  Delay  is  in  their  eyes  criminal  procrastination,  and 
the  faults  of  society  require  quick  and  effective  action.  (3)  Radicals 
as  a  group  place  great  stress  upon  the  right  of  freedom  of  thought, 
freedom  of  the  press,  freedom  of  speech,  and  freedom  of  agitation.  The 
vocabulary  of  radicalism  emphasizes  and  reemphasizes  the  word  free¬ 
dom  from  first  to  last, — a  perfectly  natural  rationalization  of  their  burn¬ 
ing  desire  to  be  immune  from  restraint  in  preaching  and  spreading  the 
doctrines  of  radicalism.  (4)  Radicals  demand  changes  which  are  more 
drastic  and  far-reaching  than  appeal  to  the  ordinary  man.  They  look 
upon  mild  reforms  and  ordinary  reconstruction  as  mere  patchwork ; 
what  they  want  is  a  transformation  of  society,  a  remaking  of  funda¬ 
mentals,  a  complete  remodeling  of  economic  structure.  (5)  Radicals  give 
every  appearance  of  feelings  of  bitterness  and  hate  toward  classes  who 
stand  in  their  way.  They  dwell  upon  pictures  of  the  class  war,  and 
the  class  struggle,  and  anticipate  the  destruction  of  a  class  of  oppressors. 
For  the  mass  of  people,  for  the  labor  groups  especially,  they  evince 
genuine  love  and  sympathy,  and  this  is  all  the  stronger  reason  why  they 
show  hatred  of  oppressors.  (6)  They  look  forward  to  an  organization 
of  economic  society  in  which  group  action  shall  predominate,  and  col¬ 
lective  and  cooperative  institutions  shall  supersede  private  business. 
Political  groups  and  non-political  cooperative  groups  compose  the  antici¬ 
pated  structure  of  their  rebuilt  economic  society.  (7)  Radicals  place 
great  faith  in  the  willingness  of  the  individual  under  the  proposed 
regime  to  subordinate  self-motives  to  social  motives,  and  to  abandon 
desires  for  selfish  acquisition  or  aggrandizement  in  order  to  make  way 
for  desires  of  public  service  and  the  common  good.  It  is  prophesied  that 
under  the  new  regime  public-spiritedness  will  be  paramount. 
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These  characteristics  of  radicals  naturally  set  them  off  as  unique  and 
queer,  and  as  different  and  dangerous.  Some  people  feel  that  the  only 
adequate  treatment  for  such  specimens  of  humanity  is  to  jail  them, 
lynch  them,  shoot  them,  or  deport  them.  There  come  from  time  to  time 
waves  of  popular  feeling  when  this  attitude  takes  possession  of  nearly 
the  whole  of  society.  Such  an  outburst  of  public  feeling  came  during  the 
years  immediately  following  the  World  War.  Even  during  these  waves 
of  feeling,  however,  there  are  certain  groups  which  take  the  stand  that 
radical  doctrines  are  after  all  not  harmful  if  they  are  treated  intelli¬ 
gently,  and  that  if  radicalism  is  empty  and  has  no  basis  in  fact,  it  will 
die  a  natural  death,  or  will  draw  an  insignificant  band  of  followers,  while 
if  it  has  any  basis  in  fact,  society  can  quietly  and  in  an  ordeidy  manner 
correct  the  wrongs,  and  thereby  draw  the  sting  out  of  radicalism.  In 
ordinary  times,  the  group  of  people  who  act  upon  this  interpretation  of 
the  radical  movement  are  usually  the  predominant  group. 

There  are  distinguishable  shades  or  degrees  of  radicalism.  Some  are 
moderate  and  patient,  and  although  they  believe  in  drastic  changes,  they 
are  willing  to  take  time  in  reaching  them.  Economic  evolution  is  their 
principle  of  action.  Others  speak  of  evolutionary  revolution,  indicating 
that  they  want  revolutionary  changes  in  economic  structure,  and 
although  they  will  proceed  by  law  and  order  to  secure  the  changes,  yet 
at  the  same  time  they  will  hurry  up  the  process  of  evolution,  and  speed 
the  day  of  drastic  transformation  with  all  their  might  and  main.  Others 
plan  for  a  great  upheaval,  for  a  bloodless  revolution,  for  the  seizure  of 
all  things  by  the  emancipated  classes  and  the  surrender  of  the  oppressors. 
And  still  others  deliberately  calculate  on  force  and  violence  as  the  means 
of  overthrow  of  the  capitalist  power  and  the  rule  of  the  working  classes 
evex*ywhere. 

Radicalism  has  not  merely  its  various  shades  and  degrees,  but  also 
its  various  parties,  or  schools  of  thought.  Radicalism  is  synonymous  to 
most  people  with  socialism,  but  socialism  and  radicalism  have  so  many 
divisions  and  parties  that  it  is  difficult  to  give  the  common  essence  of 
them  all.  The  case  is  somewhat  as  in  religion,  where  a  great  number  of 
denominations,  factions  and  groups  appear,  and  the  interpretation  of 
religion  made  by  each  is  different  from  that  made  by  any  other.  Hence, 
it  is  more  illuminating  than  a  definition  to  state  that  all  branches  of 
radicalism  partake  in  some  shade  and  degree  of  the  main  characteristics 
of  radicalism  which  were  drawn  up  at  the  beginning  of  this  section. 
Some  of  the  main  branches  and  their  main  individual  peculiarities  will 
be  listed  below. 

1.  State  socialism  looks  toward  state  ownership  and  operation  of  the 
main  industries  of  the  country  by  a  political  government  which  has 
eliminated  the  capitalist  classes  from  power.  The  German  experiments 
in  state  ownership  and  operation  before  the  World  War  were  state  capi¬ 
talism  rather  than  state  socialism  in  the  strict  sense  of  the  term.  State 
capitalism  is  often  considered  by  socialists  as  a  stepping-stone  toward 
state  socialism.  An  important  part  of  the  program  of  the  American 
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Socialist  Party  has  been  state  ownership  and  operation  of  leading  in¬ 
dustries.  In  recent  years  American  socialism  has  shown  a  drift  toward 
the  principles  of  guild  socialism,  which  are  described  in  later  paragraphs. 
The  experiments  of  North  Dakota  under  the  Non-Partisan  League  with 
state-owned  grain  elevators,  state  banks,  and  the  like  had  the  salient 
characteristics  of  state  socialism.  The  construction  of  the  Panama  Canal 
has  often  been  cited  by  socialists  as  proof  of  the  practicability  of  state 
enterprises.  However,  none  of  these  examples  constituted  100  per  cent 
state  socialism,  for  the  reason  that  the  government  itself  remained  capi¬ 
talistic  in  its  fundamental  nature. 

2.  Guild  socialism  proposes  a  dual  organization  of  politics  and  in¬ 
dustry,  under  which  each  branch  of  industry  would  govern  its  own 
productive  activity  through  the  organization  of  its  workers,  while 
coordination  of  the  various  branches  of  industry  would  be  effected 
through  the  federative  organizations  of  the  various  industries,  or 
through  the  control  of  the  political  state,  or  through  a  combination  of 
both  these  methods.  The  workers  woidd  elect  committees  and  councils 
to  assume  the  leadership  in  production,  and  each  branch  of  industry 
would  thus  put  the  control  and  operation  of  its  own  production  in  the 
hands  of  its  workers.  The  state,  representing  more  particularly  con¬ 
sumers,  would  be  a  mediating  and  harmonizing  agency,  to  effect  proper 
adjustments  between  the  several  producers’  organizations,  and  to  pro¬ 
tect  the  interests  of  society  as  a  whole.  The  proposed  Plumb  plan  for 
operation  of  the  American  railroads  comes  the  nearest  to  the  principles 
of  Guild  socialism  of  any  project  that  is  well  known  to  this  country, 
but  the  main  stronghold  of  Guild  socialism  is  among  certain  influential 
intellectual  groups  of  Great  Britain. 

3.  Marxian  socialism  refers  to  socialistic  doctrines  based  upon  the 
writings  of  a  great  German  economist  of  the  nineteenth  century,  Karl 
Marx.  His  most  famous  work,  Das  Kapital,  has  often  been  called  the 
socialist  “bible.”  Its  elaborate  attempt  at  a  scientific  diagnosis  of 
capitalistic  society  has  led  many  to  refer  to  Marxian  socialism  as  “scien¬ 
tific”  socialism.  Two  of  the  most  important  doctrines  of  Marx  are  the 
surplus  value  theory  and  the  class  struggle  theory.  The  surplus  value 
theory  has  been  defined  in  a  previous  chapter  dealing  with  value  theories. 
Its  emphasis  upon  the  tendency  of  capital  to  appropriate  the  product 
of  labor  over  and  above  that  remuneration  necessary  to  provide  the  bare 
means  of  subsistence  has  long  furnished  inspiration  for  those  socialistic 
leaders  who  hold  that  capitalism  inevitably  means  the  exploitation  of 
the  proletariat.  The  class  struggle  theory  has  come  to  be  widely  known 
under  the  heading  of  the  economic  or  materialistic  interpretation  of 
history.  Marx  taught  that  economic  forces  would  in  the  long  run  be  the 
undoing  of  capitalism  itself,  for  concentration  in  industry  would  steadily 
grow  greater  and  greater,  and  this  would  ever  more  widely  divide 
workers  from  capitalists.  A  class  feeling  would  grow  sharper  and 
sharper,  the  greediness  of  the  big  capitalists  would  bring  increasing 
misery  to  the  workers,  and  the  class  war  would  eventuate.  In  the  class 
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war  the  workers  would  unite  and  strip  the  capitalist  exploiters  of  their 
property  and  decree  that  land  and  capital  should  be  owned  in  common. 
The  militant  character  of  Marxian  doctrine  has  caused  it  to  be  referred 
to  frequently  as  revolutionary  socialism. 

4.  Utopian  socialism,  as  the  name  implies,  refers  to  the  somewhat 
idealistic  proposals  of  many  reformers.  Prominent  among  this  group 
of  socialists  have  been  Saint-Simon,  Fourier,  Robert  Owen,  and  Bellamy. 
Many  community  experiments  were  tried  in  the  collective  ownership  of 
property,  but  practical  difficulties  brought  such  experiments  to  an  un¬ 
successful  close.  The  most  important  permanent  influence  of  the  Utopian 
socialists  was  the  cooperative  movement  among  consumers. 

5.  Parliamentary  socialism  refers  not  so  much  to  a  separate  school 
of  thought  as  to  a  distinct  method  of  bringing  socialism  about.  Parlia¬ 
mentary  tactics  are  aimed  not  at  sudden  revolution  but  at  gradual  evolu¬ 
tion.  They  consist  largely  of  reform  laws  passed  by  parliaments,  con¬ 
gresses,  and  legislatures.  The  Fabian  socialists  of  England  are  promi¬ 
nent  advocates  of  such  tactics,  but  almost  every  type  of  socialism  utilizes 
some  measure  of  pai'liamentary  strategy.  In  the  milder  sense  of  the 
word,  every  social  reformer  who  favors  industrial  and  social  legislation 
is  a  parliamentary  socialist.  Minimum  wage  and  child  labor  legislation 
belongs  within  this  category. 

6.  Syndicalism  is  a  branch  of  socialism  which  exalts  the  organi¬ 
zation  of  the  producers  in  each  line  of  industry  as  the  supreme  form  of 
economic  institution.  Instead  of  using  parliamentary  tactics  as  a  means 
to  attaining  power,  syndicalists  would  use  trade  union  tactics.  Syndical¬ 
ists  believe  in  using  trade  unions  as  agencies  of  direct  action  by  indus¬ 
trial  methods.  Direct  action  includes  sabotage,  i.e.,  spoiling  machinery 
or  product  as  a  means  of  struggle  against  employers ;  boycotts  and  labels ; 
and  most  important  of  all,  strikes.  The  day  is  anticipated  when  the 
workers  in  one  big  union  will  declare  the  General  Strike  against  the 
whole  capitalist  structure,  and  with  the  overturn  of  capitalism  will  win 
control  of  all  industry.  The  stronghold  of  syndicalism  is  in  the  French 
labor  movement,  but  a  group  of  American  syndicalists  have  sprung  up 
independently,  under  the  title  of  the  Industrial  Workers  of  the  AVorld. 
Their  strength  as  an  organization  dwindled  greatly  in  America  during 
and  following  the  war,  but  men  imbued  with  their  doctrines  penetrated 
the  organizations  of  ordinary  trade  unions  in  a  great  many  cases, 
although  the  extent  of  this  penetration  is  practically  impossible  to 
estimate  with  any  degree  of  accuracy. 

7.  Communism  is  similar  to  other  forms  of  socialism  in  its  pro¬ 
posals  for  the  organization  of  production,  but  differs  sharply  in  its 
proposals  for  distribution  of  consumers’  goods.  Communism  pools  the 
earnings  and  ownings  of  people,  and  divides  the  common  fund  on  some 
such  basis  as,  for  example,  “to  each  according  to  his  needs.”  Equality 
of  income  is  more  closely  reached  under  communism  than  under  any 
other  form  of  socialism. 

8.  The  Soviet  is  the  name  given  to  the  form  of  political  machinery 
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which  has  been  established  in  the  Russian  socialistic  experiment.  The 
socialism  which  has  been  tried  out  in  Russia  has  been  a  peculiar  com¬ 
bination  of  some  of  the  main  principles  of  Karl  Marx,  of  communism 
among  peasants  and  workers,  of  opportunistic  tactics  to  meet  military 
and  industrial  crises,  and  of  the  dictatorship  of  a  small  minority  of  the 
proletariat  over  the  bulk  of  the  population.  Bolshevism  is  the  creed  of 
the  political  party  which  is  in  power,  and  has  the  same  relation  to  the 
Soviet  as  the  platform  of  the  party  in  power  in  a  democratic  state  has 
to  the  general  political  organization  of  democracy.  The  effort  to  install 
communism  encountered  determined  resistance  from  the  Russian  peas¬ 
ants  and  from  many  groups  of  workmen  and  capitalists.  In  the  face 
of  such  resistance,  the  leaders  of  the  Bolshevist  party  made  numerous 
concessions  for  the  sake  of  expediency.  These  concessions  were  in  the 
nature  of  a  compromise  with  capitalism,  and  have  been  called  the  NEP, 
or  New  Economic  Policy.  Soviet  operation  of  some  industries  exists 
side  by  side  with  capitalistic  operation  of  others.  Particularly,  what 
amounts  to  private  ownership  of  land  has  been  conceded  to  the  peasants. 
The  Russian  experiment  has  been  marked  by  periods  of  violence  on  both 
sides.  Its  frank  hostility  to  capitalism  everywhere  has  aroused  the 
enmity  of  outside  countries.  It  would  be  fruitless  to  prejudge  the  experi¬ 
ment.  It  is  still  in  the  stages  of  experimentation,  struggling  to  survive 
in  spite  of  the  antagonism  of  all  other  great  industrial  countries. 

The  Economic  Difficulties  Confronting  Socialism. — The  arguments 
of  the  socialist  commonly  arouse  more  emotional  excitement  than  ra¬ 
tional  analysis.  They  stir  up  a  great  deal  of  impassioned  vituperation 
but  only  a  small  amount  of  careful  reflection.  Economic  criticism  should 
endeavor  to  avoid  the  pitfalls  of  mere  denunciation  of  a  project.  It 
should  endeavor  to  weigh  the  favorable  and  unfavorable  considerations 
as  evenly  as  possible.  And  it  should  not  undertake  to  rush  into  a  pre¬ 
mature  verdict  that  the  project  will  or  will  not  be  a  failure. 

Approaching  the  problem  with  these  things  in  mind,  we  cannot  lay 
down  a  final  conclusion  that  socialism  will  or  will  not  succeed.  The 
most  that  we  can  do  is  to  describe  on  the  one  hand  the  economic  diffi¬ 
culties  confronting  socialism,  and  on  the  other  hand  the  socialistic 
methods  for  combating  these  difficulties.  Whether  or  not  the  difficulties 
will  prove  to  be  insurmountable  is  a  question  which  must  be  left  to  the 
future  to  decide. 

The  discussion  may  be  grouped  under  four  main  headings,  namely, 
the  difficulties  of  production,  the  difficulties  of  consumption,  the  diffi¬ 
culties  of  distribution,  and  the  difficulties  of  exchange.  These  headings, 
it  will  be  noted,  correspond  with  the  four  main  divisions  of  the  subject 
of  economics. 

The  Difficulties  of  Socialistic  Production. — The  size  of  the  socialistic 
organization  encounters  the  law  of  diminishing  returns.  In  nearly  all 
branches  of  economic  activity  there  is  a  limit  to  the  size  of  business  unit 
which  can  attain  maximum  efficiency.  This  limit  exists  even  in  lines 
of  industry  where  standardized  mechanical  processes  predominate,  but 
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it  is  especially  severe  in  lines  of  industry  where  the  human  element 
predominates.  Every  increase  in  size  beyond  the  point  of  maximum 
efficiency  results  in  diminishing  efficiency.  The  size  of  many  private 
business  organizations  already  appears  to  have  reached  the  point  of 
diminishing  efficiency.  But  these  present  private  organizations  are  quite 
small  compared  with  the  gigantic  organization  involved  in  a  socialistic 
state.  If  the  units  of  big  business  today  are  face  to  face  with  the 
principle  of  diminishing  efficiency,  how  much  more  drastic  would  be  the 
application  of  that  principle  if  all  business  were  brought  under  cen¬ 
tralized  administration  and  control.  The  socialistic  administration  of 
industry,  which  would  involve  consolidation  and  concentration  far  be¬ 
yond  anything  yet  known  in  private  business,  would  stand  in  danger  of 
being  overwhelmed  by  the  extremes  of  its  dimensions. 

Many  socialists  have  sought  to  obviate  the  difficulties  of  size  by  ad¬ 
vocating  a  decentralized  administration  of  industry.  According  to  such 
a  plan,  each  city  and  town  would  be  autonomous  in  control  of  purely 
local  industry.  Each  national  branch  of  production  would  be  self-gov¬ 
erned.  Each  trade  would  enjoy  a  kind  of  home  rale  in  its  management 
And  all  branches  would  be  harmonized  by  a  federal  form  of  govern¬ 
ment  control  at  the  top.  The  Guild  socialists  are  prominent  among  the 
advocates  of  such  a  decentralized  socialism.  Whether  it  is  possible  to 
strike  a  workable  balance  between  self-determination  within  each  branch 
of  industry  and  a  loose  federal  sovereignty  at  the  top  is  an  important 
but  unsettled  problem. 

Whether  the  administration  be  centralized  or  not,  socialism  faces  a 
difficulty  in  its  industrial  discipline.  Under  almost  every  form  of  politi¬ 
cal  administration  yet  experimented  with,  the  spirit  of  the  political 
agents  has  made  political  administration  a  byword  for  indifference, 
slacking,  and  the  desire  to  get  something  for  nothing.  No  form  of  dis¬ 
cipline  has  proved  workable  in  political  large  scale  organization  which 
would  secure  the  same  attention  to  duty  and  performance  of  responsi¬ 
bility  as  is  attainable  under  the  moderate  sized  private  business.  The 
capacity  to  hold  men  to  their  tasks,  to  bend  their  energies  effectively 
toward  productive  work,  and  to  fasten  their  motives  and  thoughts  ade¬ 
quately  upon  the  handling  of  their  jobs  is  exercised  none  too  satis¬ 
factorily  in  the  moderate  sized  private  business,  where  the  size  of  the 
business  permits  direct  supervision  of  labor  and  where  unyielding 
exactions  of  work  done  for  pay  received  are  possible.  Keferring  particu¬ 
larly  to  Guild  socialism,  but  using  words  which  apply  eqiially  to  all 
socialistic  programs,  Alfred  Marshall  aptly  writes,  “In  the  present 
economic  system,  discipline  is  enforced  in  great  measure  automatically 
'by  an  unseen  hand.’  It  is  often  rather  harsh;  and  its  severity  calls 
for  frequent  mitigation  of  human  effort.  But  if  automatic  discipline  is 
removed,  an  all-pervading  authority  must  be  invoked  to  check  abuse  in 
small  matters  as  well  as  in  large.  Unless  Guild  organization  develops 
some  notion,  of  which  it  at  present  seems  to  have  made  no  forecast, 
it  may  probably  drift  into  chaos,  from  which  relief  can  be  found  only 
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in  a  military  despotism.”1  With  the  abandonment  of  the  traditions, 
customs  and  habits  which  now  attend  upon  the  worker’s  attitude  toward 
dismissal,  promotion,  and  efficiency,  a  new  technique  would  have  to  be 
created,  and  a  new  habituation  of  labor  psychology  developed. 

The  discipline  of  leaders  would  be  as  difficult  as  the  discipline  of 
workers.  The  history  of  politics  indicates  that  the  qualities  of  char¬ 
acter  which  make  a  man  popidar  with  the  mass  of  voters  are  not  always 
the  same  qualities*of  character  which  make  a  man  an  efficient  executive 
and  administrator.  The  glad  hand,  geniality,  the  broad  smile,  spec¬ 
tacular  achievement,  pull  with  the  political  machine,  and  similar  quali¬ 
ties  play  a  great  part  in  the  popular  election  of  mayors,  legislators, 
governors,  and  even  of  presidents.  The  expert,  the  technical  specialist, 
the  qualified  executive,  the  trained  administrator,  find  it  next  to  im¬ 
possible  to  compete  in  elections  with  the  “man  of  the  people.”  Private 
business  has  the  virtue  of  bringing  men  of  great  executive  ability  into 
positions  of  responsibility  and  power,  and  there  is  no  assurance  that  the 
socialist  democracy  of  economic  control  and  operation  would  secure  the 
same  qualifications  in  leadership.  Human  nature  in  politics  gives  rise 
to  an  honest  doubt  as  to  the  economic  leadership  of  the  socialistic  order. 

These  difficulties  are  intensified  by  the  fact  that  the  average  man  is 
apathetic  in  his  duties  of  citizenship.  In  their  enthusiasm  the  socialists 
often  assume  that  the  average  man  is  on  his  tiptoes,  straining  at  the 
leash,  ready  to  plunge  into  the  responsibilities  of  socialistic  democracy. 
They  picture  the  common  worker  as  a  human  being  who  will  spring  into 
activity  as  soon  as  socialistic,  democracy  is  declared,  and  who  will  be  on 
duty  at  all  times,  alert  and  eager,  taking  a  man ’s  part  in  the  conduct  of 
economic  affairs.  But  the  average  worker  is  an  indifferent  individual, 
and  it  is  exceedingly  difficult  to  sustain  for  any  length  of  time  his  active 
interest  in  political  and  economic  problems.  Interest  and  action  require 
exertion  of  mind  and  body,  and  the  ordinary  individual,  after  the  first 
novelty  of  an  undertaking  is  past,  falls  into  an  easy-going  inertia.  The 
direct  primary  has  been  a  disappointment  to  most  of  its  sponsors  because 
voters  proved  too  indifferent  to  bother  going  to  the  polls  to  use  it.  The 
ordinary  town  caucus  is  attended  by  only  a  handful  of  men,  and  dele¬ 
gates  to  a  nominating  convention  enjoy  the  trip  and  are  proud  of  the 
experience,  but  are  relieved  to  have  the  pain  of  thinking  out  a  com¬ 
promise  candidate  left  to  a  handful  of  inside  politicians.  Votes  on  vital 
economic  questions  under  the  socialistic  plan  would  surely  be  cast  by  an 
active  minority ;  elections  of  leaders  would  bring  tedium  and  boredom ; 
attendance  at  meetings  would  become  a  routine  aggravation ;  and  the 
tactics  of  controlling  political  interests  in  the  economic  commonwealth 
would  permeate  the  system.  The  present  intellectual  equipment  and 
training  of  millions  of  workers,  their  lack  of  experience  in  responsible 
economic  citizenship,  their  unsteady  interest  in  vital  economic  and  politi¬ 
cal  issues,  make  a  dubious  prospect  for  the  economic  society  of  socialism. 

A  problem  of  motivation  underlies  these  questions  of  discipline  and 

i  Industry  and  Trade,  p.  600. 
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leadership.  Will  the  motives  upon  which  socialistic  industry  depends 
work?  Socialists  contend  that  the  feeling  of  being  a  part  of  the  co¬ 
operative  commonwealth  will  stimulate  loyalty  and  workmanship,  and 
that  by  placing  the  premium  upon  group  solidarity  rather  than  upon 
individual  selfishness,  the  private  motives  of  capitalism  will  disappear 
and  the  public  motives  of  socialism  will  triumph.  This  faith  in  motives 
of  unselfish  service  rests  upon  the  assumption  that  men  can  change  their 
basic  aspirations  in  a  somewhat  hasty  fashion.  The  making  over  of 
motives  is  a  very  gradual  process  at  the  best,  and  involves  the  slow 
accumulation  of  folk-ways,  customs,  traditions,  habits,  and  institutions. 
The  usual  socialistic  doctrine  takes  the  quick  adoption  of  new  motives 
for  granted.  It  tends  to  overrate  the  speed  at  which  a  wholly  new 
system  of  incentives  can  be  institutionalized. 

Socialists  can  offer  some  rather  impressive  arguments  to  prove  that 
these  difficulties  would  in  the  course  of  time  be  surmountable.  In  some 
leading  city  administrations,  the  efficiency  of  government  seems  to 
compare  favorably  with  the  efficiency  of  private  corporations.  Public 
schools  achieve  discipline  of  instnictors  and  selection  of  competent 
leaders.  Public  health  services  seem  to  supplant  selfish  motives  with 
genuine  service  motives.  Municipally  owned  public  utilities  have  in 
numerous  instances  demonstrated  a  degree  of  efficiency  as  high  as  that 
found  in  privately  owned  utilities.  Cooperative  societies  of  producers 
and  consumers  have  proved  their  capacity  to  conduct  business  effectively. 
The  socialists  contend  that  if  collective  control  of  industry  can  be  effec¬ 
tive  in  these  lines,  it  can  be  extended  to  others,  and  can  gradually  prevail 
in  all  lines  of  production. 

The  Difficulties  of  Socialistic  Consumption. — Socialism  is  often 
conceded  by  its  critics  to  be  Utopian.  That  is  to  say,  it  is  conceded  to 
offer  an  ideal  picture  of  comfort  and  contentment  to  consumers.  The 
dreams  of  enjoyment,  the  air  castles  of  plenty,  the  allurements  of  luxury, 
all  afford  a  paradisiacal  picture  of  consumption.  This  idealistic  char¬ 
acter  of  socialistic  doctrine  is  suggested  in  the  following  utterance  of 
Bertrand  Russell:  “The  world  that  we  must  seek  is  a  world  in  which  the 
creative  spirit  is  alive,  in  which  life  is  an  adventure  full  of  joy  and  hope, 
based  rather  upon  the  impulse  to  construct  than  upon  the  desire  to  retain 
what  we  possess  or  to  seize  upon  what  is  possessed  by  others.  It  must 
be  a  world  in  which  affection  has  free  play,  in  which  love  is  purged  of 
the  instinct  for  domination,  in  which  cruelty  and  envy  have  been  dis¬ 
pelled  by  happiness  and  the  unfettered  development  of  all  the  instincts 
that  build  up  life  and  fill  it  with  mental  delights.  Such  a  world  is 
possible;  it  waits  only  for  men  who  wish  to  create  it.” 

However,  before  such  an  Elysian  land  of  delight  can  be  attained, 
numerous  bridges  must  be  crossed.  People  must  learn  to  make  wise 
choices  as  consumers.  The  satisfaction  of  wants  must  be  developed  to  a 
fine  art.  How  would  socialists  educate  the  masses  to  new  and  higher 
standards  of  appreciation?  One  measure  would  be  to  eliminate  adver¬ 
tising  and  salesmanship  as  it  is  practiced  under  capitalism.  This  tech- 
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nique  for  the  guidance  of  consumers’  choices  would  be  obliterated.  In 
its  place  might  be  installed  a  technique  of  publicity  under  the  control  of 
the  state.  By  advertising  and  publicity  under  political  auspices,  the 
effort  might  be  made  to  mold  consumers’  choices  in  very  arbitrary 
patterns.  Paternalistic  control  of  wants  and  of  the  means  toward  their 
satisfaction  might  easily  lead  to  enforced  standardization  of  consump¬ 
tion.  Prohibition  of  certain  choices,  compulsion  of  other  choices,  might 
prove  to  be  the  outcome.  Certainly  there  is  a  distinct  danger  that  this 
development  would  take  place.  There  is  a  definite  question  as  to  the 
ability  of  the  socialistic  scheme  of  life  to  guide  the  choices  of  consumers 
satisfactorily. 

The  Difficulties  of  Socialistic  Distribution. — Socialism  as  advocated 
by  most  schools  of  thought  contemplates  two  drastic  changes  in  distribu¬ 
tion.  First,  it  contemplates  doing  away  with  three  main  shares  in  dis¬ 
tribution,  namely,  rent,  profit,  and  interest,  and  the  payment  of  all 
shares  in  the  form  of  wages  and  salaries.  Income  for  ownership  would 
be  abolished.  Only  income  for  work  would  be  recognized.  Thereby,  the 
alleged  power  of  exploitation  in  the  hands  of  the  capitalists  would,  it  is 
claimed,  be  destroyed.  Second,  the  distribution  of  wages  and  salaries 
would  be  on  such  a  basis  as  to  obliterate  the  glaring  inequalities  of  for¬ 
tune  which  characterize  capitalism.  Most  branches  of  socialism  do  not 
advocate  absolute  equality  of  income,  but  they  do  advocate  a  much  less 
degree  of  inequality  than  prevails  under  present  conditions. 

These  basic  changes  would  encounter  difficulties  of  great  importance. 
If  rent,  interest,  and  profit  are  to  be  abolished,  necessarily  there  must  be 
evolved  some  method  by  which  people  can  be  persuaded  to  improve  and 
develop  land  although  they  can  never  expect  to  have  any  rights  of 
ownership  in  such  developments.  There  must  be  evolved  some  method  by 
which  adequate  saving  can  be  maintained,  so  as  to  provide  a  steady 
■supply  of  new  capital.  There  must  be  evolved  some  method  by  which 
state  boards  can  apportion  the  supply  of  capital  to  those  producers  most 
competent  to  use  it,  in  more  effective  fashion  than  the  banks  and  the 
interest  rate  now  accomplish  that  task.  There  must  be  evolved  some 
method  by  which  captains  of  industry  can  be  stimulated  to  their  best 
effort  without  the  incentive  of  private  profit.  Perhaps  all  of  these  things 
can  be  done.  But  certainly  the  difficulties  in  the  way  of  their  accom¬ 
plishment  are  more  serious  than  the  average  socialist  is  willing  to 
admit.  The  self-regulating  influence  of  rent,  interest,  and  profit  in 
the  capitalistic  system  is  by  no  means  perfect,  but  it  has  been  adequate 
to  create  the  great  industrial  progress  of  the  past  century.  Before  this 
regulative  mechanism  is  discarded,  we  should  be  sure  that  the  mechanism 
which  is  to  take  its  place  is  equal  to  the  strain  to  be  placed  upon  it. 

The  proposal  to  lessen  the  inequalities  of  fortune  rests  upon  a  genuine 
desire  to  make  life  better  for  the  masses.  The  accumulation  of  excessive 
fortunes  is  one  of  the  evils  of  present-day  capitalism.  But  whether  the 
general  flattening  out  of  fortunes  by  socialistic  methods  would  be  effec¬ 
tive  is  another  question.  Non-financial  incentives  to  superior  effort  would 
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need  to  be  stimulated  far  beyond  their  present  strength.  Non-pecuniary 
reward  for  strenuous  endeavor  would  need  to  be  developed  much  more 
than  it  has  ever  been  developed  in  the  past.  If  these  developments  could 
be  achieved  at  all,  they  could  come  only  as  a  result  of  a  very  gradual 
evolution  in  incentives  and  rewards.  The  pace  at  which  new  motives 
become  institutionalized  is  exceedingly  slow.  Consequently,  there  is  a 
serious  doubt  whether  socialism  could  rely  upon  the  new  motivation  as 
quickly  as  most  socialists  seem  to  anticipate. 

The  Difficulties  of  Socialistic  Value  and  Exchange. — According  to 
the  Marxian  doctrine,  it  would  be  impossible  under  socialism  for  any 
one  to  seize  the  surplus  value  created  by  the  workers.  It  would  be  im¬ 
possible  for  profiteers  and  exploiters  to  appropriate  surplus  value  for 
their  own  selfish  gain.  Surplus  value  would  be  diffused  among  the 
workers  who  are  alleged  to  have  created  it  in  the  first  place.  This  result 
would  follow  automatically  from  the  socialistic  scheme  of  distribution. 
If  no  one  could  claim  rent,  interest,  or  profit,  and  if  the  grosser  in¬ 
equalities  of  income  were  wiped  out,  obviously  no  one  could  have  any 
hope  of  exploiting  the  woi’kers.  If  critics  of  socialism  could  concede  the 
soundness  of  the  socialistic  scheme  of  distribution  thus  far,  they  would 
then  be  unable  to  find  fault  with  the  valuation  of  goods.  Once  the 
income  of  society  has  been  distributed,  the  process  by  which  goods  are 
valued  is  essentially  the  same,  whether  under  a  capitalistic  or  a  socialistic 
society.  Once  the  income  is  determined,  the  value  process  is  not  a 
serious  problem.  The  orthodox  economic  theory  of  value  would  explain 
value  under  socialism  as  well  as  under  capitalism.  It  is  the  determina¬ 
tion  of  the  shares  of  income  before  actual  valuation  of  goods  begins 
which  holds  fundamental  importance.  This  factor  has  been  discussed 
under  the  heading  of  distribution,  and  need  not  be  repeated  here.  If  the 
difficulties  of  socialistic  distribution  could  be  overcome,  the  difficulties  of 
socialistic  value  and  exchange  would  take  care  of  themselves. 

The  marketing  mechanism  through  which  goods  are  exchanged  would 
be  altered  by  socialistic  plans.  The  wastes  of  competition  would  be 
obliterated.  Overlapping  and  duplication  of  effort  would  be  eliminated. 
Present  middlemen  would  be  driven  out.  But  this  program  of  elimina¬ 
tion  of  capitalistic  marketing  machinery  must  not  overlook  one  funda¬ 
mental  necessity.  Marketing  involves  the  performance  of  certain  func¬ 
tions.  These  marketing  functions  include  the  assembly  of  product, 
transportation,  storage,  standardization,  risk  taking,  grading,  financing, 
and  guidance  of  demand.  These  functions  would  have  to  be  performed 
under  any  economic  system.  If  socialistic  industry  abolishes  the  old 
machinery  for  carrying  out  these  functions,  it  must  forthwith  create  new 
machinery  of  its  own  for  carrying  out  the  same  functions.  The  capi¬ 
talistic  middleman  may  be  abolished,  but  the  functions  which  he  per¬ 
formed  cannot  be.  The  task  of  building  up  a  wholly  new  organization 
for  carrying  out  these  functions  would  be  exceedingly  difficult.  There 
is  much  room  for  doubt  whether  the  new  mechanism  would  carry  out 
the  functions  as  efficiently  as  the  present  one. 
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Conclusion. — The  difficulties  of  production,  consumption,  distribu¬ 
tion  and  exchange  are  many  and  serious.  Whether  they  are  surmount¬ 
able  is  a  question  to  which  we  cannot  give  final  answer,  either  in  the 
affirmative  or  negative.  But  if  we  have  in  mind  what  these  difficulties 
are,  we  are  in  a  position  to  understand  better  the  forces  of  evolution 
which  are  gradually  deciding  the  outcome  of  the  struggle  between  capi¬ 
talistic  and  socialistic  principles. 

However  much  one  may  differ  from  socialists,  he  is  bound  to  observe 
that  their  leaders  possess  much  brilliance  of  thought  and  skill  of  ex¬ 
pression.  Nothing  is  gained  by  taking  an  attitude  of  derision  toward 
their  incisive  criticisms  of  capitalism.  Socialism  would  not  have  aroused 
such  bitter  and  desperate  antagonism  had  not  a  number  of  its  generali¬ 
zations  disclosed  vulnerable  places  in  the  existing  industrial  order. 
Those  people  who  want  most  to  smite  socialism  usually  do  so  the  least, 
for  the  reason  that  their  emotional  reactions  are  so  strong  that  they  lose 
the  power  to  respect  integrity  of  mind  wherever  it  may  be  found.  The 
more  vehement  opposition  becomes,  the  less  intelligent  it  becomes.  On 
the  other  hand,  to  concede  the  ability  of  socialistic  thinkers  is  not  to 
concede  that  their  conclusions  are  right.  Effective  analysis  of  radical 
programs  must  endeavor  to  estimate  the  weight  of  socialistic  ideas  at 
their  actual  value. 
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CHAPTER  XXXVTII 

ECONOMIC  DEMOCRACY 


Economic  democracy  is  a  broad  term  and  varied  definitions  are  given 
to  it  from  time  to  time.  The  two  most  common  definitions  refer  to 
democratic  control  over  industry  exercised  through  the  medium  of  the 
political  government,  and  to  democratic  control  exercised  through  the 
medium  of  some  special  form  of  organization  within  industry  itself. 

The  first  concept  of  economic  democracy  would  cover  practically  all 
of  the  matters  which  have  already  been  discussed  under  the  section  on 
public  control.  The  American  government  is  a  democracy,  and  when 
democratic  government  controls  and  regulates  economic  affairs,  the 
process  is  certainly  in  the  nature  of  economic  democracy.  This  form  of 
economic  democracy  covers  government  ownership  and  operation  of 
industries,  and  would,  for  instance,  include  the  Post  Office  or  the  Panama 
Canal  as  typical  illustrations  of  economic  democracy.  Certain  observers 
are  disposed  to  term  such  uses  of  government  authority  state  socialism, 
whereas  others  are  disposed  to  term  them  state  capitalism. 

The  dispute  over  terms  is  non-essential.  The  inclusion  of  public 
control  or  of  government  ownership  and  operation  under  economic 
democracy  may  be  allowed  as  legitimate.  It  is  not  intended  to  analyze 
this  form  of  economic  democracy  at  this  point,  for  the  reason  that  most 
of  what  has  been  said  under  public  control  and  under  radicalism  applies 
to  economic  democracy  of  this  type.  The  mechanism  of  public  control 
provides  for  a  moderate  assertion  of  democratic  power  through  the 
agencies  of  the  State,  and  the  same  mechanism  expanded  provides  for 
the  assertion  of  democratic  power  in  the  form  of  state  ownership  and 
operation.  Moreover,  although  the  form  of  democracy  under  a  capi¬ 
talistic  state  and  a  socialistic  state  would  differ  profoundly;  neverthe¬ 
less,  in  either  case,  state  ownership  and  operation  of  industry  is  subject 
to  the  same  institutional  and  psychological  difficulties  as  were  discussed 
under  radicalism.  Consequently,  the  discussion  contained  in  the  fore¬ 
going  sections  have  a  direct  bearing  on  the  problems  of  economic  democ¬ 
racy  attained  through  the  framework  of  political  democracy. 

The  discussion  of  this  section  has  to  do  primarily  with  the  second 
form  of  economic  democracy,  namely,  that  attained  through  the  direct 
organization  of  industry  itself  on  a  democratic  principle.  Democracy  is 
a  term  loosely  used  to  cover  a  host  of  economic  programs,  and  it  is  the 
general  impression  that  as  soon  as  a  program  of  action  has  been  labelled 
“Democracy,”  its  success  is  predestined.  Not  a  few  economic  thinkers 
voice  the  opinion  that  political  democracy  is  already  won  in  most 
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modern  countries  and  that  economic  democracy  is  the  next  great  human 
step  forward.  Assuming  that  political  democracy  is  practically  an  un¬ 
qualified  success,  they  assume  that  to  inaugurate  the  same  structure  of 
government  for  industry  will  assure  similar  happy  results  in  that  de¬ 
partment  of  modern  life.  Such  an  attitude  is  uncritically  optimistic. 
It  trusts  credulously  in  some  obscure  magic  of  “Democracy”  to  set 
industry  at  rights,  and  grossly  overrates  the  power  of  a  form  of  organi¬ 
zation  to  escape  from  or  to  overcome  the  grave  defects  of  human  nature 
in  the  people  who  live  within  the  organization  and  through  whom  it 
functions.  As  a  preparation,  therefore,  for  a  careful  and  critical  analysis 
of  economic  democracy,  it  is  desirable  to  have  a  correct  view  of  the 
present  status  of  political  democracy.  Probably  the  best  account  for 
this  purpose  is  that  given  by  James  Bryce  in  his  work  on  Modern  Democ¬ 
racies.  The  general  nature  of  his  conclusions  is  admirably  summarized 
in  the  following  quotation: 

I  may  here  .  .  .  sum  up  in  a  few  propositions  certain  broad  conclusions 
which  may  be  drawn  from  a  review  of  modern  popular  governments.  They  are 
stated  subject  to  certain  exceptions,  already  mentioned,  in  the  case  of  particular 
countries.  .  .  . 

Democracy  has  belied  the  prophecies  both  of  its  friends  and  of  its  enemies. 
It  has  failed  to  give  some  benefits  which  the  former  expected,  it  has  escaped 
some  of  the  evils  which  the  latter  feared.  If  the  optimistic  overvalued  its 
moral  influence,  the  pessimists  undervalued  its  practical  aptitudes.  It  has 
reproduced  most  of  the  evils  which  have  belonged  to  other  forms  of  govern¬ 
ment,  though  in  different  forms,  and  the  few  it  has  added  are  less  serious  than 
those  evils  of  the  older  governments  which  it  has  escaped. 

I.  It  has  maintained  public  order  while  securing  the  liberty  of  the  individual 
citizen. 

II.  It  has  given  a  civil  administration  as  efficient  as  other  forms  of  gov¬ 
ernment  have  provided. 

III.  Its  legislation  has  been  more  generally  directed  to  the  welfare  of  the 
poorer  classes  than  has  been  that  of  other  governments. 

IV.  It  has  not  been  inconstant  or  ungrateful. 

V.  It  has  not  weakened  patriotism  or  courage. 

VI.  It  has  been  often  wasteful  and  usually  extravagant. 

VII.  It  has  not  produced  general  contentment  in  each  nation. 

VIII.  It  has  done  little  to  improve  international  relations  and  insure  peace, 
has  not  diminished  class  selfishness  (witness  Australia  and  New  Zealand),  has 
not  fostered  a  cosmopolitan  humanitarianism  nor  mitigated  the  dislike  of  men 
of  a  different  color. 

IX.  It  has  not  extinguished  corruption  and  the  malign  influences  wealth 
can  exert  upon  government. 

X.  It  has  not  removed  the  fear  of  revolutions. 

XI.  It  has  not  enlisted  in  the  service  of  the  State  a  sufficient  number  of 
the  most  honest  and  capable  citizens. 

XII.  Nevertheless  it  has,  taken  all  in  all,  given  better  practical  results  than 

either  the  Rule  of  One  Man  or  the  Rule  of  a  Class,  for  it  has  at  least  extin¬ 
guished  many  of  the  evils  by  which  they  were  defaced.  .  .  . 

In  1914  there  were  signs  of  decline  in  some  countries  where  decline  was 
hardly  to  have  been  expected,  and  of  improvement  in  other  countries,  but  nothing 
to  indicate  in  any  country  either  a  wish  to  abandon  democracy  or  the  slightest 
prospect  that  anything  would  be  gained  thereby.  Disappointment  is  expressed, 
complaints  are  made,  but  no  permanent  substitute  has  been  suggested.  .  .  . 
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Within  the  century  and  a  half  of  its  existence  in  the  modern  world  free  govern¬ 
ment  has  passed  through  many  phases,  and  seems  now  to  stand  like  the  traveller 
who,  on  the  verge  of  a  great  forest,  sees  many  paths  diverging  into  its  recesses 
and  knows  not  whither  one  or  other  will  lead  him.1 

The  two  most  important  forms  of  economic  democracy  which  com¬ 
mand  deep  interest  at  the  present  time  are  works  councils  and  labor 
unions.  The  works  councils  are  organizations  of  workers  which  are 
formed  usually  at  the  initiative  of  employers  and  in  which  powers  are 
granted  to  laborers  by  the  voluntary  action  of  employers.  Labor  unions, 
on  the  other  hand,  are  organizations  of  workers  which  are  formed  at 
the  initiative  of  workers  themselves  and  in  which  powers  are  won  usually 
as  grudging  concessions  from  employers. 

Works  Councils. — The  essential  structure  of  the  dominant  types  of 
works  councils  is  fairly  simple.  The  workers  in  a  plant  elect  repre¬ 
sentatives  who  confer  with  representatives  of  the  management.  Nomi¬ 
nating  and  balloting  procedure  takes  place  in  much  the  same  way  as  in 
a  political  organization.  The  representatives  who  are  elected  organize 
as  a  body,  with  a  chairman  and  other  officers,  and  establish  the  necessary 
committees  and  subcommittees  to  deal  with  special  problems.  The 
workers’  representatives  constitute  the  works  council  or  shop  committee 
and  meet  the  representatives  of  the  management  in  joint  conference  for 
the  discussion  of  industrial  problems,  for  the  adjustment  of  grievances, 
and  for  general  collective  bargaining. 

These  works  councils  confine  their  attention  to  those  phases  of  in¬ 
dustrial  problems  which  directly  affect  the  welfare  of  labor.  Such  prob¬ 
lems  include,  for  the  general  run  of  plants,  hours  of  labor,  wage  scales, 
and  methods  of  payment.  A  large  proportion  of,  but  not  all,  works 
councils  deal  with  social  and  recreational  activities,  mutual  benefit, 
charity  and  relief,  housing,  cooperative  stores,  insurance,  education, 
Americanization,  rest  rooms,  lunch  rooms,  prizes,  working  conditions, 
accident  prevention,  factory  sanitation,  medical  care  and  hygiene  of  the 
workers.  A  smaller  proportion  of  the  works  councils  deal  with  shop 
discipline,  discharge,  promotion,  hiring,  and  transfer.  Only  a  few 
councils  deal  with  the  technical  improvement  of  production  or  with  the 
problems  of  production  management.  None  are  allowed  to  concern 
themselves  with  the  phases  of  management  centering  around  finance, 
capitalization,  or  matters  which  are  not  directly  of  importance  in  the  life 
of  the  worker. 

The  power  and  authority  of  works  councils  vary  from  company  to 
company.  In  some  cases,  if  workers  and  management  fail  to  agree  on 
an  issue,  it  is  referred  to  arbitration,  but  in  most  cases  it  is  referred 
to  high  officials  of  the  company  or  to  the  board  of  directors.  Representa¬ 
tives  of  both  workers  and  management  vote  on  questions  and  in  the  over¬ 
whelming  bulk  of  cases  it  is  assumed,  as  a  matter  of  course,  that  the 
voting  power  is  equal.  This  assumption  gives  rise  to  the  theoiy  that 

1  Bryce,  Modern  Democracies,  Vol.  II,  pp.  562-563,  597-598. 
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works  councils  give  workers  a  share  in  the  management.  In  all  ordinary 
cases,  the  workers  do  participate  in  the  management  of  the  affairs  which 
affect  them.  It  should  not,  however,  be  overlooked  that  with  most  plans 
the  company  in  the  last  analysis  has  ultimate  authority  in  its  own  hands. 
Boards  of  directors  do  not  surrender  their  ultimate  authority  in  the 
event  of  a  showdown,  but  in  the  everyday  administration  of  works 
councils,  a  spirit  of  give  and  take  and  of  sharing  in  management  is 
maintained,  and  the  ultimate  location  of  authority  is  ignored  as  much 
as  possible.  In  fact  the  success  of  collective  dealing  through  works 
councils  depends  upon  the  thoroughness  with  which  all  questions  as  to 
the  relative  power  of  the  two  parties,  labor  and  management,  can  be 
relegated  to  the  background.  Collective  bargaining  through  works 
councils  succeeds  only  in  so  far  as  fairness  is  substituted  for  force  in 
industrial  relations.  If  the  management  convinces  labor  at  the  outset 
that  every  principle  and  every  detail  of  the  council  plan  will  be  treated 
on  the  part  of  the  company  with  perfect  justice,  candor  and  honesty,  the 
plan  is  in  a  fair  way  toward  success.  But  if  the  management  hedges, 
misrepresents,  or  threatens,  the  plan  is  almost  sure  to  collapse.2 

Obviously,  therefore,  the  installation  of  the  machinery  of  industrial 
democracy  merely  creates  an  opportunity  for  the  management  to  evoke 
a  favorable  response  from  labor.  The  mechanism  of  organization  itself 
does  not  insure  at  all  that  industrial  democracy  will  be  attained.  The 
importance  of  a  good  plan  of  industrial  democracy  does  not  consist  in 
any  power  of  the  plan  as  a  plan  to  secure  industrial  democracy;  the 
importance  of  the  plan  consists  merely  in  the  fact  that  it  provides  a 
channel  for  the  spirit  of  management  to  react  on  the  spirit  of  labor.  Of 
course,  it  is  equally  necessary  that  the  spirit  of  labor  shall  be  honest 
and  fair,  and  that  labor  shall  genuinely  respond  to  the  responsibilities 
and  powers  conferred  upon  it  by  the  works  council  plan.  But  in  most 
plans  of  this  sort  the  genius  and  inspiration  behind  the  plans  comes 
from  management,  and  unless  management  firmly  takes  the  initiative  in 
establishing  a  basis  of  confidence  and  fairness  the  plan  will  fail.  For 
instance,  the  International  Harvester  Company  has  had  works  councils 
in  twenty-four  of  its  plants,  and  the  success  of  the  councils  varies  con¬ 
siderably  in  these  plants.  The  degree  of  success  varies,  it  is  found,  in 
direct  ratio  to  the  efficiency  and  spirit  of  the  local  management  at  each 
plant  in  applying  the  system  to  that  particular  plant.  Moreover,  it  is 
necessary  to  have  not  merely  the  local  superintendents  and  executives 
imbued  with  the  proper  attitude  and  understanding,  but  also  the  bosses, 
sub-bosses  and  foremen.  To  this  end,  many  companies  have  established 
training  schools  for  bosses  and  foremen,  to  acquaint  them  with  the  pur¬ 
pose  of  the  works  council  plan,  with  its  technique  and  with  the  new  spirit 
which  it  is  necessary  for  them  to  evince  if  the  plan  is  to  be  a  success. 
Finally,  workers  themselves  have  to  be  educated  to  understand  the 
significance  of  the  democratic  policy,  and  have  to  receive  correct  and 

2  See  address  by  L.  W.  Wallace,  President  of  Society  of  Industrial  Engineers, 
Proceedings  of  1919. 
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adequate  information  about  the  affairs  of  the  company  in  order  to 
allay  suspicion  and  establish  confidence.  Industrial  democracy  involves 
a  technical  organization,  but  it  also  involves, — and  this  is  imperative, — 
a  basic  spirit  of  fairness  and  justice  on  the  part  of  both  labor  and  capital. 

Labor  Unions. — The  structure  of  labor  unions  has  many  variations. 
Numerous  structural  types  of  unionism  have  developed,  and  an  observa¬ 
tion  of  these  types  is  the  most  useful  means  of  studying  labor  union 
structure.  The  bulk  of  labor  unions  in  the  United  States  are  of  the 
“craft  type,”  i.e.,  they  are  organized  on  the  basis  of  the  occupation  or 
craft  of  the  workers.  For  each  distinct  type  of  occupation  there  is  a 
distinct  trade  union  organization.  These  craft  unions  become  federated 
in  city,  state,  regional  and  national  federations.  The  federal  groupings 
aim  to  effect  a  certain  degree  of  concerted  thought  and  policy,  but  in 
fundamental  policies  and  powers  each  constituent  craft  national  retains 
its  individual  sovereignty  and  right  of  self-determination.  A  different 
and  growing  type  of  labor  union  is  organized  on  the  basis  of  a  given 
industry.  The  coal  miners’  unions  are  the  most  impressive  illustrations 
of  industrial  unions,  and  include  in  their  scope  men  of  all  crafts,  occupa¬ 
tions  and  trades,  and  men  of  all  degrees  of  skill  or  lack  of  skill.  A 
minor  type  of  unionism  organizes  all  the  workers  of  a  single  geographical 
division,  regardless  of  crafts  or  industries,  into  a  single  labor  union. 
The  craft,  federation,  industrial,  and  geographical  bases  of  union  or¬ 
ganization  give  rise  therefore  to  the  main  structural  types  of  labor  or¬ 
ganization  in  American  industry. 

These  structural  types  provide  in  various  ways  for  the  election  of 
leaders  by  popular  vote  of  the  members.  Local  units  send  delegates  to 
city  or  district  or  national  or  international  units.  The  methods  of 
balloting,  the  powers  of  members  and  of  leaders,  the  administrative 
mechanisms,  all  show  immense  variations  from  industry  to  industry. 
The  essence  of  the  democratic  structure  of  all  types  and  forms  is  that 
the  rank  and  file  of  unionists  have  the  power  to  elect  officers  and  thereby 
to  express  their  opinions  on  the  policies  and  methods  of  labor  organi¬ 
zation.  Until  recent  years  the  local  units  of  union  organization  were 
the  dominant  factors  in  the  labor  unions  of  this  country,  and  they 
jealously  safeguarded  their  local  rights  of  self-determination  in  regard 
to  fundamental  policies.  Recent  years  have  witnessed  a  powerful  move¬ 
ment  toward  centralization  of  union  authority  and  influence  in  the 
hands  of  the  national  organizations.  The  weakness  of  labor  in  local 
collective  bargaining  and  its  strength  in  national  collective  bargaining, 
and  the  advantages  of  nationally  administered  benefit  and  strike  funds 
have  given  this  centralizing  movement  a  steady  impetus.  The  locals 
have  found  it  necessary  to  preserve  and  augment  their  industrial  power 
by  a  policy  of  uniting  on  a  national  scale.  Conspicuous  forms  of  control 
now  commonly  exercised  by  national  over  constituent  local  organizations 
are  found  in  the  “national  regulation  of  admission  requirements,  the 
national  control  of  strikes,  and  the  adoption  of  national  working  rules.”  3 
3  G.  E.  Barnett,  Quarterly  Journal  of  Economics,  XXVII,  pp.  455-481. 
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The  center  of  the  brains  of  the  labor  union  movement  and  of  the  real 
power  of  leadership  exists  among  the  leaders  of  the  national  organiza¬ 
tions,  and  the  federations  of  national  organizations. 

The  source  of  labor  union  success  is  not  the  type  of  structure  which 
allows  a  mass  labor  election,  but  is  rather  the  aggressive  spirit  of  the 
leaders  themselves.  Labor  unionism  is  still  in  a  militant  stage  and  the 
militant  type  of  leader  tends  to  come  to  the  front  to  direct  its  struggles. 
Leaders  often  feel  it  necessary  to  be  domineering,  to  manipulate  the 
rank  and  file,  to  ride  rough-shod  over  mass  suggestions  which  obstruct 
efficiency,  to  take  action  and  get  results,  meantime  bringing  the  rank  and 
file  along  as  best  they  can.  Labor  unions  can  get  nowhere  in  the  present 
industrial  struggle  by  debating  society  tactics  and  by  constant  refer- 
endums  to  discover  the  will  of  members.  As  often  as  not,  members  have 
no  will,  and  even  when  they  do  have,  it  is  likely  to  be  misinformed, 
shortsighted  or  suicidal.  This  does  not  mean  that  leaders  are  irrespon¬ 
sible  individuals,  and  contemptuous  of  the  rank  and  file ;  but  it  does 
mean  that  they  face  the  imperative  need  for  efficiency  in  dealing  with 
employers  and  that  the  conditions  of  efficiency  are  a  concentration  of 
power  and  initiative  in  the  hands  of  leaders  and  a  willingness  on  the 
part  of  the  rank  and  file  to  support  the  leaders  as  long  as  their  policies 
get  results  in  terms  of  better  wages,  hours  and  working  conditions. 
Hence,  labor  union  organization  is  democratic  in  the  sense  that  a  great 
deal  of  dictatorial  authority  rests  with  officers  and  leaders  in  the  de¬ 
termination  of  immediate  strategy,  and  that  this  authority  is  subject 
to  the  ultimate  approval  or  disapproval  of  the  rank  and  file.  If  the 
dictatorial  and  aggressive  methods  of  one  leader  fail  to  get  results,  a 
new  leader  will  be  chosen  and  will  be  commissioned  to  use  his  large 
powers  to  win  the  desired  results.  Successful  unionism  therefore  rests 
upon  successful  leadership  and  successful  leadership  rests  upon  results 
in  terms  of  gains  to  the  workers,  attained  by  the  aggressive  tactics  of 
union  officials.4 

In  addition  to  the  structural  types  of  unionism,  there  are  certain 
types  which  are  classified  on  the  basis  of  the  functions  which  they  per¬ 
form,  and  of  the  purposes  and  methods  of  their  activity.5  The  dominant 
type,  classified  on  this  basis,  is  business  unionism,  so  named  because  the 
unionists  look  upon  their  activities  from  a  business  point  of  view.  They 
devote  their  energies  to  practical  material  gains,  ordinarily  through  the 
use  of  collective  bargaining.  Their  objective  is  “more,  more,  more,  now.” 
To  raise  wages,  shorten  hours,  and  improve  working  conditions  are  tan¬ 
gible,  direct,  positive  objectives,  and  the  union  organizations  of  this  type 
conceive  the  function  of  unionism  to  be  to  attain  these  objectives  in  a 
practical,  business-like  way.  A  second  type  is  friendly  or  uplift  union¬ 
ism, — a  type  which  inclines  to  be  idealistic,  philosophical  and  coopera¬ 
tive.  It,  too,  uses  collective  bargaining,  but  mainly  for  such  benevolent 
purposes  as  mutual  insurance,  profit  sharing,  friendly  benefits,  welfare 

*  R.  F.  Hoxie,  Trade  Unionism  in  the  United  States,  Chapter  VII. 

s  Ibid.,  Chapters  II-III. 
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work  and  social  and  educational  improvement.  Most  employers  who 
profess  to  believe  in  the  right  of  laborers  to  organize  into  unions  have 
in  mind  a  unionism  of  this  friendly  or  uplift  type,  People  who  believe 
in  labor  unions  “as  such”  contemplate  welfare  unions  whose  efforts 
are  directed  toward  a  cooperative  humanitarianism  rather  than  toward 
a  militant  demand  for  practical,  business-like  gains  for  labor. 

Radical  unionism  is  a  third  type  and,  as  the  name  suggests,  applies 
to  unions  professing  socialistic  or  revolutionary  purposes.  The  most 
aggressive  unions  of  this  type  have  been  those  associated  with  the  In¬ 
dustrial  Workers  of  the  World.  The  I.  W.  W.  was  conspicuous  before 
the  war,  but  many  of  the  leaders  of  the  movement  were  vigorously 
suppressed  or  were  deported  during  the  war  period,  and  the  formal 
organization  of  the  I.  W.  W.  was  greatly  weakened.  Their  ideas,  how¬ 
ever,  were  carried  over  in  not  a  few  cases  to  unions  of  the  business 
type,  or  of  the  predatory  type,  by  agitators  or  leaders  who  sought  to 
spread  their  philosophy  of  unionism  by  “boring  from  within.”  It  seems 
certain  thqt  the  extent  of  this  kind  of  penetration  of  old  unions  with 
I.  W.  W.  ideas  is  considerably  exaggerated  in  the  popular  mind. 

A  form  of  radical  unionism  which  has  more  far-reaching  significance 
is  represented  by  such  union  organizations  as  the  United  Mine  Workers 
of  America,  the  Railroad  Brotherhoods,  and  the  Amalgamated  Clothing 
Workers  of  America.  The  United  Mine  Workers  are  pressing  for  the 
nationalization  of  the  mines  along  a  quasi-socialistic  direction  and  the 
Railroad  Brotherhoods,  by  urging  the  adoption  of  the  Plumb  Plan  for 
railroad  operation,  committed  their  union  organizations  to  a  policy  which 
was  essentially  in  the  nature  of  guild  socialism.  The  purposes  of  the 
Amalgamated  Clothing  Workers  may  be  set  forth  in  the  following 
quotation:  “An  analysis  of  the  strategy  of  the  new  unionism  will  dis¬ 
cover  in  it  two  fundamental  objectives  to  which  all  other  policies  are 
subordinated.  The  first  is  to  organize  all  the  workers  in  the  industry ; 
the  second  is  to  develop  them,  through  their  daily  struggles,  into  a  class¬ 
conscious  labor  army,  able  and  ready  to  assume  control  of  industry.  .  .  . 
Their  whole  tendency  is  in  the  direction  of  training  the  wrorkers  for 
assuming  control  of  production,  and  of  accepting  the  social  and  economic 
responsibility  which  such  control  involves.”6  To  this  end,  the  garment 
unions  look  forward  to  the  abolition  of  the  capitalistic  system.  Radical 
unionism  has  increased  in  strength  in  recent  years,  and  particularly  so 
in  such  basic  industries  as  coal,  transportation  and  clothing. 

A  fourth  type  has  been  designated  predatory  unionism.  The  most 
recent  exposure  of  predatory  unionism  has  been  in  the  building  trades 
of  large  cities.  In  New  York  City,  a  notorious  labor  leader  by  the  name 
of  Brindell  exercised  dictatorial  and  unscrupulous  powers  for  the  sake 
of  exacting  fees,  bribes  and  blackmail  from  both  laborers  and  employers. 
Such  unions  hold  up  all  parties  to  industry  by  fair  means  or  foul  when¬ 
ever  they  see  an  opportunity  to  reap  a  selfish  gain.  In  its  extreme 
forms,  predatory  unionism  adopts  guerilla  tactics,  and  by  ruthless,  secret, 

6  Budish  and  Soule,  The  New  Unionism,  pp.  12,  194-195,  204. 
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violent  strategy  strives  to  exact  the  last  pound  of  flesh  which  the  in¬ 
dustrial  body  will  bear. 

The  great  bulk  of  labor  unionism  seeks  its  ends  by  means  of  collective 
bargaining.  The  nature  of  collective  bargaining  differs  greatly  between 
the  ordinary  works  council  and  the  bulk  of  labor  unions  in  that  the 
former  depends  for  success  upon  the  voluntary  good  will  of  the  em¬ 
ployer  and  the  spirit  of  cooperation  between  labor  and  capital,  whereas 
the  latter  depends  upon  the  power  of  the  labor  union  to  win  recog¬ 
nition  from  the  employer  and  upon  the  relative  bargaining  power  of 
labor  and  capital.  Most  of  the  success  of  works  councils  comes  from 
the  fact  that  employers  cooperate  with  the  councils  wholeheartedly ;  and 
many  of  the  abuses  and  excesses  of  labor  unions  come  from  the  fact  that 
employers  dislike  to  cooperate  with  labor  unions,  and  usually  consent  to 
deal  with  them  only  when  forced  to  do  so.  Works  councils  perform  their 
responsibilities  in  an  atmosphere  of  friendly  cooperation ;  labor  unions 
perform  their  responsibilities  in  an  atmosphere  of  hostility,  suspicion, 
and  threats. 

The  consequence  is  that  labor  unions  are  characterized  by  widespread 
policies  which  are  highly  objectionable  from  the  standpoint  of  the  best 
interests  not  merely  of  employers  and  the  public,  but  of  laborers  them¬ 
selves.  The  objectionable  tactics  of  organized  labor  arise  largely  from 
the  fact  that  labor  unions  have  to  fight  every  inch  of  the  way  for  in¬ 
dustrial  control  and  have  to  fight  then  for  self-preservation  to  per¬ 
petuate  what  has  been  won.  Labor  resorts  to  the  closed  shop  in  response 
to  basic  human  desires  for  self-protection,  because  the  open  shop  has 
so  often  meant  in  actual  practice  a  free  opportunity  for  employers  to 
discriminate  against  union  members  and  to  cripple  union  organization. 
Union  rules  and  regulations  which  restrict  production  seem  aimed  often 
to  secure  the  maximum  of  pay  for  the  minimum  of  work,  and  in  this 
respect  they  reciprocate  the  endeavor  of  any  number  of  employers  to 
secure  the  maximum  of  work  from  labor  for  the  minimum  of  pay.  If 
one  were  to  draw  up  a  list  of  the  faults,  vices  and  abuses  of  the  bulk  of 
labor  unions  and  were  to  trace  the  causes  of  each  item  on  the  list,  he 
would  find  them  largely  in  the  unhealthy  spirit  of  distrust  and  antago¬ 
nism  which  is  widespread  in  American  industry.  The  penetrating  ob¬ 
servations  of  Felix  Frankfurter,  from  experience  on  President  Wilson’s 
Mediation  Commission  and  as  chairman  of  the  National  War  Labor 
Policies  Board,  are  of  sound  practical  value:  “The  unions  must  still  fight 
for  their  life  instead  of  being  a  recognized  social  instrument  tested  by 
their  contributions  to  the  community  as  a  whole.  Not  until  they  are 
generously  and  frankly  recognized  as  having  a  rightful  place  in  our 
national  life  will  the  leaders  of  labor  have  time  and  energy  to  give  to  the 
solution  of  the  difficult  social  and  industrial  problems  with  which  organ¬ 
ized  labor  should  concern  itself.  ...  If  the  fighting  spirit  imposed  by 
capital  upon  labor  were  withdrawn,  then  we  could  proceed  to  the  ques¬ 
tion  which  this  conference  raises,  namely :  IIow  shall  we  release  the 
energies  of  the  masses  of  the  people  who  are  workers  so  that  our  civi- 
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lization  shall  not  only  remove  the  sores  and  injustices  which  infest  it 
but  shall  be  something  fit  and  adequate  for  democracy?” 

The  deepest  difficulties  in  insuring  that  labor  unions  are  made  over 
into  safe  and  trustworthy  instruments  of  industrial  democracy  are  psy¬ 
chological  difficulties.  The  powerful  impulses  of  employers  towards  self- 
assertion,  domination  and  freedom  of  action  are  thwarted  by  the  demands 
of  labor  unions  for  group  self-assertion  in  deciding  industrial  issues. 
Habits,  traditions  and  customs  have  constituted  a  steady  psychological 
influence  on  the  business  man  to  make  him  feel  that  there  is  one  and  only 
one  way  to  manage  business  efficiently  and  that  is  to  run  it  as  he  pleases, 
free  from  outside  restraint ;  labor  unions  challenge  this  accumulation  of 
precepts  and  habits  in  business,  and  it  is  inevitable  and  natural  for  the 
business  man  to  resist  the  violation  of  those  business  principles  which 
he  has  come  to  believe  are  axiomatic.  But  the  greatest  psychological 
force  in  shaping  the  attitude  of  the  business  man  toward  labor  unions 
is  fear.  The  business  man  fears  that  if  he  concedes  an  inch  to  labor 
unions  they  will  take  a  mile.  He  has  no  assurance  that  if  he  attempts 
to  cooperate  with  labor  in  a  constructive  way  he  may  not  find  himself 
soon  at  the  mercy  of  predatory  unionism.  It  is  this  universal  fear  that 
labor  unions  will  cling  to  their  abuses  and  faults  if  employers  do  freely 
and  frankly  admit  them  to  a  share  of  industrial  control  which  primarily 
accounts  for  the  fighting  attitude  of  hostility  and  resistance  to  the  tactics 
of  labor  unions.  These  psychological  obstacles  to  the  advance  of  union¬ 
ism  are  at  the  heart  of  the  problem.  As  a  matter  of  fact,  it  would 
doubtless  be  disastrous  for  employers  generally  to  turn  over  full  powers 
to  labor  unions  suddenly.  What  would  happen,  however,  if  employers 
approached  unions  in  the  same  manner  as  the  more  progressive  of  them 
have  approached  works  councils  is  not  so  disheartening  a  prospect.  The 
method  of  approach  in  that  case  is  a  deliberate  and  painstaking  effort 
by  the  employer  to  establish  frank  cooperation,  to  give  honest  informa¬ 
tion  about  the  financial  affairs  of  the  company,  to  educate  foremen, 
bosses  and  superintendents  to  perform  intelligently  their  parts  under  the 
works  council  system,  and  to  create  mutual  confidence  by  every  art  and 
policy.  The  contrast  between  the  method  of  approach  to  works  councils 
and  to  labor  unions  is  extreme,  and  the  success  of  the  constructive  and 
cooperative  method  applied  to  labor  unions  would  go  far  toward  remov¬ 
ing  those  abuses  as  they  now  exist  in  unionism. 

William  Howard  Taft,  joint  chairman  during  the  war  of  the  National 
War  Labor  Board  and  since  appointed  Chief  Justice  of  the  United  States 
Supreme  Court,  has  summarized  the  situation  in  words  which  express 
both  sound  public  policy  and  sound  economic  principles:  “Organization 
of  labor  has  become  a  recognized  institution  in  all  the  civilized  countries 
of  the  world.  It  has  come  to  stay ;  it  is  full  of  usefulness  and  is  neces¬ 
sary  to  the  laborer.  It  shows  serious  defects  at  times  and  in  some  unions. 

.  .  .  These  are  evils  that  as  the  unions  grow  in  wise  and  intelligent 
leadership  we  may  well  hope  are  being  well  minimized.  .  .  .  Whether 
we  will  or  not,  the  group  system  is  here  to  stay,  and  every  man  inter- 
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ested  in  public  affairs  must  recognize  that  it  has  to  be  dealt  with  as  a 
condition,  to  be  favored  in  such  a  way  as  to  minimize  its  abuses  and  to 
increase  its  utility.  ’  ’ 7 

The  foregoing  account  of  the  institutional  and  psychological  rela¬ 
tions  between  employers  and  employees  would  be  incomplete  at  a  most 
important  point  if  the  responsibility  of  labor  unions,  especially  of  their 
leaders,  in  the  circumstances  were  not  pointed  out.  The  militant  attitude 
of  labor  union  leaders  may  be  quite  natural  under  the  prevailing  con¬ 
ditions,  but  there  will  certainly  be  no  escape  from  industrial  antagonism 
until  unionism  accepts  a  more  constructive  attitude  toward  problems  of 
production.  Unionism  inherits  a  tradition  of  aggressiveness  and  mili¬ 
tancy  and  the  tradition  is  extremely  tenacious ;  but  unless  the  tradition 
can  be  altered  sufficiently  to  make  a  place  in  trade  union  principles  for 
a  recognition  of  the  basic  economic  fact  that  labor  oi'ganizations  can 
safely  be  trusted  with  power  only  when  they  evince  a  willingness  and  a 
capacity  to  promote,  encourage  and  organize  greater  productive  ef¬ 
ficiency,  then  labor  can  scarcely  hope  for  business  recognition  or  public 
support.  The  reconstruction  of  labor  union  organization  and  strategy 
on  principles  conducive  to  labor  efficiency  and  to  maximum  production 
is  a  sine  qua  non  of  evolving  sound  industrial  democracy  from  present 
trade  union  structure. 

In  large  measure,  such  a  reconstruction  of  unionism  can  come  only 
as  an  act  of  will  on  the  part  of  unionists,  especially  of  their  leaders. 
But  this  outcome  can  scarcely  be  hoped  for  if  it  is  to  come  merely  as 
an  act  of  will.  The  irrational  and  blindly  impulsive  forces  which  tend 
to  stifle  such  a  deliberate  change  of  mental  outlook  are  enormous,  and, 
it  must  be  admitted,  they  are  likely  to  prevail  under  the  present  state 
of  affairs.  Only  rarely  can  men,  especially  masses  of  men,  rise  above 
their  institutional  surroundings  and  deliberately  resolve  upon  a  new 
spirit  and  a  new  attitude  toward  their  responsibilities.  The  level  of  the 
behavior  of  the  crowd  cannot  rise  much  above  the  level  of  its  institu¬ 
tional  environment.  Industrial  institutions  which  envoke  pernicious 
human  tendencies  and  which  stimulate  dangerous  expressions  of  the 
primary  human  instincts  cannot  be  counteracted  by  the  mere  logical  or 
rational  powers  of  the  crowd  mind.  On  the  other  hand,  institutional 
arrangements  which  help  men  to  a  cooperative  attitude,  to  self-control, 
to  constructive  effort,  have  the  most  salutary  influences  upon  the  beliefs 
which  they  put  into  action.  Hence  to  invent  by  gradual  experiment  and 
by  intelligent  trial  and  error  the  type  of  industrial  institutions  best 
fitted  to  help  the  better  and  hinder  the  more  pernicious  expressions  of 
the  great  human  energies  is  a  paramount  task  for  all  those  who  desire 
to  share  in  hastening  the  progress  of  industrial  democracy.8 

A  crucial  point  in  industrial  institutions  pertains  to  the  proper  basis 
of  collective  bargaining.  The  great  slogan  of  labor  is  that  “labor  is 
entitled  to  collective  bargaining  through  representatives  of  its  own 

i  D.  Bloomfield,  Problems  of  Labor,  pp.  212-214. 

s  See  James  Bryce,  Modern  Democracies,  Vol.  I,  p.  10. 
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choice.”  The  objection  raised  by  employers  is  that  such  a  principle 
enables  labor  to  be  represented  by  leaders  of  the  national  union  who 
are  not  employees  of  the  particular  plant  where  they  are  representing 
labor  in  collective  bargaining.  Employers  have  favored  the  works 
council  because  in  every  case  the  representatives  of  the  workers  at  any 
single  plant  are  themselves  workers  at  that  plant.  Being  employed  at 
the  plant,  the  works  council  representatives  presumably  know  from 
direct  experience  something  about  the  problems  involved  in  production 
and  in  labor  administration,  and  have  a  strong  spirit  of  responsibility  to 
their  immediate  constituents  with  whom  they  mingle  constantly  in  the 
day’s  work.  If  an  employer  accepts  the  labor  union  principle  of  col¬ 
lective  bargaining,  he  is  likely  to  have  to  deal,  not  with  a  workman  in 
his  own  plant,  but  with  a  leader  from  a  national  union’s  headquarters. 
From  the  employers’  standpoint  this  union  representative  is  an  out¬ 
sider  and  a  meddler,  and  knows  little  or  nothing  of  the  particular 
problems  of  an  individual  plant.  To  have  an  outsider  interfering  in 
the  management  of  his  business  impresses  the  employer  as  absurd  and 
arbitrary.  Hence,  the  progressive  employer  accepts  the  general  prin¬ 
ciple  of  collective  bargaining  through  l’epresentatives  of  labor’s  own 
choice,  with  the  proviso  that  those  representatives  shall  be  persons 
actually  working  in  the  plant  which  they  presume  to  represent. 

From  the  labor  unions’  viewpoint,  this  policy  of  employers  is  looked 
upon  as  a  subtei’fuge.  No  one  dictates  to  the  employer  that  his  agent 
in  collective  bargaining  shall  be  actually  employed  in  the  plant.  If  the 
corporation  is  a  large  one,  comprising  a  dozen  or  a  score  or  more  of 
plants,  the  company  centralizes  its  part  in  collective  bargaining  in  the 
hands  of  some  executive  at  the  main  office,  who  of  course  cannot  be 
employed  in  each  one  of  the  separate  plants  of  the  company.  Labor 
reasons  that  it  should  possess  a  similar  prerogative  of  centralizing  its 
parts  in  collective  bargaining.  Moreover,  labor  finds  that  it  is  no  light 
task  to  match  labor’s  brains  against  the  best  brains  that  management 
can  produce.  Suppose,  argues  labor,  two  men  in  ordinary  life  have  a 
dispute  and  bring  their  case  into  a  court.  Suppose  one  man  hires  a 
brilliant  lawyer,  a  man  of  great  talent  and  ability,  and  the  other  man 
hires  only  a  mediocre  lawyer,  a  man  of  slight  talent  and  weak  ability. 
The  chances  are  all  in  favor  of  a  decision  for  the  man  who  is  ably 
represented.  So  in  industrial  relations,  management  is  represented  by 
brilliant  men,  by  the  best  experts  that  management  can  procure;  labor, 
in  order  to  be  represented  on  equal  terms,  must  have  expert  bargainers, 
men  experienced  in  all  the  strategy  of  bargaining,  the  best  brains  that 
labor  can  procure.  The  detached  individual  plant  is  likely  not  to  have 
any  workman  on  the  job  who  is  fully  equal  to  the  task;  hence  there  is 
need  of  a  man  trained  and  practiced  in  the  art  of  bargaining,  a  man 
direct  from  national  union  headquarters. 

President  Wilson’s  first  industrial  conference,  appointed  to  deal  with 
the  problems  of  post-war  industrial  reconstruction,  was  composed  of 
prominent  authorities  representing  labor,  capital  and  the  public.  The 
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attention  of  all  groups  was  directed  to  this  problem  of  whether  or  not 
labor  is  entitled  to  representatives  of  its  own  choice  in  collective  bar¬ 
gaining.  In  the  final  vote,  the  public  group  and  the  labor  group  voted 
in  favor  of  the  unqualified  right  of  labor  to  representatives  of  its  own 
choice.0  A  minority  of  the  capital  group  voted  with  labor  and  the  public, 
but  inasmuch  as  the  system  of  voting  in  force  at  the  conference  provided 
that  the  adoption  of  any  measure  required  a  majority  vote  in  each  of 
the  three  groups,  the  resolution  was  lost.  Thereupon  the  conference 
broke  up. 

In  a  discussion  of  the  broader  principles  of  industrial  democracy,  it 
is  important  to  consider  the  question  of  the  relation  in  practice  between 
works  councils  and  labor  unions.  Are  the  two  supplementary,  or  do 
works  councils  tend  to  eliminate  labor  unions  entirely?  The  consensus 
of  opinion  among  employers  using  works  councils  is  to  the  effect  that 
they  have  nothing  against  the  union  and  are  not  aiming  to  destroy  it  or 
eliminate  it.  They  are  willing  that  labor  unions  should  exist,  and  will 
allow  workers  who  are  union  members  to  sit  on  the  works  councils  as 
representatives  of  the  workers  of  the  plant.  They  contend  that  there  is 
no  valid  reason  why  the  union  should  not  supplement  the  works  council. 
With  rare  exceptions,  they  decline  to  enter  into  collective  bargaining 
with  the  union,  or  to  give  it  official  recognition,  claiming  that  one  col¬ 
lective  bargaining  agency  is  enough  and  that  this  is  supplied  in  the 
works  council.  Hence,  the  real  meaning  of  the  assertion  by  employers 
that  they  believe  in  a  union  supplementing  the  works  council  is  that  they 
believe  in  that  particular  type  of  union  which  is  classified  as  friendly 
or  uplift  unionism.  The  welfare,  humanitarian  and  social  features  of 
such  a  unionism  may,  in  the  judgment  of  employers,  supplement  the 
efforts  of  the  works  council.  Theoretically,  this  division  of  supple¬ 
mentary  functions  appears  sound  and  plausible.  It  should  be  carefully 
noted,  however,  that  the  works  councils  themselves  undertake  such  a  com¬ 
prehensive  program  that  when  they  get  through  there  is  little  left  for 
supplementing.  The  works  councils  undertake  welfare  work,  humani¬ 
tarian  measures,  social  features,  and  virtually  all  forms  of  friendly  and 
uplift  activity.  Moreover,  the  works  councils  do  this  usually  on  com¬ 
pany  time  and  at  company  expense.  In  the  face  of  this  condition,  a 
union  which  could  not  gain  recognition,  which  could  not  bargain  for 
better  wages,  hours  or  working  conditions,  which  could  only  undertake 
friendly  and  uplift  work,  would  be  an  anomaly.  It  could  not  collect 
dues  for  performing  humanitarian  duties  which  the  works  councils  per¬ 
form  largely  at  company  expense  and  it  would  gradually  dwindle  in 
power  and  influence.  In  theory,  the  two  may  be  termed  supplementary, 
but  in  actual  life  the  works  council  when  efficiently  handled  covers  the 
ground  so  thoroughly  that  there  is  nothing  essential  left  for  the  union 

9  The  full  text  of  the  resolution  is  as  follows :  “The  right  of  wage  earners  to 
organize  without  discrimination,  to  bargain  collectively,  to  be  represented  by  repre¬ 
sentatives  of  their  own  choosing  in  negotiations  and  adjustments  with  employers 
in  respect  to  wages,  hours  of  labor,  and  relations  and  conditions  of  employment 
is  recognized.” 
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to  do.  Hence,  as  a  matter  of  plain  industrial  fact,  the  efficiently  handled 
works  council  tends  to  be  exclusive  of  the  labor  union.  The  course  of 
contemporary  events  indicates  that  the  works  councils  are  in  fairly  ex¬ 
clusive  control  of  collective  bargaining  in  most  companies  where  the 
councils  are  employed  and  the  trade  unions  in  fairly  exclusive  control 
of  collective  bargaining  in  most  other  cases  where  any  form  of  collective 
dealing  is  in  vogue,  with  occasional  exceptional  cases  where  the  two 
stand  in  some  supplementary  relationship. 

All  lines  of  thought  on  these  issues  of  industrial  democracy  lead  back 
to  the  great  fact  that  the  war  and  post-war  period  set  loose  a  new  flood 
of  human  energy  in  the  direction  of  more  control  by  labor  over  its  own 
life  in  industry.  Before  the  war  the  emphasis  in  industrial  thinking  was 
upon  less  poverty,  better  wages,  shorter  hours  and  better  working  con¬ 
ditions.  Today  the  emphasis  is  upon  labor’s  right  and  ability  to  partici¬ 
pate  in  the  government  of  industry.  The  former  demands  have  not  been 
abandoned,  but  they  have  been  coordinated  with  a  greater  demand  that 
with  better  wages,  hours  and  working  conditions  must  come  a  new  meas¬ 
ure  of  labor  control  over  industrial  matters  which  deeply  affect  the  life 
and  welfare  of  labor.  Some  application  of  the  principle  of  self-deter¬ 
mination  to  the  laborer’s  position  in  industry  is  looked  upon  as  the  pre¬ 
requisite  of  any  serious  industrial  democracy.  Whether  the  instrument 
be  a  labor  union  or  a  works  council,  the  worker  feels  impelled  toward  a 
new  status  as  one  of  the  controlling  influences  in  the  management  of 
industry.  Sidney  and  Beatrice  Webb,  writing  in  1920,  concisely  inter¬ 
preted  the  situation  in  America  and  Great  Britain  as  follows:  “The 
new  ideas  which  are  today  taking  root  in  the  trade  union  world  center 
round  the  aspiration  of  the  organizations  of  manual  workers  to  take 
part — some  would  urge  the  predominant  part,  a  few  might  say  the  sole 
part — in  the  control  and  direction  of  the  industries  in  which  they  gain 
their  livelihood.”  10 

This  being  the  plain  fact  of  the  case,  it  is  imperative  to' realize  that 
beneath  the  movement  for  control  lies  a  truly  enormous  psychological 
force.  Some  of  the  deepest  impulses  of  millions  of  human  beings  are 
seeking  for  an  opportunity  of  expression.  At  this  particular  stage  of 
industrial  progress  a  powerful  outburst  of  human  aspirations  has  ap¬ 
peared  pointing  toward  some  form  of  democratic  control  of  economic 
life.  It  would  be  psychologically  unsound  and  economically  disastrous 
to  give  such  gigantic  human  energies  free  reign.  But  it  is  both  sound 
and  necessary  to  provide  helpful  channels  of  expression  for  them,  to 
accustom  them  to  self-restraint  and  self-control,  to  subject  them  to  ade¬ 
quate  working  discipline,  to  repress  vicious  and  pernicious  forms  of 
expression,  to  educate  and  enlighten  and  inform  men  to  understand 
themselves  and  others  in  order  that  the  nervous  breakdowns  and  the 
psychic  revolts  of  a  period  of  industrial  transition  may  be  healthfully 
averted,  and  to  raise  the  level  of  intelligence  among  the  rank  and  file 
of  laborers  so  that  they  may  be  enabled  to  make  the  right  adaptations 

10  History  of  Trade  Unionism. 
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between  human  nature  and  economic  institutions.  The  reshaping  simul¬ 
taneously  of  men  and  institutions  is  the  secure  pathway  toward  industrial 
democracy. 
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control  of,  761-2 
Labor  unions,  784-92 
Land,  returns  on,  Chapters  XVII- 
XVIII,  295-345;  definitions,  295-7; 
ownership  and  tenancy,  332-5 
Large  scale  production,  66 
Legal  tender,  501-2 
Leisure,  and  consumption,  94 
Localization  of  industry,  58 

Machine,  and  production,  54-7 ;  and 
consumption,  94 
Machine  age,  11,  15-21 
Malthusian  theory  of  population, 
407-15 

Management,  efficiency  of,  63-4; 
Chapter  XXIV,  464-92;  size  of, 
465-7;  types  of,  468-9;  corporate, 
471-7 

Manor,  15 

Manufactures,  development  in  United 
States,  22-30;  indexes  of,  42;  value 
added,  45;  per  capita,  47-8;  per 
worker,  48-9 

Marginal,  wage,  353-8;  saving,  260-4; 
producer,  264-6 

Margin  of  substitution,  and  land, 
304-6 

Marketing,  agriculture  and,  340-2 
Minimum  wage,  370-1,  373-5 
Mining,  indexes  of,  42 
Money,  defined,  494;  qualities  of, 
495-7;  kinds  of  in  United  States, 
499-500;  functions  of,  502-5;  fiat, 
511-12;  supply  and  demand,  513 
Money  and  credit,  Chapter  XXV, 
493-524 

Money  economy,  Chapter  X,  144; 
meaning  of,  144-5 ;  differential 
gains,  145-6;  foreign  trade,  685-6 
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Monopoly,  and  price  policies,  138-9, 
182-7;  limits  to  price,  190-3;  regu¬ 
lation  of,  190-2;  and  inequalities 
of  fortune,  457-8 

National  bank  notes,  501 
National  bank  system,  559-62 
National  income,  estimated,  46 
National  wealth,  estimated,  267-9 
Net  value  product,  43 
Normal  cost  and  price,  136-8 
Normal  equilibrium,  161-2 
Normal  profit,  196-9 
Note  Issue,  557;  history  of,  559-60; 
Federal  reserve,  570-1;  Federal 
reserve  bank  notes,  571;  National 
bank  notes,  501 

Opportunity  cost,  121 
Overhead  burden,  287-8 
Overhead  cost,  134-6 
Ownership,  diffusion  of,  442-5;  in¬ 
equalities  of,  446-7 

Par  collection,  574-5 
Par  of  exchange,  624-6,  633-9 
Pecuniary,  1-6;  advantage  in  foreign 
trade,  685-6;  supply  and  demand, 
148-161;  control  of  business,  Chap¬ 
ter  X,  144-66;  profit,  222-4;  and 
business  combination,  478-80;  in 
international  relations,  649-51 
Population,  and  consumption,  109; 
and  diminishing  returns,  311 ;  and 
agriculture,  327-9,  414;  Malthusian 
theory,  407-15;  history  of,  31;  in¬ 
dexes  of,  42 

Power,  use  in  industry,  27,  68-9 ; 

per  capita,  47-8;  per  worker,  48-9 
Price,  defined,  6;  and  value,  117-18; 

normal,  137-8 
Price  fixing,  172-3 
Price  maintenance,  176 
Prices,  wholesale  and  retail,  158;  by 
groups,  159-62;  agricultural,  329- 
32;  indexes,  514,  527-31;  quantity 
theory  of,  514-17 ;  trend  of  general 
price  level,  518,  531-6;  importance 
of,  541-51;  fluctuations,  519-24; 
movements  of,  Chapter  XXVI,  525- 
52;  war  and  post-war  stabilization 
of,  576-9;  business  cycle  and,  587-9 
Price  system,  and  consumption,  94-6 
Production,  defined,  5,  39;  measure¬ 
ment  of,  40;  indexes  of,  40-3; 
Chapters  III-V;  per  capita,  47-8; 
per  worker,  48-9;  quantity,  54; 


factors  in,  64-6;  large  scale,  66; 
problems  of,  Chapter  V,  58-78;  in¬ 
dexes,  149-52 ;  profit  and,  225-7 ; 
business  cycle,  597-9;  international 
organization  of,  683-705;  socialism 
and,  774-816 

Profit,  meaning  of,  195-6 ;  normal, 
196-9;  and  risk,  199-202;  account¬ 
ing  view  of,  202-4;  income  tax  and, 
203;  inequalities  of,  205-10;  pro¬ 
duction  and,  225-8;  value  and,  228- 
31;  wages  and,  234-5;  government 
and,  234-6;  motives  and,  239-40; 
business  cycle  and,  290-3 
Promoters,  economic  function  of, 
481-3 

Property  institutions,  449-60;  govern¬ 
ment  and,  707-10 
Proportionality,  land  and,  309-11 
Protection,  tariff  and,  686-91;  free 
trade  and,  691-2;  method  of  tariff 
making,  692-4 

Psychology,  and  consumption,  100-02; 
labor  and,  376-81;  invention  and, 
761-7 

Public  control,  104-6 
Public  finance,  Chapters  XXXIII- 
XXXIV,  707-44;  see  Government, 
also  Taxation 

Public  works,  planning  of,  609-10 
Purchasing  power,  par  of  exchange, 
635-40 

Quantity  production,  54 
Quantity  theory  of  prices,  514-17 

Radicalism,  Chapter  XXXVII,  769- 
79 

Railroad  Labor  Board,  752-3 
Rate  making  and  value,  169-71 
Raw  materials,  foreign  trade  and, 
703-6 

Real  wages,  364-6 
Reform,  762-5 

Regulation,  business  and,  750-61 
Rent,  economic,  297-9;  commercial, 
297 

Representative  firm,  210-11 
Research,  69-75 

Residual  changes,  51,  88;  profit,  160; 
interest,  277 

Resources,  conservation,  59-61 
Retail  trade,  157,  88-9 
Risk,  profit  and,  199-202;  insurance 
and,  214;  speculation  and,  218-19 
Russia,  industrial  revolution,  35;  in¬ 
flation,  555 
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Salesmanship,  and  consumption,  100 
Savings,  260-4;  by  whom  made,  280-2; 
how  used,  283-4;  percent  of  national 
income,  284;  of  the  United  States, 
285 

Science,  69 

Seasonal  changes,  49,  87;  profit,  160; 
interest,  276 

Secular  changes,  49,  87 ;  profit,  160 ; 
interest,  278 

Sherman  Anti-Trust  Act,  755-6 
Shifting  of  taxation,  741-4 
Silver  legislation,  509-11 
Smith,  Adam,  146 

Socialism,  Chapter  XXXVII,  769-79 
Soviet,  772-3 

Specialization,  52-3 ;  international, 
664-6 

Speculation,  risk  and,  218-20;  stock 
market  and  business  cycle,  585-7 
Stabilizing  the  dollar,  576-8;  607-8 
Standardization,  53-4;  wages  and, 
383-4;  aid  in  foreign  competition, 
674-5 

Standard  of  living,  108-10;  labor  and, 
369-75 

Standards,  money,  506-11 
Static  equilibrium,  196-9 
Strikes,  438-41,  784-92 
Supply,  117,  Chapter  IX,  125-43; 
variations,  130-4;  indexes  of,  149- 
54;  stocks  of  goods,  153;  reversal 
of,  163-4;  interest  and,  253-7;  of 
capital,  273;  of  land,  301,  312-15; 
of  money,  513-14;  fixed,  134 
Surplus,  saver’s,  261-4;  producer’s, 
264-6;  corporate  savings,  281-2 
Syndicalism,  772 

Tariff,  protective,  686-94;  method  of 
making,  693-4;  recent  tendencies, 
694-5;  cost  of  living  and,  695;  agri¬ 
culture  and,  696-7 ;  property  and, 
697-8;  as  taxation,  728-9 
Taxation,  Chapters  XXXIII-XXXIV, 
707-44;  productive  service  of  gov¬ 
ernment,  707-10;  expenditure  of, 
710-14;  justice  in,  716-18;  property 
tax,  719-22;  corporation  and  busi¬ 
ness  taxes,  722-4;  forms  of,  722-4; 
of  income,  729-34;  war  and  excess 
profits,  734;  inheritance,  734-6;  and 
value,  173;  farm  land  and,  335-6; 
foreign  trade  and,  699-703;  effect 
of  war  on,  749 
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Technology  of  production,  8-12,  51; 
and  consumption,  93-4 

Tenancy,  532-5 

Towns,  16 

Transportation,  development  of,  28; 
indexes  of,  42;  agriculture  and, 
338-9;  foreign  trade  and,  700- 
01 

Trusts,  see  Combination 

Unearned  increment,  317-19 

Unemployment,  business  cycles,  601-3; 
prevention  and  relief,  610-11 

Unions,  784-92;  bargaining  and,  429- 
33;  membership,  433-5;  and  indus¬ 
trial  peace,  435-41 

Utility,  definition,  114-15;  diminishing, 
115-16;  marginal,  116-17;  and  value, 
117-24 

Value,  of  money,  514-16;  of  securi¬ 
ties,  166-8;  of  public  utilities,  169- 
71;  reasonable,  169;  and  price  fix¬ 
ing,  172-3;  profit  and,  228-31;  of 
national  wealth,  267-9 ;  of  land, 
229-301;  appreciation,  317-19;  labor 
and,  359-61 ;  socialism,  778 ;  his¬ 
tory  of  theory,  139-43 

Value  and  exchange,  Chapters  VIII- 
X,  113-43;  definitions,  113-14;  the¬ 
ory  of,  113-24;  derived,  123;  sup¬ 
ply  and  demand,  125-42 

Veblen,  T.  B.,  147 

Wages,  Chapters  XIX-XXI,  346-441; 
nature  of,  346-8;  share  in  distribu¬ 
tion,  349-51;  theories  of,  351-3; 
real,  364-6;  standard  of  living  and, 
369-75;  minimum,  370-1;  ability 
and,  383-4;  education  and,  384-5; 
hazards  and,  385;  control  of,  388- 
416;  increase  of,  394-9;  of  women, 

400- 01 ;  international  comparisons, 

401- 4;  immigration  and,  404-7; 
profit  and,  231-2 

War,  world,  inflation  and  deflation, 
544-52 ;  economic  administration 
and,  749 

Wealth,  1-6;  national,  267-9;  of  va¬ 
rious  countries,  271-3;  agricultural, 
323-5 

Welfare,  profit  and,  241-5;  fatigue 
and,  427-9 

Works  councils,  782-4 
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